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Summary and Conclusions 

i. The Government has embarked on a major program of economic 
deregulation to enhance the r~le of the private sector in the economy. In 
response. the pri~ate sector is growing rapidly and attracting sizeable 
domestic and foreign investment. In this environment. there is need for a 
well-functioning commercial law system. As the private sector grows in size 
~d complexity. a well-functionin.g commercial law syst~ will facilitate its 
development by reducing costs and risks and b) establishing rules for 
efficient private sector activities in an administratively less regulated 
economy. 

ii. This Report has two main objectives: Ca) to provide an 
understanding of the current constraints imposed on private sector development 
in Indonesia in the absence of a well-functioning commercial law system; and 
(b) to define the priorities and specific directions that a commercial law 
refor.m program should take. The principal findings and recommendations are 
summarized below. A policy matrix of commercial law refor.ms is also attached 
to this summary. It lists the recommendations made in this Report. 

The CoDaercial Law Framework a Overall Refoal Issues 

iii. A good legal system needs to first of all provide confidence to 
the private investor. LaW$ shOUld be clear so that the private investor knows 
that contemplated transactions are per.mitted. The eftective implementation of 
laws is critical to assure the investor that transactions in accordance with 
the laws will be respected and enforced by the courts or other neutral forums. 
A well-functioning commercial legal system is also needed for greater 
efficiency in private market functioning: (a) by redUCing the costs and risks 
of entering into private transactions; (b) by reducing the barriers to entry 
and mobility of private investment; and (c) by providing mechanisms for the 
orderly exit of private businesses that fail. 

iv. The existing commercial legal framework in Indonesia fails to meet 
the above requirements. It suffers from three major problems: (a> lack of 
up-to-date commercial laws in many areas; (b) lack of effective implementation 
of commercial laws through the courts and other forums; and ec) the systemic 
absence of information on laws. regulations and procedures. Many important 
commercial laws in Indonesia are derived from the colonial period. For 
example. the Commercial and Civil Codes date back to 1847. They fail to 
adequately reflect economic efficiency requirements of modern transactions in 
areas such as contract and credit and the limited liability company sector. 

v. The ineffective implementation of laws through the courts and 
other forums is a greater bottleneck. Inordinate delays and other 
difficulties of enforcement of private agreements and commitments lead to 



ii 

unusually hish costs and risks of economic transactions in Indonesia. It also 
leads to a widespread lack of confidence in the commercial law system. The 
absence of ,ystematic legal information leads to lack of transparency and 
inconsistent application of laws and regulations, which create a very high 
degree of uncertainty for the private sector. 

vi. All sections of the private sector are affected by the above 
constraints. Of pa~T.icular significance. however. are the constraints imposed 
on: <a, newer and smaller domestic private investors; and (b) the foreign 
trade and investment community. Newer and smaller private domestic L-westors 
face the highest costs of the absence of a well-functioning commercial law 
sy~tem, not least of all in ter.ns of high barriers to entry in the formation 
of business and access to credit. The foreign trade and investment community 
considers it a high risk to conduct business with Indonesian firms. and 
perceives the Indonesian commercial law syst~ to be a major weakness in the 
business climate. It is vitally important that attention is paid to the needs 
of these sectors if private sector development is to be broadly based and 
benefit from international trade and investment. 

Specific Priorities and Directions for aeforD 

vii. The rati~ale for specific commercial law reforms made in this 
Report are described below. 

A. Contract and Credit L~~s 

viii. A sound framework of: Ca) contract. credit and security laws; (b) 
credit information systems; and (c) enforcement mechanisms are essential to 
facilitate efficient growth of credit and banking transactions. In their 
absence, as in Indonesia. credit transactions are made costly and difficult, 
access to credit is limited to only the relatively well-off an4 well
established individuals and businesses, and there are risks of opportunistic 
behavior and unforeseen contingencies. To an extent, the Indonesian 
commercial systeM has been creative and introduced some innovative credit 
foens to get around the problems. But they are of uncertain value, since the 
legal bases for credit transactions are still the old Indonesian Civil and 
Commercial Codes which do not recognize such forms. 

ix. The credit laws and institutions in Indonesia suffer from five 
principal weaknesses: (a) lack of speedy enforcement and foreclosure of credit 
ttansactions through the courts; (b) lack of a wide range of acceptable 
security or collateral in law to back up the cre4it; (c) lack of standard, 
modern loan terms and documentation recognized by the laws and courts; (d) 
lack of pzoperty rights to serve as collateral. especially land; and (e) lack 
of property. credit and security registration/information systems. 

x. In each of these areas the aeport makes recommendations for 
reform. First. an accessible set of civil procedures must be promulgated. the 
possibility of summary proceedings investigated. and consideration given to 
the establishment of special panels of judges in Indonesia's major district 
courts. Second, every effort must be made to perfect and expand credit and 
security registration/ information systems using modern computerized methods. 
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where possible self-financed and :un by the private sector. and covering: (a) 
land; (b) hypothecs (mortgages) and leases for other large. easily 
identifiable assets such as industrial machinery; and (c) other securities 
(rights, pledges. guarantees. fiduciary transfers. etc.) under personal and 
company filing. Third, immediate action should be taken to establish 
authoritative versions of the law from the archaic Dutch codes. Finally, 
greatsr use of new for.ms of credit that do not require a great deel of 
collateral other than provided by the busines8 itself should be encouraged. 
such as max~ amount or floating hypothecs, negotiable warehouse receipts, 
and back-to-back domestic LiCs. 

B. Companies Law, the Accounting Framework. and Capital Markets 

xi. Most private businesses will increasingly take the form of limited 
liability companies (·perseroan terbatas· or PTa) in Indonesia, as in other 
countries. In 1990, almost 80% (and about 160,000 in number) of all business 
taxpayers were PTs. A sound framework of company laws, accounting and audit, 
and capit~l market regulations are essential for the development of an 
efficient corporate sector, but are currently missing in Indonesia. 

Companies Law 

xii. Existing Companies Law. The current law is contained in 21 
sections of the Commercial Code and has many gaps when dealing with modern 
corporate st~ctures and transactions. Formation of a PT can take over a year 
tlUd the procedures are complex and costly. A company must be formed for a 
specific purpose and has a defined time limit, greatly limiting mobility. The 
rules for dissolution of a company are far from clea~. And there are no 
accounting and audit requirements for financial disclosure, nor provisions 
concerning mergers and acquisitions. 

xiii. The Draft Companies Law. A draft of a new Companies Law is 
currently under discussion. This draft has, in various fo~. been 
circulating in Government for almost 18 years. It is highly regulatory and 
complex in content--the Government may exert control in several ways over the 
affairs of a company--reflecting the conditions that may have prevailed two 
decades ago. The Report recommends that the draft Companies Law be reviewed 
very carefully and amended appropriately to suit the present economic 
direction of economic policies before it is put up for legislation. 

xiv. The Direction Of Required Reforms. The Report recommends a less 
regulatory approach that should facilitate new entry t mobility, and exit. In 
practice, this could be most conveniently undertaken by a diviSion of the 
corporate sector into two typess (a) the closely-held corporation with a small 
number of shareholders for whom the laws and requirements should be kept 
simple; and (b) public corporations (and possibly large private corporations) 
where additional requirements should be imposed, especially regarding adequate 
accounting and audit and disclosure of financial infor.mation. 

xv. Bankruptcy. The existing Bankruptcy Law of 1905 provides a 
theoretically workable framework of bankruptcy laws for efficient exit of 
private businesses that fail. However, few cases have gone through formal 
bankruptcy proceedings. The main problem arises from diffic~lties of 
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implementing bankruptcy through the court system. The establishment of 
specialized commercial (see para. xxi.) would provide a better mechanism to 
handle bankruptcy cases than under the existing courts. 

Capital Market Regulations 

%Vi. There is an urgent need for prudential regulations to substitute 
for direct controls in ensuring the safety and stability of the capital 
market. The Government is currently considering the issuance of detailed 
regulations. and the transformation of BAPEPAH. the securities ag$ncy. into a 
supervisory and regulatory body. The example being followed is the United 
States Securities and Exchange Commission (SEC) Regulations. It is expacted 
that these regulations will be finalized very shortly. The Report. therefore. 
does not contain specific recommendations on capital market regulations. 
However. there is a close inter-connection betwee~ the framework of companies 
law and capital market regulations. and consistency in approach should be 
ensured. 1:1 the presence of detailed capital market regulations covering the 
requirements for public corporations. the burden on companies law could be 
considerably lessened for public companies. 

Account~g and Audit 

%Vii. In any economic system the proper accounting and audit of 
transactions is fundamental to its efficient operations so that the public as 
shareholder, investor. creditor or depositor of funds has accurate and 
adequate information to enable it to take decisions on investment and assess 
the risks. Indonesia's accounting and audit framework for priv '.e sector 
enterprises is inadequate. 

xviii. There are three fundamental problems in development of adequate 
accounting and audit ~ervices. First, the present companies law does not 
specify requirements for proper accounting, nor for independent auditing. 
BAPEPAH does require audited financial statements of companies that go public. 
but this is a fraction of the entire corporate sector. Second, the 
Indonesian Institute of Accountants (IAI) has operated as an association of 
professional accountants, but has no statutory basis and conducts its business 
on small subscriptions that are inadequate to meet the needs for professional 
development. Third, there is an acute shortage of trained professional 
manpower. 

xix. The Report recommends several k~y actions: (a) companies law 
and/or capital market regulations should be the main driving force for 
~tailed requirements for proper accounting and audit; (b) a statutory body 
should be established the members of which, through examination and training. 
are qualified to provide audit opinion; and the body should set accounting 
prinCiples and standards; (c) !AI can be the designated body, but needs to be 
reconstituted in human and financial resource terms to meet the challenges; 
and (d) the legal requirements for accounting and audit, and the huge market 
for these services should provide adequate incentives for people to enter the 
profession; but, in the interim. the number of expatriate accountants in 
public practice should be allowed to increase, to improve quality and provide 
on-the-jOb training needs which are vast. 
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C. Dispute Resolution: The :ourts. arbitration! and Legal Profession 

xx. Investors. domestic and foreign. need confidence in the 
enforceability of private agreements and commitments. Indonesia could enact 
the most modern credit laws and companies laws. but they would be of little 
practical value if there are no means of enforcing their provisions. 

xxi. The Court Systems. In the commercial field. the Court system is 
widely perceived to be inadequate in a number of ways: slow procedures with 
cases taking several years to resolve, little or no specialization, 
unreasonable difficulties in enforcing credit transactions and foreclosure. 
major difficulties for foreign claimants. and finally. a pervasive belief that 
they are not dispensing justice. Most of the actions that can be taken with 
regard to the court system will take time to implement. The Repor~ recommends 
several measures: (a> increasing the technical competence of judges to handle 
complex commercial cases by a combination of training and improved 
compensation; (b) salary increases should be linked to anti-corruption 
measures. some basic measures of efficiency (e.g. targets ~et for courts to 
reach decisions speedily). and the publication of court decisions; (c) 
establishment of specialized courts to handle commercial disp~tes. or 
alternatively. specialization of judges; and (d) a start with such 
specialization would be to concentrate reform efforts on the central district 
court in Jakarta and other district courts with a high concentra~ion of 
commercial activities (e.g. Surabaya and Madan). so that measurable 
improvements can be realized in a relatively short time-period. 

xxii. Arbitration. Another method of resolving commercial disputes is 
arbitration. which has many advantages such as speedy resolution. specialist 
knowledge. and known procedures. Under Indonesian law all commercial disputes 
can be submitted to arbitration. Indoaesia also has well-laid out procedures 
for arbitration. and an arbitration board, BANI. for the ~rivate sector. With 
few exceptions, the Indonesian _.bitration system therefore rests on a good 
foundation, and also compares favorably to arbitration systems in other 
countries (e.g. Japan and the US). However. few cases, only 5-10 a year. go 
to arbitration. The Report makes several recommendations to strengthen 
arbitration as an alternative dispute settlement mechanism in Indonesia: (a) 
improve the effectiveness of BANI. or help establish a new. more dynamic 
arbitration association as in Japan or the US; (b) improve the quality ~f 
arbitrators by including more people from technical and business fields. 
rather than frQD the ranke of retired judges and professors; (c> take some 
basic steps to improve publicity about applicable laws, the place of 
arbitration, nationality of arbitrator. and procedures; (d) improve confidence 
of foreigners as well as local business by using qualified non-nationals as 
arbitrators; and <e> address the concerns about enforcement. by issuing 
regulations that courts should recognize foreign (and domestic) arbitration 
awards. Very recently. the Supreme Court has issued a circular (reversing its 
earlier stance) that foreign arbitral awards will be recognized. but this is 
still not widely known. 

xxiii. Legal Profession. A large part of the burden of dispute 
settlement and interpretation of the law in other countries is carried out by 
a private legal profeSSion that i. well-developed. Key areas for improvement 
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of the Indonesian legal professior. are: (a) expanded professional training; 
(b) expande4 overseas training opportunities: (c) improved foreign language 
skills of the profession; and (d) atlow entry of more foreign legal 
professionals. to improve quality and provide training. 

D. Legal Information 

xxiv. The public's access to legal information is severely limited. It 
poses one of the gre.test barriers to the effective development and 
implementation of the commercial law framework. The consequences of 
inadequate legal information are a lack of public confidence and mistrust in 
the legal system. high barriers to entry for private businesses. especially 
small businesses leps able to pay for costly search for legal information, 
inefficient and risky economic transactions, and an underpinning for unfair 
practices. 

2XV. There are several reasons for the absence of systematic legal 
information in Indonesia. The Report recommends some important ways for 
improving the public's a~d the profession's access to legal information: (a) 
the Government should adopt the requirement that no laws, regulations, and 
procedures should be effective without publication; and such publication must 
be easily accessible through improvements in publishing. such as a daily 
gaz~tte; (b) immediate efforts should be made to declare particular 
Indonesian translations of the Dutch codes to be ·official· ve~sions. or 
compile an authoritative version from existing translations; (C) court 
db~isions should be written and published-=there is no reason not to publish 
them, and the executive branches (e.g. tax authorities) hav9 vastly improved 
public confidence and consistency by exposing its reasoning in publishing its 
decisions; (d) improve the sale and distribution of existing publications, 
allow the sale of Government publications, permit cost-recovery by agency 
responsible, and develop contract methods for private publication; (e) ensure 
that rule-making and policy-making bodies publish all their rules and 
procedures in standard and accessible fashion--by following the example of 
Bank Indonesia's banking regulation book; and (f) reorganize public registries 
in the way they collect information, and improv~ the access of the public to 
information in these registries. 

ImplementinB Coaaercial Law aeforms 

xxvi. The Report has set out a number of priority areas of commercial 
law refo~, and the specific directions that the refor.ms oUght to take. 
However. implementing tho program will be a complex and difficult task. To 
assist the Government in developing an effective implementation program. the 
policy matrix attached to this summary could serve as a guide. It summarizes 
the recommendations and also indicates: Ca) a possible time-frame of refor.ms; 
(b) the institutions and agencies that are best placed to undertake the 
reforms; and ec) areas where specialist international technical assistance 
would be valuable. Some recODllllendations about implementing a program of 
commercial law refor.ms are noted below: 

(a) Time-Frame of Reforma. Legislative acti~ns to implement law 
refoJ:Jll8 in Indonesia, as in other countries. usually take a long time to 



vii 

implement. However. most of the recommended reforms in this Report do not 
call for legislative actions. The reforms will. nevertheless. take time to 
implement. A time-frame of about five years for the entire ~rogram is 
proposed as an indicative guide. It should be possible to complete reforms 
more quickly in some key areas. In others. an early start should be made in 
designing and implementing a program of reforms. It would be important for 
the Government to draw-up an action program for commercial law reforms in the 
next six to twelve months. 

(b) Organizational Focus Within Government. There needs to be an 
organizational focus within the Government for undertaking commercial law 
reforms. Because economic reasons are the driving force, the economic 
ministries may be best placed to coordinate the reform effort. The role of 
the Ministry of Justice would also be important in many areas. as indicated in 
the policy matrix. The capacity for implementing commercial law reforms in 
individual Government agencies is weak. although some are bette~ staffed than 
others. In orde~ to strengthen the overall capacity within Government to 
implement the program. it is recommended that: (a) a steering committee for 
commercial law reforms be formed of legal experts drawn from the different 
agencies vithin Government; (b) bring in the private legal and other allied 
professions into the steering committee; and (c) contract for services of 
private professionals to assist the work of the steering committee and 
individu.l agencies. 

(c) Respons~ - lit! to SpecifiC Agencies. Specific agencies should be 
given responsibility lor developing a time-bound program of reforms in areas 
where they have the competence and specialist knowledge, and closely involve 
tbe private sector in formulating these proposals. 

(d) International Technical Assistance. In many important areas. it 
would be important to obtain specialist international technical adv~~e. Such 
sources of advice are already being provided by bilateral and multilateral 
sources, but in a piece-meal and isolated fashion. This Report and its 
follow-up might provide an opportunity for the Government to identify these 
areas and to make more effective use of these resources. 
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CRAPTER 1 

ECONOMIC DEREGULATION AND THE COMMERCIAL LAW SYSTgM 

Introduction 

1.1 The economic imperatives for commercial law reforms for the efficient 
development of the private sector in Indonesia are urgent. The private sector 
has undergone a remarkable transformation in recent years as a result of 
economic deregulation, but the commercial law system has lagged behind. In 
spice of weaknesses of the commercial law framework, the private sector has 
grown very rapidly, is competing more effectively with the rest of the world. 
and is attracting sizeable foreign investment. This underscores the 
importance of market (i.e. self-enforcing) mechanisms. However, beyond a 
certain point, and as the private sector in~reases in size and complexity. the 
absence of a well-functioning commercial law framework will result in growing 
constraints to efficient market functioning. 

1.2 In a market-oriented system emphasizing decentralized private 
economic decision-making, the commercial legal framework will need to play an 
increasingly important supporting role. Indonesia's commercial laws are old, 
many dating back to 1847, and they, as well as their implementation tbrough 
the courts, are perceived to be inadequate. This perception is common to 
foreign investors, and bankers, who are important for Indonesia's economic 
development, and to domestic investors and bankers, who are vital for 
broadening economic development. 

1.3 The first section of this Chapter briefly discusses the shift to 
market-oriented economic system since 1985 as a result of economic 
deregulation and reforms in the administrative law framework. The second 
section discusses the economic imperatives for and the importance of an 
economic approach to commercial law reforms. The third section briefly 
discusses the main gaps in the existing commercial legal framework, the 
constraints and costs they impose on private sector activity, and the required 
direction of future reforms. The last section of the Chapter outlines the 
rest of the Report. 

I. peregulation and the Administrative Law Framework: 
The- State and The Priyate Sector 

1.4 Deresulation. Two major external shocks in the early 1980s, a sharp 
drop in oil prices and a large rise in external debt, provided the impetus for 
economic deregulation in the 1980s. The background, the specific measures 
adopted, and the response of the private sector to deregulation are described 
in Annex 1 to Chapter 1 of this Report. In summary. the direction of the 
deregulation measures has been toward: (a) a central role for the private 
sector in the economy; (b) a major re-orientation of the incentive regime 
towards more inte~tionally competitive activities; (c) a significant 
reduction of barriers to entry and mobility of private sector economic 
activity; and (d) far-reaching improvements in the efficiency of the 
supporting framework for private sectu~ development. 



- 2 -

1.5 The response has been a surge in exports, accelerated economic 
growth, and a surge in new investment activity by the private sector. It has 
increased many times in size and in the scope of its economic activities. It 
is strongly outward oriented, competing more effectively with the rest of the 
world, and attracting sizeable direct foreign investment. The private sector 
is now much less regulated and controlled by Government and is the main source 
of overall economic growth. 

1.6 The Administratiye Law Framework. The Government has been able to 
successfully undertake the wide-ranging economic deregulation measures 
largely because of the importance of the administrative law framework. The 
legal b~sis for these actions have rested on the wide powers delegated to the 
executive branches of Government to issue detailed regulations and to enforce 
them. 1 In Indonesia, the administrative law framework has acquired even 
greater force than in other countries because of the practice that the Laws 
contain fairly general provisions. 2 The Government, especially the economic 
ministries, have effectively used their administrative powers to repeal 
earlier restrictive regulations speedily and flexibly. In areas where it was 
important to enact new laws, such as Tax Laws, it has acted relatively 
quickly. and is now considering the enactment of new Banking and Financial 
Market laws. 

1.7 To permit the private sector and markets to playa more effective 
role there are some remaining areas not highlighted in the text of this 
Report, but where it is important for the Government to complete the process 
of economic deregulation. These areas are laws and regulations at the level 
of local government; in critical infrastructure services such as road 
transport, domestic trade, power and telecommunications; and in regard to 
private property and land, investment, banking and financial markets, capital 
markets, and labor. These issues are discussed in more detail in Annex 2 to 
Chapter 1 of this Report. 

II. The Wlmmercia1 Lay lAameyorki IssueS and Concepts 

Main Issues 

1.8 Indonesia'S infrastructure of commercial laws, institutions, and 
professional services is inadequate for the market to wory. efficiently. In 
what ways does the lack of a sound commercial law framework constrain the 
efficient development of the private sector? And what are the directions and 

lTypically, through Presidential Decrees, Governmental and Ministerial 
Regulations, and administrative decisions and circulars. 

20ne of the distinctive features of Indonesian statues is their general 
character. Even ordinary statutes can be remarkably free of detail, leaving all 
significant law-making to Government Regulation or Ministerial Decree. Thus, 
implementation involve9 considerably more executive law-making discretion than 
is the case in many western legal systems. The" general" rule mirrors the 
"consensus" nature of Indonesian society. The western legal system focuses on 
the written law. In the Indonesian system less emphasis is placed on the written 
basic rules and more on the manner in which the broad rule is implemented. 
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priorities for reform? These are the two central issues now facing the 
Government. 

Box 1.1: The Importance of Commercial Law in Economic Development 

The commercial law and institutional infrastructure in 
developed countries is often taken for granted, but has been 
central to their economic development, and has been built up 
over centuries. In economies such as Korea, Singapore and 
Taiwan the development of an efficient private sector has 
been closely related to the early attention they paid to the 
development of a sound commercial legal system. Korea, for 
example, introduced a comprehensive Vestern law system on 
their own initiative and new civil and commercial codes were 
adopted in 1958 and 1962, modeled largely on the German 
civil and commercial codes, but with significant 
modifications. 

1.9 In contrast to relatively rapid recent changes in the regulatory 
regime, the commercial legal system, i.e. the laws relating to business 
entities and transactions, the implementing institutions such as the courts, 
other administrative bodies, and the legal and allied professions, has evolved 
gradually and been slow to change. Most of the existing commercial laws in 
Indonesia, for example, are still largely derived from those in the colonial 
period. 

1.10 An important reason for this lag is that the economic imperative for 
reforms in the commercial law system has been weak. For & long time, the 
private sector played a relatively small role in the economy. Permitted 
activities were directly guided by the Government. Consequently, a 
prospective investor was concerned with obtaining the necessary permits and 
licenses from the various agencies of the Government, i.e. his relationships 
with the State rather than with market forces and transactions with other 
private sector actors. The administrative law framework, i.e. State-directed 
economic activities, rather than the commercial law framework, i.e. market
directed economic activities, provided the main elements of legal certainty 
and predictability to private economic transactions. The result was that the 
demand for better commercial laws, efficiently functioning implementing 
institutions and allied professional services was weak. The institutions and 
profeSSions atrophied during this period of isolation from market demands. 
The Ministry of Justice, directly responsible for the development of the 
commercial law framework, had many other priorities for law reform, e.g. the 
criminal law system, and the family law system. 

The Purpose of Commercial Laws 

1.11 Commercial laws and institutions provide a framework of rules that 
govern private market transactions and provide independent and neutral forums 
to settle disputes and interpret such rules. The distinction between the role 
of Government regulation and commercial law is crucial: Government regulation 
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of private markets largely pertains tc issues which involve the public 
interest, while commercial law largely relates to the efficient conduct of 
economic transactions between individual private transactors. 

1.12 The use of an economic approach is a powerful one in regard to the 
development of commercial law system. 3 The combination of the economic need 
~ the usefulness of an economic approach to commercial law reforms provides 
a framework that will be adopted throughout this report. 

1.13 Lawyers, especially practicing commercial lawyers, like to define the 
purpose of commercial law framework in terms of somewhat different concepts 
from economists: certainty, predictability and confidence. By this is meant 
that economic transactions should have certainty in law, i.e. the laws should 
provide clear rules and assure that contemplated transactions are permitted; 
and that the legal consequences of economic acts are predictable, i.e. private 
transactions in accordance with the commercial law will be respected and 
enforced by the courts or other forums. Such a legal framework then provides 
the degree of confidence required by the private sector to enter into economic 
acts. These are key concepts that lawyers employ when advising clients on the 
legal consequences of economic transactions. For example, when a foreign 
investor seeks advice on forming a joint venture in Indonesia, the lawyer will 
look to the framework of foreign investmE~t laws and company laws to determine 
that the investment is in fact permit~ed and what risks are involved because 
of uncertainty of the law. The lawyer will also look to the court system to 
advise the client what are the chances of a predictable outcome in the event 
of a dispute with the local partner. If these elements of certainty in law 
and predictability in enforcement are missing, the chances are the lawyer's 
advice to his client will emphasize the substantial risks involved in the 
transaction. 

1.14 The legal approach contrasts in several ways to the economic 
approach. A set of foreign investment and company laws may be certain and 
predictable in legal terms, but may still be highly inefficient in economic 
terms. Foreign investment laws may be certain but impose restrictions so as 
to deter long-term investment because of divestiture requirements. Company 
laws may by detailed clauses on permitted company forms, add a great degree of 
legal certainty but be overly restrictive and regulatory and raise transaction 
costs that pose barriers to efficient entry. Finally, the predictability of 
the legal framework may be sought to be assured by direct intervention by 
Government decisions in the event of dispute, but such a system may permit 
access to only a small class of investors. Economic efficiency is thus not 

3The economic approach has been criticized on grounds, amongst others, that 
economic efficiency is not the only objective of society; that there are other 
powerful explanations for the .L~gal system as it operates in p:~actice; and for 
ignoring "justice". On the other hand, there are important reasons for using 
the economic approach--econom:'c efficiency may not be the only objective of 
society, but it is a very import:~t one to clarify conflicts in law; there are 
other social explanations for the legal system as it operates, but the related 
theories are not as advanced as economics to guide the development of law; and 
finally. economic efficiency is one important and common meaning of "justice" 
(e.g. against the taking of property without fair compensaeion). 
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access to only a small ~lass of investors. Economic efficiency is thus not 
synonymous with a legal system that is certain and predictable. The legal 
concepts of certainty and predictability will be important in the design of a 
commercial law system, but will need to follow economic efficiency 
considerations. 

1.15 The specific issues of economic efficiency are complex and vary 
according to particular areas of commercial law, such as contract and credit 
laws, or company laws, or legal enforcement and dispute settlement under 
study. These areas are discussed in later Chapters of this Report. A few key 
general economic efficiency objectives that the legal framework should achieve 
are: (a) reduction of legal barriers to efficient entry and mobility of 
private investment and private transactions; and laws and rules that are 
facilitative and responsive to efficient growth of market activities; (b) 
reduction of costs in market transactions, by providing standard contract 
terms and increasing access to information; (c) sanctions for infringement of 
well-defined rules of efficient market ftnlctioning; and (d) reduction of costs 
(time and money) and raising the technical and economic efficiency of dispute 
settlement procedures. 

III. Main Gaps and Priorities For RefOrm of the Commercial Law 
Framework 

Lack of Modern Laws 

1.16 In most important areas, the existing commercial laws are outdated. 
The Commercial and Civil Codes, both adopted !n 1847, cover such important 
topics as: laws relating to limited companies, partnerships, and other 
business entities; commercial intermediaries; commercial paper; insurance; 
transport; contracts and credit transactions; sale and exchange of goods; and 
other areas. Bankruptcy is governed by provisions of the 1905 Bankruptcy Law, 
as well as by provi~ions in the Commercial Code relating to the dissolution of 
limited companies. Under the transition provisions of the Constitution, all 
laws adopted during the colonial period were considered to continue to apply, 
unless repealed or amended by subsequent legislation. Thus, the Commercial 
and Civil Codes and other commercial laws adopted in the colonial period 
continue to be in force with little modification since then. 

Principal Gaps in Laws 

1.17 There are two critical areas where the abs~nce of modern commercial 
laws are perceived to be major bottlenecks to the efficient development of 
private sector activities. The first is contract and credit laws, and related 
laws on mortgages, which apply especially to banking transactions. The second 
is company laws, and related accounting laws, and capital market laws. 4 

. 4There are many additional perceived gaps in laws; no law of trusts, which 
hir..ciers the development of the underwriting and securities market; antiquated 
laws on bankruptcy; lack of a firm statutory basis for various modern business 
activities, such as factoring, leasing, venture capital, electronic banking, and 
credit cards; and minimal regulation of anti-trust and unfair business practices. 
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CQntract and Credit Laws and Bankins 

1.18 Credit transactions are an essential ingredient Qf the prQductiQn and 
exchange process, and are a special fQrm of contract: a nQn-simultaneQus 
exchange where the lender makes available credit fQr repayment with interest. 
CQntract and credit transactiQ~s are made costly and difficult in IndQnesia 
because Qf a number of gaps in the relevant laws: hypothecation is not 
permitted for a broad class of collateral; there is no reliable system of 
registration of collateral; and land ownership is restricted to Indonesian 
individuals. As a result use is made of legal fictions to transfer ownership. 
Enforcement of credit transactions and fQreclosure is difficult because Qf 
long delays in the court sy~-em. As a result there is excessive reliance Qn 
cQllateral, high barriers tQ credit, restraints on lending, and frequent abuse 
Qr technical d~faults by bQrrQwers. 

1.19 An easily enforceable law of CQntracts is essential to deter peQple 
frQm behaving opportunistically, e.g. reneging on promises, and tQ ~ke costly 
self-enforcing measures, e.g. excessive collater~l. unnecessary. Banking is a 
specialized institution that makes supply of credit available at low cost, by 
intermediating between borrowers and lenders. But in the absence of sound 
credit and security laws, and easy enforceabili~, the banking sector's 
functioning can be seriously jeopardized. 

1.20 The critical importance of a modern company law is that most 
private businesses will take the form Qf limited liability companies. There 
are already some 160,000 such companies in Indonesia. the largest part Qf 
corporate taxpayers. A modern company law is important to efficiently guide 
their econoaic conduct in a standard fashion and thereby lower transactiQn 
costs for suppliers of risk capital. The Indonesian law on limited liability 
companies, however, fails to provide easy entry and exit or sufficient 
flexibility for owners. 

1.21 The limited liability company is a means of shifting risk to lenders 
of finance. Such shifting of risk is difficult without adequate requirements 
for accounting and audit of the financial records of a company. Good 
accounting practices, public auditing requirements, and disclosure of 
financial performance togethe~ serve as an invaluable tool for efficiency in 
financial transactiQns, but are missing in Indonesia. The private cQmpany 
sector in Indonesia has no general requirements for accounting and audit. The 
basic requirements are the General Provisions and Procedures of Taxes (1983) 
under which the Minister of Finance is empowered to issue regulations as to 
accounts to be filed by companies for tax purposes. The private accounting 
professiQn is also undeveloped, with only some 400 registered public 
accountants. 

1.22 Finally, a comprehensive set of capital market regulations is at 
present lacking. but is expected to be issued shortly to strengthen the 
development and prudential regulation of the capital market. ~ile these 
would be expected to address many of the existing gaps in company laws and 
accounting framework, they would be applicable only to companies already 
listed or expected to list themselves in the securities market. Capital 
market regulations must be consistent with laws for the company sector as a 
whole. so that there is a broadening of the company sector's development over 
time. 
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Pringipal Gaps in Implementation of Laws 

1.23 The Court System. The most important bottleneck in the efficient 
implementation of existing laws is the court system, because of long delays, 
and the perception that decisions are arbitrary and not transparent, anc that 
there is a bias against creditors and foreigners. The courts are a form of 
public monopoly on enforcement of laws, and when there are failures in the 
court system, the entire commercial law framework comes to a halt. Purely 
voluntary mechanisms for setting disputes are available as an alternative, 
such as arbitration, but for a variety of re~sons, they have not worked well 
in Indonesia. 

1.24 Legal Information and the Legal Profession. When laws are unclear, 
they result in legal uncertainty, posing barriers to efficient conduct of 
economic activity. The efficiency of the courts and legal process depends to a 
great extent on access to accurate and up-to-date legal information. The 
distribution of legal information is particularly poor in Indonesia. 
Improvements in access to legal information are essential and would have major 
benefits in helping to reach a consistent application of the laws. 

1.25 Strengthening the legal profession is also essential for the 
commercial legal framework to function efficiently. The profession has been 
cut-off from international economic and legal developments, and from modern 
methods of training and education. The failure to keep up with changes in 
legal thinking has affected all aspects of the profession: private 
practitioners, Government attorneys, judges and notaries. 

Other Issues 

1.26 Treatment of Foreigners and Foreisn Inves~~. Foreign claimants 
face considerable obstacles under the Indonesian judicial system: foreign 
arbitral awards have only recently been recognized by courts despite 
Indonesia'S accession to the New York Convention on Foreign Arbitral Awards; 
courts have ruled as illegal international sales contracts governed by foreign 
laws, refusing to enforce the related foreign arbitration award; foreign 
creditors have failed to obtain favorable judgments in credit disputes before 
the courts, even where the credit transaction was in the form of an 
acknowledgement of debt which is supposed to lead to automatic enforcement; 
and foreign banks, in particular, have had difficulties with enforcement of 
credit transactions. This pattern has resulted in a firmly-held perception in 
the foreign trade and investment community that doing busi~~ss in In~nesia is 
a high, risk, and that the Indonesian commercial law framework is one of the 
least supportive in East Asia, and in comparison to other developing 
countries. Given the importance of foreign trade, f~reign borrowing, and 
foreign direct investment for efficient growth of the private sector and the 
economy, it is of vital importance that reforms in the commercial law 
framework pay particula': attention to equitable treatment of foreigners by the 
judicial system. 
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IV. CONCLUSIONS 

1.27 This Chapter has emphasized the importance of the economic approach 
and the economic imperatives to commercial law reforms. The cen~~al purpose 
of eommercial law reforms should be to put into place a framework of rules 
that ensures greater efficiency in private market transactions, and to provide 
for independent and neutral mechanisms to enforce the laws. 

1.28 The ~~o important substantive areas of Indonesian law that need to be 
revised are: (a) contract, and credit laws, especially related to secured 
transactions; and (b) the set of laws relating to the limited liability 
company sector, the accounting framework, and capital markets. Reforms in 
these areas are urgent priorities, because contract and credit transactions 
lie at the heart of the efficient functioning of private markets and the 
banking sector, because the company sector is the fastest growing and mosc 
important institutional form of organized private sector business. The 
specific issues and direction of reforms are discussed in Chapter 2 (Contract 
and Credit Laws, and Banking Transactions) and Chapter 3 (Company Law, 
Accounting Framework, and Capital Markets) of this Report. 

1.29 An even greater priority is reforms in the implementat~on of 
commercial laws. New laws may not be required. but changes are needed in the 
court system, and in areas of vcluntary dispute settlement. These areas of 
reforms, including a brief discussion of the development of the legal 
profession, are set out in Chapter 4 (Dispute Settlement). Chapter 5 (Legal 
Information) discusses ways of improving access to legal information. 
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CHAPTER 2 

CONTRACT AN]) CREDIT LAWS 

Introduction 

2.1 This chapter discusses the importance of a sound framework of 
contract and credit laws, credit information systems, and enforcement 
mechanisms to facilitate efficient growth of credit and banking transactions 
in Indonesia. The first section provides the economic approach to the role of 
contract and credit laws. The second section discusses the reasons why 
contract and ctedit transactions are made difficult and costly in Indonesia. 
The third section recommends specific reforms to address these shortcomings. 

I. The Role of Contract and Credit Laws 

2.2 Credit laws are a special category of the law of contracts. It is 
important to understand the precise role that contract and credit laws and 
related institutions play in ensuring greater efficiency in markets, before we 
discuss specific problems in Indonesia. Voluntary exchange activities (i.e. 
contracts) lie at the heart of market-functioning, and are efficient. When 
two self-seeking individuals ente& into a voluntary exchange, it is presumed 
to make both of them better-off economically. The parties to a contract are 
presumed to best know their self· interests and relative value they assign to 
property or services being exchanged when entering into a contract. 

2.1 The contract theory is simple, powerful and has pervaded recent legal 
literature. Such a contractual viewpoint, i.e. the limited role of the law 
and the efficiency of market functioning under private contracts, obtained an 
important start from an article in 1960 (The Coase Theorem) 1 , which stated 
that, under certain circumstances, parties to a contract may have incentives 
to bargain around contractual provisions which are required by law, with the 
effect that such provisions become ineffective. The market would negate or 
dominate the law, if inefficient. 

The Importance of Transaction Costs and Risk 

2.4 The key assumptions that lead to the above are principally that: (a) 
there are no transaction costs in contracts; R.J.Coase, of course, was the 
first to raise the issue of transaction costs in economic literature in a 1937 
article. In the 1960 article, he illustrated the proposition that laws can be 
ineffective, for example, where there are no transaction costs and (b) the 
future is perfectly predictable. These assumptions, of course, do not hold in 
a real world of limited information and incomplete (futures or contingent) 
markets. The information gathering and contracting costs of any transaction 
can be very significant, arising from the costs of learning and haggling over 

la.J. Coase, "The Problem of Social Cost," Journal of Law and Economics, 
1960. 
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the terms of a contract. 2 Where the contract also involves future 
obligations, as virtually all contracts do (other than the simplest one of 
simultaneous exchange), the added problems of opportunistic behavior and 
unforeseen contiDgencies arise. Repeated learning and haggling must take 
place to revise the terms of the contract. In an ideal world, parties could 
always write long-term contracts specifying every conceivable situation. In 
practice, the negotiation and enforcement costs would make this prohibitive, 
and few complex market transactions would be possible. 

The Role of Law in CQntracts 

2.5 Critical institutions have developed in law in market economi~s to 
lower these transaction costs and risks and allow markets to develop. These 
institutions are (a) a body of contract laws that provide standard forms of 
contracts; (b) speedy enforcement of contracts; (c) a neut~al forum to re
interpret the contracts in the event of unforeseen contingencies; (d) 
information systems; and (e) insurance mechanisms. 

The Effects of Absence of Well-Developed Laws and Institutions 

2.6 In the absence of well-developed contract and credit laws, and 
related institutions such as speedy enforcement, information systems, and 
insurance markets, a large number of efficient private transactions cannot 
take place. The market for meny essential economic activities does not 
develop. And even if the market does develop, formally or informally, access 
is limited and the costs are high. Credit transactions are made particularly 
difficult, and the formal banking sector's role and efficacy is particularly 
affected. In the absence of access to credit and high costs, a wide range of 
potential production activities become infeasible. The equity effects are 
particularly damaging. Only the relatively well-off, and well-established 
individuals and businesses are able to enter into credit transactions. The 
central point here is that social mechanisms will be used to obtain access to 
credit rather economic mechanisms, thus favoring certain s=~~ps over others. 
Even this will become dificult as credit markets expand and borrowers become 
more anonymous in a complex economy. 

II. Main Gaps in Credit Laws and Related Institutions in Indonesia 

2.7 To an extent, the Indonesian commercial and legal systems have been 
creative and introduced some of their own concepts and legal nfictions# to 
assist in modern transactions: concepts such as nfiduciary transfer of 
ownershipn and npower of attorneyn are frequently employed to give a lender 
more confidence that his money will be repaid. However creative as they are, 
these methods give little real comfort to the lender because they have an 
uncertain foundation in the Law and Codes. The relevant Law and Codes were 
drafted long before the complex transactions of today and do not address many 
of the issues that arise in modern transactions. The legal bases ~or 
commercial transactions are the Indonesian Civil Code and Commercial Code, 

2R.J. Coase, nThe Nature of the Firm,· Economica 1937; O. Williamson, nThe 
Institutions of Capitalism, n 1985. 
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both of which were enacted in 1847. 3 An additional uncertainty is added to 
the element of age, because these two Codes are form~lly regarded as mere 
commentaries on the Law until such time as Indonesia enacts replacement 
legislation consistent with the Constitution of 1945. 4 The main gaps in 
credit laws and related institutions are described below. 

Credit Enforcement 

2.8 Money lenders. from the largest, most sophisticated commercial banks 
to the smaller, informal lenders, are concerned about getting their money 
back. The greater the risk that their loan will not be repaid on schedule, the 
higher the rate of interest, the shorter the period of credit. and the greater 
the extent of credit rationing. s In Indonesia today, these risks are 
unusually high because of lack of credit enforcement. Two basic methods of 
improvement in the area of enforcement are the court system and the 
alternative dispute settlement system. (See discussion in Chapter 4). It is 
sufficient to say that the Indonesian court system is not an effective 
instrument for recovering debts. The debtor enjoys a strong position. 
Enforcement of credit transactions may take several trials and many years 
before the courts issue an order of execution. In practice, therefore, the 
creditor must rely on the value of collateral. 6 

Range of Security and Legal Foundations 

2.9 Another method of reducing the risk of non-repeyment is to look to 
some other 8security8 or 8collateral8 to back up the loan. If the borrower 
defaults, the lender can take the security and realize its value. In 
Indonesia, the types of security are limited. The Supplement to this Chapter 
describes in more detail the various Zorms of security used in Indonesia and 
their inherent problems in law, enforcement, and documentation. Hypothecat5.on 
(mortgage) is a standard form of security in credit transactions in Indonesia, 
but is only permitted for immovables and ships. A wide range of assets, such 
as industrial machinery (large, high cost, and easily identifiable); 

3The contract of lending and borrowing money is regulated in the Thirteenth 
and Fourteenth Chapters of Book Three of the Civil Code in Sections 1754 through 
1773. 

4A complicating factor is a Supreme Court circular of 1963 stating that the 
Codes should be used only as a guide. Notwithstanding this circular, the Codes 
are cited as being current law. 

~eiss and Stiglitz, 8Credit Rationing in Markets with Imperfect 
Informationn

• American Economic Review. 1981. 

'The -acknowledgement of debt- vltich is a notarized documet,c acknowledging 
debt and agreement by borrower to expedited enforcement has been a widely used 
procedure by creditors. Registration of the document is supposed to be 
equivalent to a court order. However. since 1985. the SUl»reme Court has set 
stringent conditons on its use. Government has created special machinery for 
collection of money owed to government - - the Agency for Settlement of Debts Due 
to the State (BUPN) -- with special powers equivalent to that of Courts. No 
similar agency exists to assis~ private creditors. 
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receivables; stock in trade; and monetary assets, are not permitted to be 
mortgaged. Without the ability to mortgage such assets, the londer uses other 
methods to collateralize loans. Pledges are one form, but are impractical 
because the law requires physical possession by the lender. Businesses have 
innovated by using legal concepts such as the fiduciary transfer of ownership, 
and powers of attorney, but the foundation of these concepts in law, and 
enforceability, is uncertain. In the end, the lender is forced to adopt 
multiple forms of security and overcollateralize loans. 

2.10 In Indonesia, individual loan agreements set out comprehensive 
contractual provisions about the establishment and administration of the loan. 
Much time and expense is involved oecause it is thought prudent to have all 
loan documentation. including ancillary documents. take the form of ~ notarial 
deed, providing an authoritative version of an agreement. Despite use of such 
precautions, Indonesian COtl~ts may refuse to enforce an agreement that is 
unusual or of a complicated structure. (See Box 2.1 - Transaction and 
Documentation Costs i~ Indonesia) 

X 2.1: transaction and Documentation Costs in Indonesia 

The types of problems of structuring a modern credit transaction 
in Indonesia because of the complexities of the commercial legal 
system are provided below: 

First: problems relating to the complex corporate structure of the 
borrowers. In a recent actual transaction there were four borrowers 
and four guarantors owned, in mostly horizontal fashion, by the same 
individuals. A more rational, predictable corporate law framework 
might have encouraged the investors to be more transparent, and 
efficient, in their business strlCtures. 

Second: problems relating to the titling. Title to a given piece 
of property which serves as collateral is frequently held by 
interconnected corporate entities, often through individuals, making 
transactions almost impossible to document. 

Third: problems with the requirements of notarial form for 
documents for evidentiary purposes. Many documents have to be in 
notarial form, greatly increasing the cost and adding delays to the 
transaction: in addition to the costs of the notary, there are 
printing costs (using special paper and paging). adding recitals, 
using words instead of numbers, and reading documents in full aloud. 

2.11 Land is a valuable and widely held form of private property. In many 
countries the easy transfer and mortgage of land serves as a major way to 
finance and securitize credit transacti~ns. However, there are formidable 
barriers to the transfer and mortgagibility of land in Indonesia, leading to 
its less than optimal use. Only private citizens can own full title to land. 
For others, they can only lease or hold title to land for specific purposes 
and for relatively short periods of time. 
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Lack of Property. Credit. and Security Registration/Information Systems 

2.12 There are no reliable information systems, i.e. systems of 
registration of property, security and information on credit status of 
individuals and businesses in Inionesia. A land registration system exists, 
but procedures are complex and costly and only a small part of land is titled 
and registered. There are no existing systems to register other valuable 
forms of private property that could serve as security, such as industrial 
machinery, guarantees, and other Eecuriey. 

2.13 The requirements for registration of deeds and documents serve little 
practical purpose, but mereLY raise costs, as thes9 dee.ds and documents are 
not identifiable or accessible. It would be much more valuable to have a 
system of personal filing. where significant property, credit and security 
interests could be filed against names of borrowers. The existing company 
registration system is also neither adequately enforced nor accessible. No 
private or public credit information systems can develop in the absence of 
such registration systems. Banks are restricted by the banking secrecy laws 
in their operation of a credit/security registration system. 

Excessiye Reliance on Collateral 

2.14 In the bsence of the critical requirements of well-functioning 
credit laws and Lnstitutions, creditors and banks are forced to fall back upon 
a system of personal and corporate guarantees, excessive collateralization, 
and most importantly, the reputation and business links of well-established 
borrowers. Banks ~~t accommodate a higher level of administrative staffing 
and expense, to handle the large amount of paperwork anci documentation 
involved in each transaction, all of which contributes to the high cost of 
lending in Indonesia. Likewise, enterprises seeking credit must be prepared 
not only to bear the cost and administrative burden of handling loan and 
security documentation, but also to seek the support of third parties to 
guarantee the performance of obligations. The effect is to create an 
additional rent on economic activity in favor of that class of persons and 
companies able to act as guarantors, i.e. the wealthy urban dweller. 

2.15 These heavy demands on borrowers to supply collateral lead to abuses 
where the same asset may be pledged twice. Any borrower with more than one 
source of financing is likely to be in technical default under the loan 
agreement and accessory security agreements, not only encouraging disrespect 
for the specific contractual provisions but also forcing borrowers to rely on 
repeated negotiations rather than well-administered. and less costly, 
compliance to meet their obligations to creditors. 

High Barriers to Credit Worthiness 

2.16 Many firms in Indonesia belong to business groups. Despite recent 
rules limiting the amount of loan exposure of banks to related companies, the 
ownership of a bank in the business group, or the reputation of the business 
group. is a valuable resource for obtaining credit. Rather than the economic 
viability of an enterprise determining its credit worthiness. access to 
collateral or third party support becomes the determining factor. placing 
emerging. independent or s&all-scale enterprises at a considerable 
disadvantage in obtaining funds. These high barriers not only exacerbate 
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income disparities within the economy, by consistently favoring established 
businesses over small-scale or newly-formed companies, but also are a major 
disincentive to new economic activity and innovation. 7 

Restraints on Securitized Lending 

2.17 Securitized lending whereby loans are transformed into financial 
instruments which may be sold to investors, has not developed in Indonesia 
because of the numerous uncertainties of enforcement and the high risk 
involved i~ heavily collateralized landing, Leasing transactions are rendered 
d1ffi:ult because of the absence of registration of collateral, absence of 
mortgages over movables other than ships, and the risks attendant to leased 
property located on immovable property, The success of recent initiatives to 
foster the establishment of financing companies, including factol'ing companies 
and leasing companies, depends to a large extent on the legal system's ability 
to fashion more adequate and straightforward forms of security and security 
registration. 

7The recent Presidential directive that State Banks provide loans to small 
traders without collateral is responsive to this problem, but will n~t have a 
long-term. sustained impact unless the underlying legal structure is modified. 
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OX 2.2: Access to Credit for Small and Medium Businesses in Taiwan 

A case study of Taiwan's credit system provides a good 
example of why in the absence of well-developed formal legal 
systems and institutions the informal system can be used to 
provide credit fOT small entrepreneurs. 

taiwan's economic success is largely attributable ta 
the dynamic performance of small and medium businesses, and 
ease of entry and exit of such busine~ses. For decades 
Taiwan'S formal financial system was heavily repressed, 
government-o~~ed, and regulated, and was not atl important 
source of finance for the small sector. Yet the small sector 
was dynamic and able to access credit, essential for 
success. 

The formal financial sector had a tremendous problem of 
credit i~cermediation. Small and new firms are high risk and 
do not have credit information. Taiwan solved the problem by 
allowing, and assisting, the development of a curb market. A 
dual financial system was created which segmented borrowers 
into -full-information- borrowers, which dealt with the 
formal financial systems; and "information-intensive" small 
borrowers, which got credit from curb lenders. 

In the curb market, the most important instrument 
facilitating de facto intermediation was the post-dated 
check. A negotiable instruments law was adopted, making it a 
criminal offense, punishable by two years in jail, to fail 
to honor a post-dated check. The majority of criminal cases 
processed thr~ugh courts had to do with these violations. A 
secondary market in post-dated checks also quickly emerged. 
The Government also assisted the curb market through other 
means. By the late 1970's, however, the instrument declined 
in importance: the formal system had grown; the curb market 
experienc~d scandals; and criminal penalties were abolished 
in 1987 as a burden on the courts. 

Indonesia, too, in the early 1960's widely relied on 
post-dated checks, and criminal liability but th~s is no 
longer used. With deregulation of financial markets 
Indonesia need not go Taiwan'S route of segmentation, ~ut 
the central message is clear. Indonesia must, as an urgent 
priority, overhaul its credit and security laws, information 
systems, and enforcement proceedings, so that the formal 
financial sector can extend credit to the small and medium 
bue.iness sector, especially new entrants. 

("Financing the Emergence of Small and Medium 
Enterprise in Taiwan," T.S. Biggs, USAID, 1988.) 

\ 
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III. Recommendations for Reform 

Authoritative Versions of the Codes and Modification of Credit and Contract 
l&!'!!. 

2.18 Immediate action should be taken to establish an authoritative 
v.ersion of contract and credit laws in the Indonesian language. The existence 
of an authoritative Indonesian translation will facilitate subsequent 
modification of the provisions and will also assist the courts in defining and 
applying the rules found in the ~odes. Contract and credit laws should be 
modified to recognize a wider class of collateral and security, standard forms 
of widely used credit transac~ions, and expedited civil procedures. s 

2.19 Consideration must also be giver. to the establishment or designati0n 
of special panels of judges in Indonesia's major urban district courts to 
handle commercial and credit disputes (See recommendations of Chapter 4). 

Security Registration and Credit Information Systems 

2.20 The ability of Indonesia to extend credit to small-scale and rural 
enterprises and to new enterprises in development areas with high growth 
potential will in large part depend on bringing increasingly more of the 
country's land under the land registration system. Much of the economic 
advantage currently enjoyed by urban groups can be traced to their long
standing access to credit based on the hypothecation of registered land. Every 
effort must be made to expand and perfect existing registration systems, 
particularly the land registration system. A longer-term objective is to 
carry out several basic actions with respect to the Basic Agrarian Law (Law 
No. 5 of 1960) so that land will be brought under a uniform registered system 
of title: carry out cadastral surveys; clarify what can be mortgaged under 
the Basic Agrarian Law of 1960; and, in order to reduce the cost of land 
registration and mortgages consider imposing a flat fee rather than a fee 
based on the amount of the loan. 9 

2.21 A simple, effective and readily accessible system of security 
registration should be put in place as soon as possible. It would provide a 
major improvement in the present system. 10 

8An accessible set of civil procedure rules in the Indonesian language must 
be promulgated to create certainty and accountability in the system. Possibly 
the greatest defect that exists in the system with regard to contracts, credit 
and security are the delays, costs and legal uncertainties of the court system. 
Serious attention needs to be given to the institution of summary proceedings, 
particularly for the enforcement of security rights. 

~e ~orld Bank has recently begun a study of the issues involved in land 
management in Indonesia and that study will go into these topics in more depth. 

lOA system of registration such as that available for land and for ships, 
would be valuable for other assets which are large, easily identifiable and of 
high cost, such as aircraft, industrial machinery and equipment subject to lease. 
Such a system could follow the model of the ship's mortgage by using the site 
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2.22 In addition, a registration system for collateral based on a personal 
filing system is required, whereby rights, pledges, guarantees, fiduciary 
transfers of ownership and other securities would be registered and recorded 
under the name of the borrower. Efforts are already underway to set up a 
National Credit File within Bank Indonesia. This File will have as its 
primary purpose assistance to Bank Indonesia in its central banking tasks, but 
may also r.~ve some indirect benefits concerning registering security 
interests. 11 A private system might be feasible and would avoid some of the 
problems of the Bank Indonesia system. Commercial banks could set up an 
interim registry with ~he agreement of their customers concerning disclosure, 
avoiding secrecy problems. '!'he value of such a regbtry would be di',:-ectly 
proportional to the number of private lenders who choose to participaee. and 
it would be in ~he interests of the banking community to encourage 
participation. If there is t~~ly a concern by lenders they should be mo~e 
than willing to participate, and to assist in covering costs, as i~ is in 
their interest to have the system run efficiently and to include as many 
transactions as possible. The company registration system should be 
strengthened and made publicly accessible, especially to ascertain mortgages 
charges and loans on the company (See recommendations in Chapter 3). 

New FOrmS of Credit/Security for Borrowers 

2.23 Short of providing credit without collateral, changes to the law on 
hypothecation to allow for maximum amount hypothecs and floating security 
could be introduced, which would greatly enhance the flexibility of lenders in 
fashioning appropriate financing for borrowers, by creating valid security for 
advar~es up to a certain specified amount. The recent initiatives of Bank 
Indonesia in establishing the framework for negotiable warehouse receipts 
should be expanded upon to allow for the greater use of possessory securities, 
such as pledges, over raw materials, finished products. and stocks of 
completed goods, through a system of secured warehousing. Such secured 
warehousing authority could be granted to warehouses located in industrial 
estates or adjacent to industrial zones. In Korea and Taiwan back-to-back 
domestic letters of credit have been successfully utilized to help larger 
firms provide bank credit to subcontractors and suppliers in exporting 
activities. A well-established manufacturer uses the export LIC as a purchase 
order, to create a domestic LIC, in the case of a purchase order, a bankers 
acceptance favouring his suppliers, which in turn is used by the small sub
contractor as collateral for working capital loans. The domestic L/C system 
has been introduced by Bank Indonesia, but it is very rarely used. The 
principal reason is that co~ercial banks do not use a transaction-based 
approach to lending to exporters. but extend lines of credit based on past 
performance and reputation of borrower. A shift to a transaction-based system 
of credit and use of domestic L/C system would facilitate greater access to 
credit for small. indirect exporters. Greater publicity of the domestic LIC 
system by Bank Indonesia is required. 

of the pertinent registry as the site of the hypothec. enabling the expansion 
of the present system of hypothecation for security purposes. 

llAlthough there are several unresolved questions. including that of bank 
secrecy laws and whether Bank Indonesia is appropriately staffed to handle this 
so!:'t of dut.y, the idea is worth pursuing. 
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SUPPLEMENT TO CHAPTER 2 

Forms of Security used in Indonesian Credit Transactions and 
Problems with their Effectiveness 

1.1 Many, if not most, collateral arrangements in Indonesia are complex, 
requiring time, expense and effort by notaries and lawyers without reducing 
the risk very much. A common characteristic of the methods of creating a 
securi~f interest is that they are structured to avoid going to court for 
enfor~ement. Court proceedings dealing with credit transactions involv:ng two 
Indondsian parties can take from three to seven years before an executable 
order is issued. when non-Indonesians are involved the process of collectio~ 
and enforcem~nt is likely to be even longer. In~onesia has entered into very 
few bilateral conventions concerning recognition of foreign judgements. There 
are none with any western European country or the United States. Before a 
foreign judgement can be enforced, it must be endorsed by the Indonesian 
courts. The endorsement is an ordinary court proceeding in which the court is 
entitled to readjudicate the case on its merits: not an efficient, or 
predictable task, in view of the manner in which the court system operates in 
Indonesia today. 

1.2 Hypothecslmort~agesl -- are security interests on real property or on 
land rights as a freehold interest (hat mi1ik) and the right to build (~ 
guna baneunan). 

a. This is the most dependable and reliable form of security, 
but also the most costly. The costs are calculated as a 
percentage of the value of the land concerned. 2 To avoid 
some of the costs, it is common to issue creditors powers of 
attorney to establish a hypothec as part of a security 
package, thus leaving it to the creditor's discretion 
whether to register or not. But without registration the 
security of hypothecation is not created, and hence its 
value and dependability are reduced. 

lGoverned by Civil Code Articles 1162 - - 1232. The formalities of 
establishing a hypothec are governed by regulations under the Basic Agrarian Law 
(No.5 of 1960), including Government Regulation No. 10 of 1961. 

2At least 0.6% of the amount of the hypothec. In addition, the Land 
Registry Office in some locations will request further cost reimbursements prior 
to registering the hypothec. These extra costs are often considerable, and 
although they do not have a clear legal basis, payment is usually unavoidable. 
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b. The hypothec ~nly becomes effective on completion of 
registration with the Land Registry Office3 of a deed which 
has been prepared by a licensed Land Deeds Official. 4 

c. In theory. enforcement should be easily achieved. The 
Certificate of Hypothecation. with the Deed of Hypothecation 
affixed to it. constitutes a ,;o!se ~ with executorial 
effect. that is to say the Certificate and Deed constitute 
instruments which. at least in theory. afford the same 
status as a final judgment of a court and can be executed 
without further court proceedings. In practice, however, the 
debtor enjoys a strong position and procedures for obtaining 
realization of execution may involve trials at three levels 
and last from six months to over three years. Lenders are 
understandably reluctant to expose themselves to these 
protracted enforcement proceedings. 

d. Further expense and inefficiencies arise because companies 
cannot hold rights of ownership of land under the Basic 
Agrarian Law. To circumvent this restriction the ownership 
of land is often vested in a company's directors or 
shareholders who then grant to the company rights of use, 
construction. and exploitation. The directors or 
shareholders having the ownership are then in a position to 
hypothecate the land as security for the debts of the 
company.' 

1.3 Fiduciaxy transfer of ownership -- is widely used. and is generally 
more practical than the pledge. The borrower transfers to the lender. in 
writing. the right of ownership in respect of tangible movable assets. After
acquired assets may also be included. Possession of the assets remains with 
the borrowoer. 

a. No specific provision for this popular form of security is 
found in the Civil Code; it developed through case law and 
usage in the Netherlands. 6 

'Indonesian Civil Code. Article 1179(2) . 

'Ordinarily a notary. a local government official or official of the 
National Land Agency (Bacian Pe;tanahan NUional). 

'For foreign investors. this procedure emphasizes the importance of joint 
ventures with an Indonesian company. the directors of which can hold rights of 
ownership in land utilized by the enterprise. 

6tfhe Dutch have begun a major revision of their Commercial Code. The need 
for the concept of "fiduciary transfer" is expected to be eliminated by creating 
a right of pledge without possession. 
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b. The lender has a prior claim to the property over all 
subsequent lenders. 

c. Non-per:ormance allows the lender to claim possession, 
liquidate the assets and apply the proceeds to the debt. 
There is some uncertainty here as the liquidation of assets 
is not regulated by law. The operating assumption is that 
the provisions applicable to the liquidation of pledges 
apply -- that is, a public sale or auction. Some lenders 
put into the loan documentation specific auchorization for a 
private sale, but it is not clear if the authorization is 
valid. 

1.4 ReceiV'abl~~ u can be validly assigned to a lender, as can fu:.:ure 
receivfJ.bles which origina.te from an existing contractual relationship bet-ween 
borrower and payor at the time the assignment is made. 1 Nevertheless, the 
value of the assignment is reduced because it is difficult for lenders to 
eollect receivables unless they are expressly named as the payee in the debt 
instrument. 

1.S Powers of AttOrney -- is an alternative to the hypothec which allows 
the lender to sell the property and apply the proceeds against the debt. 

a. Powers of Attorney are used in practice to provide the 
lender with the power to sell property without going through 
court proeeedings. This avoidance of the courts has not been 
tested in the courts themselves. It is a real possibility 
that a borrower could successfully argue that the Power is 
invalid and contrary to Indonesian Law as it usurps the 
authority of the courts. 

b. Several other uncertainties remain about a Power of 
Attorney: such as whether it is revocable or not; how long 
it will last; and will it survive insolvency of the 
grantor?8 The value of a Power of Attorney is also reduced 
by the fact that it will not prevail against a third party 
who has acquired an interest in the property in good faith. 

1.6 Guarantees -- reduce a lender's risk more in a commercial sense than 
& legal sense. as they are no stronger than the creditworthiness of the 

7Indonesian Civil Code Article 613. 

8Although Article 1813 of the Civil Code provides that the power of attorney 
will expire in the case of the demise. trusteeship. bankruptcy or insolvency 
of the grantor. it is a debated question whether the provisions are mandatory 
or not. The Supreme Court has ruled that the provisions are non-mandatory 
(December 16. 1976. No. 731/K/Sip/1975) but the practitioner. and the investor, 
is still not entirely comfortable with the idea. 
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guarantor. The lender must first exhaust all legal remedies against the 
debtor before seeking payment from the guarantor. 9 

1.7 Pledge -- is a fixed charge on specific assets and entitles the 
lender to take action in case of non-,erformance in preference over other 
lenders with respect to the pledged assets. 

a. Although a pledge may be made in respect of intangible 
assets, such as shares, receivables, debentures and patents, 
the practical value of doing so ia greatly reduced by the 
provision of the Code requiring tha~ the pledged asse~s may 
tlOt remain in the possession of the borro~er. but must be 
physically transferred to the lender for the duration of the 
pledge. This provision makes it impractical to pledge 
assets that the borrower needs for business purposes, thus 
rendering useless one of the most valuable assets a borrower 
could present to a lender. This is especially hard on those 
borrowers without an established relationship with a 
lender. 10 

b. Shares may be pledged but the practicality 1s not great, as 
the voting rights remain with the borrower. 11 Although 
Powers of Attorney granting the lender the power to exercise 
the voting rights during the pledge may be given, the 
validity of such arrangements is uncertain, especially where 
the grant is stated to be exclusive or irrevocable. 

c. Pledged assets may not be taken by the lender. but must be 
sold at a public auction. 12 

1.8 Documentation for the above credit transactions may. at the option of 
the lender. be in any of four forms: notarial, private signature, private 

9Indonesian Civil Code, Articles 1820 et seq. 

10Indonesian Civil Code Article 1150 et seq. For tangible property the 
pledge becomes effective upon physical transfer. The lender must take possession 
of the stock in trade, by storing the stock in a warehouse under the lender's 
control. For intangibles validity of the pledge is subject to notification to 
the third party: the company in the case of a pledge of shares; the payor of 
a receivable when receivables are pledged. The Dutch are in the process of 
chang1ng th~1r rules and shortly should allow a pledge without possess1onwhich 
could be registered. 

llIndonesian Commercial Code Art1c1e 54. section 1. Some lawyers are of the 
opinion that such arrangements are valid and enforceable if coupled with an 
interest or consideration. 

12Indonesian Civil Code Article 1155. 
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notarized signatures, or private signature with witnesses. The only exceptions 
are hypotbecs and Powers of Attorney dealing with real estate transfer, which 
must be in notarial form. 1S 

. l~e notary, in theory, reviews all relevant corporate documents (articles, 
share registry, Dlinutes of shareholders' meetings), in order to be certain that 
all signatories are authorized to act and. to determine whether the necessary 
corporate approvals have been obtained. The notliry keeps the originals of all 
executed notarial deeds. 
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CHAPTER 3 

COMPANIES LAY, THE ACCOUNTING FRAMEWORK. 
AND CAPITAL MARKET REGULATIONS 

I. DE COMPANIES LAY FRAMEWORK 

Introduction 

3.1 A sound framework of company laws, accounting and audit, and capital 
market regulaeions, are essential for the development of an efficient 
corporate sector. Such a framework is, however, notably absent in Indonesia. 
This chapter discusses the economic issues that arise and the problems in the 
current framework, and makes recommendation for reform. 

3.2 The chapter is divided in two parts: Part I on the Companies Law 
Framework; and Part lIon the Accounting and Auditing Framework. Discussion 
of Capital Market Regulations appears in PI".rt I.A, but is kept to a minimum. 
'!he main reason is that there is currently work ongoing in Indonesia on 
de-veloping a comprehensive set of Capital Market Regulations. The example 
being followed is the United States Securities and Exchange Commission (SEC) 
Regulations, adapted to suit the Indonesian context. 1 

A. The Economic Approach to Company Law 

3.3 The limited liability company, a legal concept that emerged in the 
nineteenth century, is one of the most important institutional innovations of 
the industrial revolution and modern capitalism. The economic functions of 
the corporation are, however, still not precisely defined in economic litera
ture, and there is considerable debate about the most appropriate form of 
company laws. This section outlines these issues, and suggests an approach 
for a developing country such as Indonesia. 

concepts and IssueS 

3.4 The Nature of The Enterprise. Economic theory has traditionally had 
a limited view of the enterprise--a set of feasible production plans, with a 
manager choosing outcomes of this production set that maximizes owner's 
profit. A different approach is gaining increasing acceptance, emphasizing 
transaction cost economies--a firm internalizes and economizes on transaction 
costs. The transaction costs approach has been recently extended by the view 
of the enterprise as simply a ::nexus of private contracts·, and the corpora
tion as representing nothing more than a ·standard form· contract 
characterized by limited liability, indefinite life, and freely transferable 

lBecause information on the draft regulations has been restricted to a 
small working group in Indonesia, and because the regulations are ex~ected to 
be finalized shortly, it would be inappropriate to comment on the capital markets 
area at this time. 

.. 
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shares and votes. It would be possible to create a new contract with these 
characteristics each time that it is needed, but as these characteristics are 
likely to be widely used, it is convenient to adopt a "standard form". 
Closely held limited liability corporations or partnerships are other forms of 
useful "standard contracts".2 

3.5 Priva~e Contract vs. Chartist View of Comp@ny Law. The traditional 
legal view of the enterprise is, however, very different. It sees the limited 
liability company as a creation of law, which is made by the State. 
Therefore, the State charters the existence of the corporation and gives it 
certain advantages, such as limited liability. In return, the State mandates 
the rules and regulations regarding company affairs that every company has to 
follow without deviation. The economic view would support a company law 
framework that deregulates, i.e. allows shareholders a great deal of flexib
ility in the establishment, forms of governance, disclosure, transfer and 
voting rights of shares. The chartist view would support a regulatory 
approach- -mandatory laws and regulations, and a great deal of checks and 
balances by the State. 

The Proposed Appro@ch 

3.6 The stage of development of the economy has an important bearing on 
the choice of a particular framework of company laws. In a highly developed 
economy, the appropriate choice may well be the deregulatory approach; in a 
developing one, it may have more chartist elements, but should ensure that the 
company laws do not provide major entry, mobility, and exlt barriers. 

3.7 The Closely-Held Corporation vs. Public Corpor@t~. In theory this 
division of the corporate sector achieves the practical solution to the 
dilemma of whether to opt for a highly regulatory company law, or a enabling 
one. Closely-held corporations are those which have a small number of 
shareholders, most of whom directly participate in management, and often 
bargain out structural and distributional rules. Modern company laws often 
encourage this. On the other hand, stricter standards and mandatory rules 
may apply to publicly-held corporations, with a large number of shareholders 
with no direct role in management. 

3.8 The Minimum Stand@rd Contr@ct. The essence of lim~ted liability is 
to facilitate access of businesses to risk capital by investors. In 
principle, the main source of such funds could be batik lending. But the 
transaction costs and risks of such lending, especially to new firms, could be 
prohibitive. This transaction cost and risk is over~ome by limited liability, 
that is, an entrepreneur admits others to the business, but their risk is 
limited to the capital they subscribe. The solution is the company 
incorporated in law, which provides the minimum standard in establishment, 
governance, distribution, and dissolution that all limited liability companies 
should follow. 

3.9 Additional Requirements for Large or Public Corporations. The law 
may facilitate the efficient growth of the company sector through the 

211An Economist's Perspective of The Theory of The Firm". O. Hart. Columbia 
Law Review, No.7 /November 1989. 
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imposition of additional requirements for large or public companies, especial
ly regarding accounting and auditing standards, financial reporting (with 
compulsory filing of annual financial statements and auditors' opinions), the 
fiduciary role of management vis-a-vis shareholders, and the protection of 
minority shareholders. The main reasons for these additional requirements 
are: (a) potential shareholders may not be abte to access all the information 
about a company; (b) market institutions may not be developed enough to 
provide such information; and (c) limited liability shifts risks to others, 
such as bank creditors, and transparent accounting, audit, and disclosure 
become more important. 

3.10 The Role of Capital Market Regulations. Given the suggested 
approach, the basic company law provisions, which apply to all corporations, 
should concentrate on the standard contract, but should also include the 
minimum additional requirements for large or public corporations that are 
desireable. The role of capital market laws and regulations would then be to 
concentrate on the application and enforcement of the mandatory requirements 
for public corporations (in addition, of course, to dealing with other issues 
on capital market functioning). The existence of separate capital market 
regulations that are comprehensive, and efficiently implemented, thus reduces 
the burdens on the company law. The basic company laTi framework can spell out 
the main provisions in a simple standard form, and leave to capital market 
regulations and its regulatory agency, its application in the case of public 
companies. 
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Box 3.1: How Company Laws Are Framed Internationally 

In Germany, France, and more recently, the Netherlands, 
the company sector is divided into two principal types, the 
closely held company (e.g. Gmbh in Germany and B.V. in 
Holland) and the joint-stock, larger, public companies (e.g. 
Gesse~shaft in Germany and N.V. in Holland). The rules and 
regulations for the closely-held company are simple; and 
more complex for the public corporations, requiring 
mandatory audit and disclosure of financial information. 

In the United States, individual States (e.g. New York 
or Delaware) frame their own company laws. These are 
relatively simple standard contract company laws, permitting 
comvanies to be easily formed by registration, one-vote one
share governance, with management by a board of directors 
appointed by and subject to shareholder's decisions. The 
Federal Government does not exercise much influence, except 
through the Securities and Exchange Commission (SEC) which 
establishes detailed mandatory regulations and has wide 
powers over the conduct of publicly-traded companies. 

A third model is found in the United Kingdom which has 
a -boiler-plate- type Companies Act which is mandatory and 
detailed. Correspondingly, it does not have a SEC-type 
organization, but a Takeovers Commission, which excercizes 
looser controls and relies on informal rules of conduct for 
publicly-traded companies. 

Developing countries have tended to follow one or the 
other of the above approaches, depending on their historical 
ties and other factors. India and the Commonwealth 
countries have followed the UK route of detailed company 
acts. Korea and Japan in contrast have followed the German 
model. Increasingly, with the growth in capital markets, 
many developing countries are now experimenting with the US 
SEC-type approach to supplement their company laws. 



- 27 -

3.11 In order to achieve the objective of mobilizing capital. the law 
relating to companies must be facilitative of the investors' concerns, or at 
least it should be neutral and not add to the investors' risks. A few of the 
major factors that should be considered are: 

a. forming a PT must not involve complicated or lengthy procedures; 
ease of entry helps to ensure an efficient market by allowing 
competing firms to enter; ease of amendment is related as a 
company should be permitted to adapt to changing market conditions 
by expanding into new areas and products and withdrawing from 
others in a timely fashion; 

b. the owners must have flexibility to manage and control the money 
they have at risk, but there must also be adequate protection for: 
(i) the minority shareholders so that the other owners and the 
managers do not unfairly take advantage of their position; and 
(ii) the public; the limited company must not abuse the privilege 
of operating with a limit on liability; such protection for both 
shareholders and the public can be furthered by responsible and 
clear disclosure and information requirements (especially accurate 
and timely reporting of financial information); the protection re
quired may vary depending on whether the company is large and 
publicly-listed or smaller; application of other laws may be 
needed to completely protect the public. 3 

c. exiting from the system should also be subject to clear and fair 
rules; although few entrepreneurs think they will fail, it 
removes an unnecessary element of risk if the system allows an 
orderly rearrangement of assets; more than failure is involved, as 
the law should facilitate changes in the structure of a company as 
the market changes, and rules about merger and acquisition should 
be clear. 

3 The public has an interest in preventing monopolies from arising and 
unfairly using their power, and in preventing a company from wrongfully using 
a license or permit. These concerns can best be dealt with in other rules and 
regulations: for example, anti-monopoly rules can be written or licensing 
procedures can be enforced by departments that are directly concerned with the 
activities and more knowledgeable about where abuses are likely to occur. The 
vast majority of companies function smoothly and do not run afoul of public 
concerns. The Law governing them should not unnecessarily be burdened with 
details best left in other regulations. 



- 28 -

Box 3.2: Developments in Company Law in the Netherlands 

Developments in company laws in the Netherlands have an 
important bearing on Indonesian practice, since Indonesia 
has derived its Codes from the Netherlands. The Netherlands 
company law has undergone several changes over the years. 
The draft company law prepared in the 1970s in Indonesia 
follows quite closely the revisions made in 1971 to the 
Netherlands company laws. 

In the Netherlands, the 1971 revision of the Commercial 
Code (after a revision in 1928) brought about the creation 
of two types of companies, B.V. (closely-held company), and 
the earlier N.V., which now had to disclose financial 
information following a European Economic Community 
directive--thus ensuring consistency with other European 
countries. The creation of the B.V. was welcomed to escape 
from mandatory publication of financial information--during 
1972, 40,000 N.V.s were converted into B.V.s. In practice, 
however, there has not developed a great difference between 
the regulatory regimes governing B.Vs or N.V.s. In 1971, 
another Law was passed for large companies for which an 
additional supervisory board was made compulsory and given 
broad powers, bringing a shift in powers from the general 
meeting to the supervisory board. The supervisory board is 
largely unknown outside a few European countries. 

The year 1971 also saw new enactments in the 
Netherlands concerning the annual accounts and investigation 
of companies in cases of mismanagement. The new law for 
N.V.s had articles on annual accounts, including definitions 
of who could be auditors, i.e. must be members of 
Netherlands Institute of Registered Accountants, and how 
accounts are to be prepared. The law broadened the class of 
persons who could ask for investigations, and the sanctions 
that could be applied. 

B. Present Status of Companies Law in Indonesia 

3.12 Companies Law governs the activities of "limited liability 
companies". In Indonesian these companies are known as perseroan terbatas, or 
PTs. A limited liability company is a legal person that has been established 
separate from its owners, and the owners' (the shareholders') liability is 
limited to the amount invested in their shares. The limited liability company 
allows large sums of capital to be mobilized in an efficient manner. 

3.13 In Indonesia, the limited liability company is already the most 
important form of organized business activity in the private manufacturing and 
commercial sector, and its role will become progressively more important in 
the future. In 1990, almost 80% of all corporate taxpayers were limited 
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liability companies. Although the PT structure is probably the most useful to 
investors, the Indonesian legal system provides a variety of options and 
structures from which an investor may choose.· 

3.14 The Indo~esian law on limited liability companies is contained in 21 
sections of the Commercial Code. s These sections date from the pre
Independence Dutch law, and contain many gaps when dealing with modern 
corporate structures and transactions.' Many of the modifications needed to 
fit modern conditions are made not by Law, but by the entrepreneurs themselves 
when drafting Articles for their own companies, incorporating changes they 
believe valuable even if such changes have not yet been sanctioned in t-he 
Code.? 

3.15 Many of the basic required elements are not present in Indonesia's 
Company Law today: 

a. ~ -- on paper, forming a PT is relatively simple but requires 
receiving the approval of the Ministry of Justice; in practice, 
formation normally takes between 3 and 6 months and may even take 
over a year. During this time the directors and promoters have 
unlimited liability. Thus, the law discourages them from engaging 
in activity before the incorporation process has become final. 8 A 

4 Other forms include: the cooperative, which is common among small 
entrepreneurs such as farmers; the limited partnership (perseroan komanditer) 
in which one or more silent partners may be responsible for obligations only to 
the extent of their capital participat;.on; the full partnership (~) in which 
all partners are personally liable f6r all obligations of the enterprise, and 
is used mainly by small organizations; sole proprietors (perusahaan perseorangan) 
in which the owner is personally liable for all obligations of the firm 

5 Indonesian Commercial Code Sections 36 -- 56. 

, In Holland, the rules and regulations surrounding the Code, as well as 
the Code itself, have been updated more frequently than in Indonesia, and there 
is a more complete set of interpretations by Dutch legal authorities. 

? To some extent this is a laudable trait and the flexibility gives each 
individual business enterprise the chance to adapt Articles to the enterprise's 
own situation. In practice, however. these flexible features may significantly 
delay receiving the incorporation certificate. 

8The establishment procedure follows Dutch practice, and this "gap" in 
liability exists in Dutch law yet is not perceived to be a problem in Holland. 
Of course, a "'gap'" of several months or a year, common in Indonesia, is not the 
norm in Holland. This is an example of how similar laws can have quite different 
legal and econom!c consequences, depending on the circumstances of the 
implementing country. More importantly, however, the procedure is relatively 
unique in Europe. The" gap" is not a problem in many European states. as failure 
to publish in the official Gazette does not result in personal liability of the 
directors but usually in a moderate administrative fine. Generally, this degree 
of government involvement in company f~rmation is regarded as unnecessary and 
inconsistent with free trade principles by other European governments. 
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long period of inaction means that market opportunities that an 
investor hoped to capture may have changed. To minimize the 
period of exposure, some creative investors have their Notary 
arrange directly with the State Publishing Office to issue a 
"notice of publication" in which the date that the Articles will 
eventually be published is specified. It is not clear that the 
issuance of this Notice will relieve directors of liability, but 
the procedure often has the beneficial effect of accelerating che 
date of publication. Even though acts done during this period can 
be ratified after the fact by the shareholders, there are 
significant risks involved. 

b. Owners' flexibility -- (i) Companies may only be formed for 
specific purposes and for defined time periods. This causes great 
difficulty in mobility, e.g. Ministry of Justice approval is 
required for any changes to the scope of a company's articles. 
The lack of indefinite life causes problems in many areas, e.g. 
uncertainty of continuity of activity and transfer of shares. In 
addition, the Law protects minority shareholders, which is a good 
idea, as long as the minority interests do not control the 
majority owners unfairly. The law allows the company to choose 
between two voting possibilities -- one share one vote; or some 
voting limitations depending on the number of shares issued --if 
over 100 shares are issued, no shareholder may cast more than six 
votes; and (ii) in an effort to protect the public, the present 
law restricts the owners by allowing third parties to initiate 
proceedings if a decision allegedly harmful to the third party is 
reached: for example, a creditor can challenge the decision of 
the company to continue operating if the creditor believes there 
has been a violation of the 75% rule (see "Exit" below). 

c. ix1t - - The present rules as they apply to leaving the system are 
far from clear: (i) a PT may be liquidated by an order of the 
Minister of Justice; or after having obtained the recommendation 
of the Supreme Court to a resolution of a meeting of shareholders; 
or if it is declared bankrupt; (ii) "liquidation" also results 
from a violation of Article 47 of the Commercial Code, This 
Article provides that if a company's losses are 75% of its 
authorized capital, it is dissolved. However, there is heated 
argument over whether the provision is "self-executing", that is, 
whether the PT is dissolved by operation of law, automatically 
invalidating its operating licenses and also exposing its 
directors to unlimited liability; or does it only cease to be a 
legal entity upon completion of the liquidation process? The 
issue is not academic, for if a company wants to list shares on 
the stock exchange, and at any time in the past has reached the 
75% limit, its status is unclear. If dissolution is automatic, 
then the company was dissolved and is without any valid operating 
licenses. Such a company could hardly float shares on the 
exchange; (iii) there are no clear provisions concerning how a 
company can merge with or acquire another concern; and (iv) there 
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is a Bankruptcy Ordinance (enacted in 1905) that deals with 
restructuring and exiting the system. This ordinance is similar 
to existing laws in the Netherlands and provides. theoretically. a 
workable set of bankruptcy rules. However. there are no 
precedents available to make firm judgements, and its 
implementation depends greatly on the courts and court appointed 
officials. The steps involved in a company being declarfld 
bankrupt are: 

one or more creditors. the public prosecutor or the debtor 
may petition the court to declare the debtor bankrupt; upon 
declaration a judge-commissioner is appointed to supervise 
the bankruptcy and a receiver is appointed; the bankruptcy 
must be announced in the Official Gazette and a newspaper; 

pending decision of this issue the court may order the 
estate sealed; 

the debtor has the right of 2 Jpeal within eight days; 

a committee of creditors ~ be appointed if warranted; 

the receiver must make an inventory of the estate; 

within 14 days of the declaration of bankruptcy the judge
commissioner must determine the latest date of registration 
of .1ebts; 

the debtor may offer the creditors an agreement and the 
judge-commissioner must submit it to the court for 
ratification; if no agreement is reached or the court fails 
to ratify the agreement, the receiver proceeds with the 
liquidation of the assets under the supervision of the 
judge-commissioner; 

the bankruptcy ends with the final distribution of proceeds 
and the announcement thereof in a newspaper. 

Very few cases have used formal bankruptcy procedures. The main 
difficulty may lie with the implementation of such procedures in 
the courts, given their lace of specialization and familiarity 
with bankruptcy and general problems with the court system (See 
recommendations in Chapter 4, Dispute Settlement). 
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BOX 3. 3: Advis ing on Legal Systems 

Throughout this Stud~r there are numerous references to "gaps" in 
the Indonesian legal infrastructure. The reader must keep in mind, as 
the authors have tried, that "gaps" may also exist when a law is 
designed on one set of cultural assumptions and is applied to a 
people with a different set of cultural assumptions. Law and society 
are intricately connected, and suggestions from outsiders may have 
consequences not easily foreseen. 

In the 1860's the Liberal Party in Holland argued that the Dutch 
government was ruining the economy of the Indies by choking off the 
free play of economic forces. Few doubted that what was best for the 
Indies should be worked out in Holland and not Java. The Dutch 
Government ended the monopoly of spices; and the forced cultivation 
of tea, indigo and tobacco was halted. Parliament funded a study of 
lend problems, but before the study was completed Parliament passed a 
new Agrarian Law. The Liberal Party, believing in "freedom of 
contract," repealed compulsory labor laws. It could not, however, 
repeal the hierarchical structure of Javanese culture--the plantation 
managers recruited labor in the same way they always hade-they worked 
through traditional authorities. But ~ law had no concept of a 
labor contract, and the laborer did not understand that he could 
refuse the terms offered and ~mand higher rates. His labor was an 
obligation, not a negotiation. 

In many aspects, the changes introduced by the Liberal Party to 
bring prosperity to a wider group of people served merely to divert 
profits to privat~ Dutch capitalists instead of the Dutch government. 
The Indonesians were not the major beneficiaries of these well
intentioned efforts. 

The Draft Companies Law 

3.16 At present a draft of a new Companies Law is under discussion in the 
government. This draft has, in various forms, been circulating in the 
government for almost 18 years and we have reviewed a few of its provisions. 
It is generally well-crafted and is an improvement in many areas over the 
existing law: for example, the no objection letter must be in writing; the 
option is given to allow an unltmited life company (although some restrictions 
are placed on this option); and provision is made for bearer shares. However, 
at first glance, there are still several inconsistencies in the draft that 
should be dealt with: for example, if only one shareholder is permissible, 
why are two founders required (Article 4); the liabilities of directors if 
issued shares are not paid is differently treated (Articles 14 and 26); 
several provisions relative to bearer shares (Article 28, 57 and 63); and the 
provisions providing that shareholders may not be obligated to make payments 
other than as required by Articles 26 and 27 appear inconsistent with Articles 
18. 32, 34 and 38. 
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3.17 More importantly, the draft Law appears to be more regulatory than 
the Dutch model on which it has been patterned. By "regulatory" we simply mean 
in many areas the government may exert significant control over the activity 
involved. Keeping in mind, that each system and culture has its own needs and 
manner of working, we have undertaken a brief summary of a few of the draft's 
provisions: 

a. ~ -- establishing a company is as complex and time-consuming 
as under the existing laws; the Ministry of Justice must issue a 
declaration of nno objection" before a limited company comes into 
existence; there are so many PTs being formed, and waiting to be 
formed, it is almost impossible for a government agency to give a 
comprehensive and informed review to each application. When this 
draft was originally prepared 15-20 years ago, the Indonesian 
economy was smaller and fewer applications were submitted for 
review.' What may have been possible then, might even be harmful 
if adopted now. If the reason to have the "no objection" is to 
protect the public, then the government ought to be certain that 
those who issue the "no objection" are fully aware of the complex 
activities that modern companies need to undertake. The most 
informed parts of government would be the Ministries of Finance. 
Industry and Trade. In the United Kingdom, for example, the 
relevant Ministry is the Ministry of Trade and Industry. In 
Germany, it is filed with the local court in the district of the 
company's headquarters. An overriding question remains, however: 
why put the burden on the government at all? Why not let other 
rules and enforcement mechaniSms operate if things go wrong? 

b. Owner's flexibiliey -- (i) the draft provides for a pattern of 
corporate governance in the case of large companies that seems to 
be cumbersome and somewhat infleXible; it insulates the managem~nt 
from the owners to a large degree, and creates a potential for 
significant government oversight; the relevant sections create a 
potentially confusing overlap of authority and responsibility 
between the directors, the commissioners and the owners; for 
example: 

(1) directors may not be appointed for a specified term, and 
they may be terminated by the owners (shareholders) only if 
they act contrary to the articles of association or against 
the company's interest (Articles 12 and 83); 

(2) up to 50% of the Commissioners may be appointed from 
candidates nominated by the government (Article 92); 

'A text written almost 20 years ago, "Credit and Security Indonesia, The 
Legal Problems of Development Finance", S. Gautama et a1, noted that "the 
present law governing business organizations in Indonesia is inadequate for the 
scale of development now taking place, and a new company law is therefore in 
preparation." That law and its mechanisms are even less adequate now. 
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(3) for large companies a minimum notice period of 21 days is 
provided making it difficult for the majority owners to 
react quickly to urgent situations (Article 101); and 

(4) a 10% shareholder may bring an action against a director, 
but only with the permission of a judge, not only limiting 
control by the owners, but also ~e rights of the minority 
holders; 

All these aspects may discourage new investors from using the PT 
form; and (ii) several other sections limit the scope of the 
owner's flexibility in the interest of protecting the public, but 
it is not clear how well the provisions will succeed in the 
protection although they will raise concern with the investor: 

(1) despite shareholder ratification and regardless of knowledge 
or fault, directors and commissioners are individually 
liable for losses suffered by third parties as a result of 
misleading accounts (Article 77), this seems unduly harsh on 
a director without giving any true protection to the public 
•• how could a director have prevented something he did not 
know (this is different from requiring that the director 
exercise reasonable judgement to find out about the audited 
accounts); and 

(2) there are broad powers over company affairs that a~. -. given 
to the judiciary and outside " experts " (the judicia .. -y in 
Articles 18, 19, 54, 55,,117 _. 128, 130, 133, and 134; and 
"independent financial experts" in Article 66) but it is not 
clear that the legal infrGStructure will be able to supply 
the numbers of qualified persons that will be needed to 
implement these and other Articles. Although this is 
similar to the Dutch system, in Holland the equivalent 
sections rest on a sophisticated structure that affords 
known guidelines and procedures and will be implemented by 
an informed and independent judiciary. In Indonesia this 
supportive infrastructure is lacking and the question 
remains how to protect those interests most effectively.to 

10 Access to information is one excellent method, and the draft law 
increases the information to be made available, but there seems to be an 
inconsistency in the draft. Article 58 requires that a company compile a list 
of names and addresses of all shareholders and the amounts of money paid in by 
each. tJhat is the value of this list as long as bearer shares are allowed? 
According to the draft elucidation one purpose is to help in respect of other 
areas of regulation: "furthermore in connection with the government's oversight 
of foreign capital investment and its granting of licenses for such investment, 
the government must know the names of shareholders." It would probably be more 
efficient, and a better protection for the public, if the requirement were in 
the foreign investment laws and those authorities could monitor the lists and 
activities. 
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c. ~ -- the provisions of the draft seem an improvement on the 
existing law as they provide rules for mergers and acquisitions 
and do not repeat the troublesome language of Article 47. 

3.18 There are several areas where the draft Law gives large discretion to 
the Minist~. of Justice without clear guidelines: Articles 9 and 10 -
regulating the permissible purposes and duration of a company; Article 13 -
relating to additional conditions and application fees; Articles 48 and 49 -
empowering the Ministry of Justice to require a company to issue shares within 
certain time and price limits (this could severely limit a company's financing 
flexibility); Article 72 --allowing Government to redetermine the limits 
dividing small from large companies (creating uncertainty over whether the 
rules applicable to a company may suddenly change); Article 82 -- dealing 
with the terms of directors; Article 90 -- authority to designate companies 
that must have a board of commissioners; and Articles 115 and 153 -- power to 
withhold no objection letters to amendments and to mergers and acquisitions. 

3.19 In addition to the above, there are several sections of the draft Law 
that appear, at first glance, to be more restrictive than those applied in 
Holland: Article 11 -- concerning subscribed capital; Article 22 -
concerning listing shareholders; Article 91 -- has a lower age limit for 
Commissioners; Article 81 -- requires at least two directors even though 
large Dutch companies are allowed to have only one; Chapter IV (Capital and 
Shares) -- appears generally more restrictive than the Dutch model; under 
Dutch law corporations may be directors; and finally, the draft law, unlike 
the Dutch law, does not anticipate a separate statute for closely-held 
corporations. 

D. Recommendations 

3.20 A modern and understandable Companies Law is important to facilitate 
the mobilization of capital, but such a law should not be overburdened with 
too many goals. A companies law need not be the focal point of a commercial 
legal structure, as many other laws and regulations must interlink with it to 
provide a full range of protection for the public and minority shareholders. 
By putting too many provisions into a companies law neither the goal of 
protecting the public or of encouraging limited companies will be reached. To 
give one more example: the provisions relating to bearer securities are 
facilitative for the investor, but the question remains whether rules about 
bearer shares should be in a companies law, under direction of the Minister of 
Justice, or under the capital investment and marketing boards, with more 
direct experience in the area. 

3.21 The draft Law can serve as the foundation on which to bvild a new 
Companies Law, but the draft Law must be looked at again carefully to see if 
its provisions are consistent with the present needs of an economic system 
that encourages responsible private activities and less government 
intervention. Adopting ~ new law in order to demonstrate the government's 
commitment to reform in the commercial law system will be counterproductive if 
that law is not well understoC"" and complimentary to the emerging economic 
order. 

3.22 In looking afresh at the draft law specifiw questions should be asked 
about each section--does the section facilitate the mobilization of capital? 
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is it neutral. or does it add regulations to the structure? Certainly not all 
regulations are bad. but answering the quest~on will help to focus the issue: 
is any government involvement warranted to protect the public or minority 
shareholders. and if it is warranted. is the companies law section the most 
effective means of giving protection? Finally. if government involvement is 
justified the question remains which department, or departments should be 
given the authority. It is not at all clear that the Ministry of Justice has 
the economic or business expertise necessary to make the required decisions 
properly and promptly. Such powers might better be placed in a Minist47 with 
more knowledge of the specific issue, or with an agency like the Capital 
Markets Board which will develop an expertise in the company area. 

3.23 Furthermore, the law must be clear and understandable without the 
need for lawyers or notaries to explain every detail. If the decision is 
take~ to go forward with the draft law, the Government should immediately 
bagin to prepare the legal profession about how to implement the new and 
complex provisions. Unless such professionals are reasonably knowledgeable 
about the new law they cannot convey confidence to the potential investor who 
is deciding huw to proceed, or whether to proceed, in Indonesia. 

II. ACCOUNTING AND AUDITING nwmwORK IN INDONESIA 

A. The Role of Accounting and Auditing 

3.24 In an economic system the proper accounting of transactions is 
fundamental to its efficient operation. Without proper accounting it is 
impossible to assess the success or failur~ of specific enterprises or of 
overall economic policies. Hand-in-hand with a proper accounting system is 
the need for the auditing of private and public enterprises to ensure that the 
operations have been properly accounted for and that the financial statements 
are fairly presented. Shareholders, investors, creditors. depositors of funds 
and the public need accurate and adequate information on the operations of 
enterprises to enable them to take decisions on investing funds and assessing 
risks posed by the enterprise. 

3.25 To provide an effective system of accounting and auditing the first 
step is to provide in corporate law for this requirement. Without a legal 
requirement, it is unlikely that a consistent and all encompassing framework 
for accounting and auditing will be developed and implemented. 

B. Problems with the Present Indonesian System 

3.26 Indonesia's current formal system of accounting dates back to 1954 
with the promulgation of a decree on the profession of accounting setting up 
the designation of "accountant" and the setting up of the Indonesian Institute 
of Accountants (IAI). 

3.27 Corporate Law fails to deal with the issue. The present company law 
in Indonesia provides simply that adequate financial records be kept. No 
specified records or financial reports of companies are required and there is 
no requirement for independent auditing. Even the 1984 tax law does not 
require the taxpayer to provide audited financial statements, only that 
"adequate records" be kept. Many decrees have been issued by Ministries, in 
particular. one by the Ministry of Finance which requires companies that want 
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to Ugo public" to provide audited financial statements. Bank Indonesia has 
also issued decrees requiring financial institutions to file audited financial 
statements. The Agency for Control and Development (BPKP) has the 
responsibility for ensuring that the public sector enterprises submit audited 
financial statements to regulating Ministries. 

3.28 lAI has not been effective. In conjunction with the legal 
requirements there is need for a body that can regulate the profession of 
accounting and auditing. The Indonesian Institute of Accountants has operated 
as an association of professional accountants but it ha~ no statutory status 
and conducts its business on the basis of small subscriptions contributed by 
interested members who provide voluntary services. While it has issued some 
accounting and auditing standards and a code of ethics, these have not become 
mandatory. As a result little meaningful audit work was done on large 
companies until 1988 when demands by the ~nvesting public and the government 
for auditors' opinions on financial statements increased. lAI does not 
conduct the State Accountancy Examinations and has not encouraged th~ need for 
continuing professional education. 

3.29 ShortaSA of accountants. The estimated number of registered 
accountants in Indonesia at the end of 1989 was 7000, of which about 5,000 
were in government. However, the preCise numbers are not known. In addition. 
there are a large number of university graduates in accounting who did not 
take the State Accountancy Examination. 

3.30 The present number of registered accountants is not sufficient to 
meet the accounting and auditing requirements of about 160,000 limited 
liability companies and about 214,000 corporate taxpayers.ll The number of 
audits completed by the public accounting profession in 1989 is estimated at 
3,833 of which only 675 were mandatory. These numbers indicate the size of the 
potential market for accountants and the shortage of registered accountants 
should all limited liability companies be required to provide independently 
audited financial statements. 

C. ReCommendations 

3.31 General Policy. The thrust of ;he general policy in the area of 
accounting and auditing should be to put the onus on enterprises to maintain 
proper books of account and prepare audited financial statements. The policy 
is to induce the development of relevant accounting principles and aUditing 
standards. and ensure that the required number of professionals are available 
to do the job. 

3.32 Corporate Law and Capital MaIket Regulations should be the driving 
~. Despite a number of decrees, the laws are not clear and consistent. 
Corporate law and especially capital market regulations need to be more 
explicit. It particular, they should deal with the requirements for (a) 
maintaining proper books of accounts and preparation of financial statements; 
(b) defining what constitutes financial statements; (c) requiring 
independently audited financial statements and audit op!nion; (d) defining 
particular methods of accounting for certain important transactions such as 

l1In ~ition. there are about 800,000 individual taxpayers. 
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consolidation of subsidi~ries and associated companies and joint ventures; (e) 
designating a body. the members of which, through examinations and training, 
are qualified to provide the audit opinion; and (f) requiring this body to set 
accounting principles and auditing standards. 

3.33 lAI should be reconstituted. IAl can be the designated body referred 
to in the previous paragraph but it should be reconstituted. At present IAI 
does not have the legal backing and the human and financial resources to meet 
the chullenges envisaged here. In the long run IAI could be a self-regulatory 
body rur. by its members through annual subscriptions. With the legal 
requirement for auditing and only IAI members being qualified to provide the 
audit opinion. IAI can be expected to grow and become self-sufficient. In the 
interim of up to 5 years while the new laws are being put into place. IAI 
could be provided funds through bilateral or multilateral assistanco. It 
should use these funds to enable it to recruit staff. determine the number of 
qualified registered accountants, conduct uniform examinations for 
qualification as "accountant", develop accounting principles and auditing 
standards and encourage a program of continuing professional eduction. An 
alternative is that funding for IAI could originate from a very small fee on 
publically traded companies. 

3.34 There should be a mandatory certification requirement to be 
registered as a public accountant and the members should be required to pay 
annual subscriptions. During the interim period. the IAI board should be 
co~tituted of senior government officials. senior qualified practicing 
accountants and qu~lified ac~ountants in industry. A policy paper on 
assistance to IAI is being prepared under the Accountancy Development Project, 
and should address some of these issues in more detail. 

3.35 The introduction and implementa~ion of these recommendations must be 
gradual and their practice closely monitored. As a start. Indonesia could 
consider adopting the accounting standards of the International Accounting 
Standards Committee (lASC) which are less intricate and may be more relevant 
in the Indonesian context than those of developed countries. 

3.36 Qualified professionals should be increased. The legal requirements 
for accounting and auditing, the pr.ofessionalism required and the huge market 
for these services will in time provide an adequate incentive for people to 
study and qualify as accountants. Meanwhile the number of expatriate 
accountants will need ~~o be increased. These accountants should be brought 
into public practice, they should be qualified and well-trained. Tbey can be 
used to provide the necessary quality to the audit and for providing on-the
job training to trainee accountants. 12 

3.37 The combined approaches of the legal framework. a legally designated 
body to develop a set of standards, requirement for qualification, improved 

12A number of Middle-Eastern countries have encouraged the employment of 
qualified expatriate accountants for conducting the audits of private 
enterprises. Many of these have come from developed countries which have a high 
degree of quality and professionalism in this area. They have been recruited by 
private auditing firms who have recovered their costs through th~ir clients and 
have not required any public sector outlay. 
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market for accountants, the demand for accountants and the expatriate element 
should provide Indonesia with ~n effective system of accounting and auditing 
and with the immediate and long-term requirements for qualified accountants. 
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CHAPTER 4 

DISPUTE RESOLUTION 

I. Role of Dispute Settlement 

4.1 Investors, both domestic and forei~n, need confidence in the 
enforceability of agreements and commitments. If there are unreasonable 
delays and high costs in enforcing laws and agreements between private parties 
the efficient conduct of economic activities is prevented. Indonesia could 
enact the most modern Companies Law, and credit and contract laws, but they 
will be of little practical value if there are no means of enforcing their 
provisions, or of efficiently and predictably resolving disputes about their 
meaning. Throughout, this Study emphasizes the concerns of the domestic 
investor as much as those of the foreigner. However, foreign claimants have 
faced particular disadvantages under the dispute settlement system in 
Indonesia. This problem merits attention given the importance of 
international trade and investment for Indonesia. 

II. Dispute Settlement in Indonesia at Present 

COurt System 

4.2 In the commercial law field the Court system is widely perceived by 
investors, domestic and foreign, to be inadequate: procedures are slow with 
cases taking many years to resolve; the courts are overburdened and 
understaffed; little or no specialization occurs with all types and sizes of 
cases going to general courts and judges; creditors complain of unreasonable 
difficulties in enforcing credit and security interests, and finally, there is 
a pervasive belief that factors other than the merits will decide the case. 1 

Few investors consider the formal Court system a reasonable forum for a 
predictable, or prompt, settlement of a problem. 

4.3 The Courts are governed by the Basic Law on the Judiciary, No. 14 of 
1970, which emphasizes the principle of independence and purports to prohibit 
all outside interference in judicial matters. 2 In practice, however, the 
administration of the court system is under the jurisdiction of the Ministry 
of Justice, and that Ministry controls the budget, posting, transfer and 
promotion of judges. As in most civil law systems, judges are career civil 
service employees, beginning as clerks and working their way up to judges. 
These facts do not in and of themselves mean that the executive authorities 
are interfering with the judicial. In many civil law systems, the judiCiary 

lRegardless of how true this is, the perception affects behavior and reduces 
the numbers of eligible borrowers, increases costs of borrowing and results in 
overcollatera1ization, as described in Chapter 2. 

20ther relevant Laws include: Law No. 14 of 1985 (Supreme Court); Law No. 
2 of 1986 (Courts of General Jurisdiction); Law No.5 of 1986 (Administrative 
Courts); and Law No.7 of 1989 (Islamic Courts). 
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is proud of its independence from the executive branch. In Indonesia. that 
independence is often missing. 

4.4 In order to establish a reliable dispute settlement system. the 
Court system needs to be looked at closely with a view to institutional 
strengthening. 3 Most of actions to strengthen the Court system require time 
to implement or involve the legislative as well as the executive branch of 
Government: for example, promotions and postings could be handled by an 
independent authority; salaries could be raised and training improved. Some 
actions, however, could be taken almost immediately; for example, training is 
already being carried out by several smaller groups within and outside 
government. 4 

4.5 Another solution sometimes considered to improve aspects of the 
formal court system is to cre~te specialized courts to rule on commercial 
matters. The idea of a Special Court has appeal, but may end up creating a 
new bureaucracy, unless reforms address the underlying problem of a 
independent, competent judiciary. As Box 4.1 illustrates, a court that had 
special knowledge of commercial and trade matters, such as copyright, might 
have resulted in the final decision being reached with less cost. Indonesia 
already has separate court systems for the military and for religious matters, 
and has specialized boards for tax matters (the Taxation Review Board), labor 
matters (the Labor Tribunal), and will soon have an Administrative Court. 
which will allow the individual citizen to bring the Government to account for 
various matters.' Some specialization is, thus, already present in the system. 

3This Study focusses on commercial law aspects. Many basic and important 
reforms have been taken in the Court system over the recent past in other areas 
such as criminal law and religious law. The Ministry of Justice is justifiably 
proud of its accomplishments in these areas. 

4For example. the Netherlands Council for Cooperation in Legal Affairs has 
a program for training judges that could be built upon. 

'The Administrative Court was established by Law No. 5 of 1986. The 
creation of this new Court gives added importance to the discussion on Legal 
Information (see Chapter 5). If a citizen is to be able to participate 
meaningfully in the new system. he needs to know what the Laws and rules are, 
and have access to them in a language he can understand. 
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OX 4.1: Difficulties of General Courts in Deciding Complex Commercial 
Dispur.es - The Nike Case 

In the mid-l980s, Indonesian Courts had difficulties in 
reaching a decision on a trademark matter concerning the 
international shoe manufacturer -- Nike. Nike brought an 
action claiming trademark infringement against an alleged 
counterfeiter in Indonesia. The District Court ruled that 
Nike could not challenge the unauthorized use of its 
trademark as the registration of the trademark by the 
counterfeiter had not yet been published in the Supplement 
to the State Gazette. The Supreme Court initially upheld 
this decision, but upon reflection, and international 
outcry, reversed the lower court and itself. It took 
judicial notice of the fact that publication of trademark 
registrations was about six years in arrears and that the 
legitimate owner of a trademark should be able to 
challenge a counterfeit use without having to wait for 
formal publication. (Nike International Ltd .. v. Sasmitg, 
Supreme Court Decision Reg. No. 220/Pdt/1986 (Dec. 16, 
1986). reversins. Supreme Court Decision Reg. No. 
294/Pdt/1984 (July 31, 1985). 

Not every plaintiff has the ability to pursue a case 
twice to the Supreme Court or to mobilize international 
opinion. Nor does the fact that the highest Court 
reversed itself within 18 months give confidence to 
investors. 

Other Hethods of Resolvins Disputes 

4.6 If the Court system does not offer a reliable method of settling 
commercial disputes, and efforts to reach an amicable solution through 
conciliation and mediation are not successful, what alternatives are there? 
Another method of settling disputes in the commercial field is arbitration. 
Arbitration is an agreement by private parties that disputes that may arise 
will be settled in accordance with rules and procedures that are agreed to 
prior to any dispute arising. The advantage of arbitration is that a dispute 
can be settled quickly and accurately by specialists having knowledge in 
technical areas, as opposed to judges who are only trained in broad, general 
aspects of law. A further advantage is that it avoids many of the 
confrontational aspects of a court trial and may encourage settlement by 
mediation and consensus. On an A4 h££ basis the parties in each agreement can 
set out the rules and procedures to be followed. More commonly, and 
efficiently, the parties can simply refer to an existing set of rules and 
procedures, and incorporate them into their agreement. 

4.7 Under Indonesia law all disputes of a commercial nature can be 
submitted to arbitration including disputes with Government Agencies and State 
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Enterprises. 6 In fact, most contract forms currently used by government 
departments, agencies and State Enterprises, as well as most standard bidding 
documents, contain arbitration clauses. Even Pertamina requires that 
production sharing contractors include arbitration clauses in their sub
contracts: the usual clause calls for arbitration in Indonesia under the B~~I 
rules (for more information about BANI, see paragraph 7 below). The location 
of the arbitration is not imposed by law, but logistics suggest that it be 
held in Indonesia, usually Jakarta. Arbitration proceedings follow procedures 
similar to those found in the Civil Procedure Code, but they are not required 
to. ' Any natural person who may legally act as a proxy may serve as an 
arbitrator. 8 The format of the arbitral award is simple and it must be 
rendered within six months of submission. 9 Enforcement of a domestic award is 
not elaborate and appeals are limited to certain matters. 10 

4.8 Indonesia has an arbitration board (Badan Arbitrase Nasional 
Indonesia, -BANI-). BANI was established in Jakarta by the Indonesian National 
Chamber of Commerce and Industry (Eamar Dagang dan Industri Nasional, nKADIN") 
by Decision No. SKEP/l52/DPN/1977 as a private arbitration institution. 
However, its services are not often utilized nor highly publicized. Recently 
it has only handled 5-10 cases a year. The failure to utilize BANI seems 
unusual in light to the problems with the formalized court system. 

6The authority to arbitrate disputes in Indonesia comes from Articles 615 -
- 641 of the Reglement op de Rechtsvordering -R.V.- enacted for the Netherlands 
Indies in 1847. Most of the rules on arbitration from the R. V. were incorporated 
into modern Indonesian procedural law through the provisions of Law No. 15 of 
1950 on the Supreme Court. The rules continue to apply, although Law No. 15/50 
has been replaced twice, by Law No. 13 of 1965 and then by Law No. 14 of 
1985. 

'The fact that the arbitration takes place in Indonesia does uot of itself 
imply that Indonesian law will apply to the merits. Indonesian law allows a 
freedom of choice of law to the parties. 

8This excludes judges, civil servants of the Attorney General's office and 
court clerks; the R.V. does contain some other restrictions, such as persons 
under a legal disability. 

~e award must state the location of the award and its date; must contain 
the full names and addresses of the parties to the dispute; a summary of the 
submissions; the decision and the reasoning; and be signed by the arbitrators. 
Once signed the award must, together with the document of appointment of the 
arbit~ators, be registered within fourteen days of its date with the District 
Court within the jurisdiction in which the award was made. This is a non
discretionary act by the Court. 

lOEnforcement is not elaborate. An enforcement order is obtained from the 
court with which the award is registered. The enforcement order is a grosse 
~ which constitutes authorization to execute. In practice, however, a hearing 
is held. No appeal is allowed from the decision to grant an enforcement order. 
Complications may arise from the fact that an action to nullify the award is 
permissible but the grounds for so doing are limited. 
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4.9 In facing the prospect of settling a dispute the investor has 
several major concerns: 

a. Speed of resolution -- arbitration is usually faster than court 
systems; 

b. Cost -- the fees are set and are less than the cost of dealing 
with the courts; 

c. Place of Arbitration and Applicable Law -- the parties need to 
feel comfortable with the place of decision (to be sure they can 
get there together with their documents without too much 
expense), and with the rules that will be applied to the dispute; 

d. Qualifications of Arbitrators -- the parties must perceive that 
the arbitrator is more knowlegdeable in the technil:al field than 
the alternatives (usually an arbitrator is more expact than a 
judge) ; 

e. Nationality of Arbitrator -- the parties must believe that the 
decision makers will approach the dispute without bias or 
preconceived notions because of their nationality; 

f. Enforcement of Award -- the formal court system may have a slight 
advantage on this point, as an arbitration award will have to be 
filed in a court, but usually the award is deemed to be the 
equivalent of a court decision and enforceable without lengthy 
formalities. 

4.10 Vith but a few exceptions that are not major, the Indonesian 
arbitration system rests on a good foundation. A brief review of the 
arbitration systems in Japan and the United States demonstrates the 
fundamental soundness of the Indonesian system: 

a. J.i:e.m: 

i. The legal basis for modern arbitration procedure was 
established in 1890, with the enactment of a Code of Civil 
Procedure which follows the corresponding provisions of the 
German Code of Civil Procedure of 1877. In addition, Japan 
has concluded inter-institutional agreements with over 
twenty arbitral bodies, including BANI (on June 19, 1980). 

ii. There are three permanent arbitration institutions in 
Japan: (a) the Japan Shipping Exchange, Inc. (JSE) , 
incorporated in 1921, specializing in shipping disputes. 
It hears about 800 cases a year but only a small percentage 
actually go to arbitration. as conciliation is stressed. 
Its awards are publicly available; (b) the Japan Commercial 
Arbitration Association (JCAA) , established in 1950 
following the pattern of the American Arbitration 
Association. Its panel of arbitrators consists of about 
185 individuals of whom 164 are from Japan and the rest 
from abroad. Of the total. about 50, are lawyers. 40' 
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businessmen and the rest professors; and (c) the Central 
and Prefectural Tribunals for the Settlement of 
Construction Work Disputes to facilitate the settlement of 
disputes arising from contracts for construction work. 

iii. The rules of the three bodies are similar and provide, as 
is typical throughout the world that -No person having a 
beneficial interest in the case under arbitration shall be 
an arbitrator.-

iv. The rules allow foreigners to be members of the panels 
stating only that: nNo person not actually residing in 
Japan at the time of appointment shall, except in case 
where the parties have agreed otherwise, be an arbitrator." 
In addition, the parties may freely determine the place of 

arbitration. 

v. The award must be in writing and, unless the parties 
otherwise agree, must state the reasons for the award. 
When the parties request, the award may be in both the 
Japanese and English languages, and both texts are treated 
as authentic, however if there is a conflict, the Japanese 
text shall prevail. 

vi. Arbitrators may render the decision according to commercial 
usage, principles of good faith, or natural justice. The 
decision may not, however, be contrary to public policy. 
The award "shall have between the parties the same effect 
as a final and conclusive judgment of a court.- Thus, the 
merits of arbitral decisions are not examined by the 
court. 11 

llArt. 801(1) of the Code of Civil Procedure provides for the setting aside 
of the arbitral award on the following grounds: where the arbitration procedure 
is impermissible; where the arbitral award orders one of the parties to perform 
an act prohibited by law; where one of the parties was not represented in the 
arbitration procedure in accordance with the provisions of the law; where the 
parties were not heard in the arbitration procedure (unless the parties have 
agreed otherwise); where conditions for an action for retrial exist under Art. 
420 (iv) to (viii); such conditions are -- (4) when the judge who participated 
in the trial has committed a crime in connection with his duties in connection 
with the case; (5) when the party was induced to make a confession or prevented 
by a criminally punishable act of another person, from producing an objection 
or defence which would have affected the decision; (6) when a document or other 
object used as evidence in the judgment was forged or fraudulently altered; (7) 
when the judgment is based on the false statement of a witness, expert, 
interpreter, or a sworn party or his legal representative; (8) when the civil 
or criminal judgment or any other judicial decision or administrative disposition 
which has become the basis of the judgment has been changed by a subsequent 
decision or administrative disposition. 
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b. United States 

i. In all basic respects the rules are the same as found in 
the analysis for Japan: arbitrators are drawn from wide 
technical fields and may be of any nationality; the parties 
may choose the place of arbitration and the law to apply. 

ii. The American Arbitration Association (AAA) not only 
provides services for arbitration and mediation, it also 
serves as a center for education, training, and research. 
AAA has a special expedited procedure for claims under 
US$25,OOO: in these cases, notices are given by telephone 
and deadlines are greatly shortened, in an effort to reduce 
the cost to the smaller claimant. 

4.11 The main reasons for the failure of arbitration to develop as an 
alternative means of dispute settlement in Indonesia are: (a) weak 
implementation by the existing forum, BANI; (b) lack of qualified arbitrators; 
(c) lack of enforceability of foreign arbitral awards; and (d) lack of 
publicity. 

III. ReCOmmendations 

4.12 As one of the most urgent prioritie& for commercial law reforms, the 
institutions responsible for formal dispute settlement in Indonesia must be 
strengthened: 

Court System 

a. Increase the technical competence of judges to handle complex, 
modern commercial transactions, by a combination of training and 
improved compensation. In the short term. salary increases could 
be linked to the objectives of a just and speedy settlement. In 
the case of the public enterprise sector. the Government has 
recently raised salaries several fold, near to private sector 
levels. with the expectation of improvements in efficiency. 
There is also the implied sanction that if performance does not 
improve, the management may be replaced. the enterprise may be 
closed or other actions will be taken. Sanctions in the court 
system could similarly be linked to measures taken to improve 
fairness and some basic measures of greater efficiency. In 
commercial cases. there could be targets set for courts to reach 
decisions quickly. As a ~ l2X2 SW2 for a salary increase, the 
requirement of publishing court decisions should also be made to 
promote consistency in judicial decisions (see Chapter 5 on Legal 
Information) . 

b. A study should be undertaken on the value of creating a 
specialized court to handle commercial matters, or to regularly 
assigning the same judges to commercial cases so that a group of 
judges develops knowledge in the area. This specialization might 
be extremely valuable in the area of Bankruptcy rules and 
procedures. as a group of judges could develop a competence that 
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would encourage greater use of the Bankruptcy provisions. With 
the assistance of the economic ministries, seminars for judges 
could be arranged on commercial law, and courses given on 
economics and law. 

c. The Central District Court in Jakarta and a few other District 
Courts in areas with high concentration of commercial activities 
(as Surabaya o~ Medan) deal with more commercial cases, and more 
complex commercial cases. than other courts. Theoretically these 
judges should have more knowledge of such matters. This is the 
case in other commercial centers of the world, and is a natural 
way of specialization of courts and judges because of market 
forces. The Government should initially concentrate its efforts 
on training. selection of personnel, and performance in these 
selected courts. Given the importance of improving the formal 
court system and the long time frame and other difficulties 
involv~d in trying to ~eform the entire court system, 
concentration of reform efforts on these few selected courts, 
together with pilot improvements in salaries and budgets, would 
help to achieve more measureable short-term results. 

d. Courts could declare, as a matter of private international law 
that they would enforce foreign judgments. provided it was on a 
reciprocal basis. This would be an easy way to give a positive 
signal to foreign investors. 

Arbitration 

4.13 Only a few modifications to the present Indonesian system seem 
necessary in order for arbitration to be an acceptable alternative method of 
dispute settlement. If such a method could be developed it might also 
stimulate improvements in its -competitor-, the formal court system. In 
theory, the modifications needed should not be difficult as most are 
consistent with the laws already in effect. 

4.14 The most important initial decision, however. is whether to take the 
existing framework of BANI, or to help establish a more dynamic arbitration 
association. 12 Such an association (or a revitalized BANI) could serve as a 
centralized point not only for supplying arbitrators and conciliators, but 
also for research and training. It might also encourage trade or other groups 
to form their own arbitration boards. with technical assistance supplied by 
the main association. In any event the recommendations below could apply to 
either a new group or BANI. 

a. Both the domestic and foreign investor are rightly concerned 
about the qualifications of the arbitrator. The list of 
arbitrators should include specialists in different areas, and 
people with technical and business experience. At present BANI's 

12Not only is BANI weak in implementation, but the private sector has little 
confidence in it. This lack of confidence may stem from the fact that BANI is 
an arm of KADIN, and KADIN is widely perceived to be an extension of Government 
with varied goals and objectives. 
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arbitrators, although competent individuals, are drawn mainly 
from the ranks of former judges and professors, in contrast to 
the much wider use of businessman and professionals in other 
countries. 

b. The perceptions of foreign investors about rules with respect to 
the applicable law, the place of arbitration and with the 
nationality of the arbitrator must be addressed. Most can be 
dealt with by taking some basic public relations steps, such as 
providing more details about what Indonesian arbitration is and 
how it operates -- seminars, brochures and general publicity. 
All of this would make a new association or BANI more familiar to 
the international business community and would make them aware 
that Indonesian law does not mandate that local law applies or 
that the arbitration be held in Indonesia. 13 As Box 4.2 shows, 
however. it may take some time before the foreigners perception 
of bias i~ extinguished. 

l~ere are of course some practical advantages to holding the arbitration 
in Indonesia, not the least of which 1s the ability to file the alard in the 
local District Court. 
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!Bo~ 4.2: Difficulty of Enforcing Contracts by Foreigners 

Kost commercial law cases are heard in the Central Jakarta 
District Court. Nevertheless, a recent court decision by that Court 
(presently being appealed) will cause potential investors to pause 
when considering the risks of doing business in Indonesia. 

The case involved two contracts between an English Seller and 
Indonesian Buyer. The contracts were in a standard form for 
international sales; were governed by English law; and provide for 
arbitration of disputes under the rules of the Refined Sugar 
Association. The contracts expressly provided that the Buyer was to 
be "entirely responsible for obtaining any necessary import license 
and failure to obtain such license shall not be sufficient grounds 
for force majeure". In 1984 the Buyer failed to perform and the 
arbitration began. Then the Buyer brought a suit in English courts 
to declare the contract invalid. In 1985 the suit was dismissed and 
affirmed on appeal, with the court declaring that the Buyer "was 
bound by the contracts". The Seller and Buyer then entered into a 
settlement agreement governed by English law and subject to English 
arbitrations. A settlement was reached; the first payment made by 
Buyer; then the Buyer brought a suit in Jakarta against the Seller 
seeking an order that the contracts were illegal on the grounds that 
they violated a Presidential Decree that only the Bulog could import 
sugar into Indonesia. The English court had expressly ruled on this 
point, saying that the contracts were not to import sugar but merely 
"required the defendant to tender !.111s of lading for the carriage 
of sugar to Indonesia". After the sugar reached an Indonesian port, 
the Buyer could reship it or do whatever he chose. 

The Jakarta Court ruled the contracts invalid; hence, the 
settlement agreement was invalid; and the arbitration clauses were 
not enforceable because Indonesian courts always have jurisdiction 
to determine issues of Indonesian public order. 

c. Au even more important aspect would be to include a few highly 
qualified and respected resident foreigners on the list of 
arbitrators. Such an action would give confidence to the foreign 
investor that the government and local business community was 
serious about trying to settle disputes in a manner per, .. eived to 
be fair by all parties. The Japanese example is representative, 
and the use of non-nationals as arbitrators is quite common in 
commercial cases throughout the world. 14 The foreign investor's 
concern is that the hearing be impartial. Hence the arbitrator's 

14Foreigners may serve as arbitrators in Korea. Thailand, China. Japan, the 
Netherlands and the United States, to give but a few examples. Of course. there 
is the occasional restriction, such as the foreigner lIlust be resident in the host 
country. but that is USUtJ.11y not a problem. 
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nationality is usually different from that of the parties. Of 
course, all the parties to the underlying agreement have to agree 
initially that a foreign arbitrator is agreeable should a dispute 
arise. 1S 

d. Concern about the enforceability of foreign arbitral awards in 
Indonesia is legitimate and cannot be resolved by an arb1tration 
body. Until recently, Indonesian courts have refused to 
recognize foreign awards in spite of Treaty commitments to the 
contrary. By refusing to recognize a foreign award, Indonesia 
has been stating that the location of the arbitration must in 
effect be in Indonesia or it will not be enforced, contrary to 
what Indonesia's own general rules of private international law 
would allow. 

i. The problem stems from a 1984 Indonesian Supreme Court 
decision which concluded that Indonesia was not bound by 
the New York Convention on Enforcement of Foreign Arbitral 
Awards .16 Although acknowledging that Indonesia acceded to 
the Convention, the Supreme Court stated that "in 
accordance with Indonesian practice. it would still be 
necessary for the Government to promulgate implementing 
regu1ation~ •••. " The Supreme Court concluded that 
pending promulgation of such implementing regulations, the 
courts of Indonesia could not enforce foreign arbitral 
awards. Most commentators disagree with the opinion. 
The Convention itself recognizes this issue and states " 
. • each contracting State shall recognize arbitral awards 
as binding and enforce them in accordance with the rules of 
procedure in the territory where the award is relied upon, 
under conditions laid down in the following articles .•. " 
Thus. the Indonesian Supreme Court could have held that 
Indonesia'S own arbitration rules •• the R.V. of 1848 
were adequate rules of prccedure and implementing 
regulations. 

ii. By refusing to recognize foreign arbitral awards, the 
Indonesian system is sending an especially troubling signal 

lStrhis gives some protection to the local investor who may use his 
bargaining power at the contract negotiations stage to insist on an Indonesian 
at:bitrator. 

1'United Nations Convention on the Recognition and Enforcement of Foreign 
Arbitral Awards, June 10. 1958. 330 U.N.T.S. 38 (NY Convention). effective as 
on June 7. 1959. Indonesia ratified the Convention with the following 
declat:ation: "Pursuant to the provision of Article I (3) of the Convention. the 
Government of the Republic of Indonesia declares that it will apply the 
Convention on the basis of reciprocity, to the ~ecognition and e~forcement of 
awards made only in the territory of another Contracting State. and that it will 
apply the Convention only to differences arising out of legal relationships, 
whether contractual or not. which are considered as commercial under the 
Indonesian Law." 
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to the foreign investment community. The foreign investor 
is especially worried, because even thou&l Indonesia had 
signed the New York Convention it appears unwilling to live 
up to its commitments under the Treaty. 'the failure to 
follow an international convention is not only embarrassing 
for Indonesia but reduces the foreigners' confidence in the 
entire system. Recently when Indonesian wished to enter 
into an agreement with Freep"rt Mining pursuant to the 
Multilateral Investment Guarantee Agreement there were 
significant problems as a result of the failure to 
implement the Treaty, and the fact that foreign awards were 
not enforceable. In the Freeport case, the problems were 
resolved on an §S h2£ basis, but such a case-by-case 
resolution is not feasible for most companies and 
discourages others from entering Indonesia at all. 

iii. The Supreme Court has recently issued a regulation 
addressing this problem, which sets out a procedure for 
applying to the Supreme Court for recognition of a foreign 
arbitral award, but this procedure has not yet been used in 
practice. 17 In order for such a circular to resolve this 
problem, its contents and the details of the procedure 
which it requires must be publicized and made known to the 
international business community so that business decisions 
and contractual provisions on dispute settlement can begin 
to take into account the option of using foreign 
arbitration. Once this circular has been put into practice 
by a foreign arbitral award being recognized and enforced 
by the Indonesian courts, this fact should be widely 
publicized and explained to the international business 
community. 18 

LeSal Profession 

4.15 There is no reliable estimate of the number of practicing lawyers or 
notaries in Indonesia, but they probably number just a few tholAsand. Yet in 
Indonesia as in most countries, a substantial part of the responsibility of 
interpreting laws in commercial areas falls on the privat:e legal profession. 
Yhile the State has the major role in criminal cases, the pr.ivate sector 
litigants, lawyers, notaries and other specialists, eases the burden in the 
commercial area. Properly trained, the legal professional can not only assist 
a court or arbitration panel in reaching a reasoned, proper decision, but in 

17Regulation of the Supreme Court No. 1 of 1990 (PeratunlJ) Mahlcamah A&!m& 
~ I I!hYD 1990). 

l'The problem of adequate implementing regulations is not unique to 
Indonesia. Thailand recently faced the problem, and rewrote its entire 
arbitration rules, passing new legislation. Such drastic action may not be needed 
in Indonesia, but the Thai action gave a strong signal to the foreign investment 
community that Thailand was serious about providing predictable, reliable methods 
of settling commercial disputes. 
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many instances can prevent the issue from reaching court, thus saving the 
client, and the system, significant extra cost. 

4.16 Ye recommend an action program be implemented by Government, in 
cooperation with the private sector and universities to: (1) give lawyers and 
law students better training in relevant subjects outside the law; (2) expand 
opportunities for overseas training; advanced degrees abroad would expose 
lawyers to a wide variety of international ideas and thinking. As it has in 
the economics profession, the constructive inte~action with other ideas in the 
"market" will help the profession to understand international best practices 
and adapt them to Indonesia's culture and problems; (3) improve the foreign 
language skills of the profession. Yithout an ability in other languages the 
professional cannot know and understand developments that are occurring at a 
rapid pace in the profession worldwide; and (4) allow entry of more foreign 
legal professionals, by easing the strict work permit system. The ability of 
foreign l~gal professionals to work in Indonesia would increase the foreign 
investors' confidence in the system; help train local professionals; and give 
greater access to international best practice in commercial law, hence 
improving the quality of professional advice. 19 

l~e ongoing Accountancy Development Project of the Yorld Bank might be an 
example for starting to strengthen the legal profession in Indonesia. 
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CHAPTER 5 

LEGAL INFORMATION 

Introduction 

5.1 The public's access to legal information in Indonesia is severely 
limited. It poses one of the highest barriers to the effective development 
and implementation of the commercial legal framework. There are two sets of 
problems. First, many laws, regulations, judicial decisions, procedures. and 
other legal information are simply not available. Second, although 
considerable thought and effort goes into fashioning legal rules and 
procedures, the effort is fundamentally undermined by the way that they are 
presented to the public: there is no official method of bringing regulations 
into existence within a reasonable time; and the body of laws and regulations 
in any given area consists of numerous decisions, regulations, and circulars 
which must be read separately without a single method to reconstruct them into 
¥ rational whole. As a result, entrepreneurs, practitioners, professionals in 
the administrative and judicial system, and the public at large, reach their 
own conclusions about what the laws are, and how they should be applied. 

I. The Importance of Legal InfOrmation 

5.2 A central concept of the economic theory of law is that it must be 
public. If the law became known only after the event to which it was 
applicable, the existence of the law could have no effect on the parties 
subject to it. The economic theory of law is also a theory of law as 
deterrence, and a threat that is not communicated cannot deter. Because of 
the deterrent effects of widely known laws in a well-functioning legal system 
few economic transactions go to formal courts and administrative forums for 
dispute settlement and decisions. Finally, the economic theory of law 
emphasizes the cost of information. The valt~ of a commercial legal framework 
is that it economizes the search for information by individuals. In the 
absence of public information, the costs of information related to economic 
transactions rise to such an extent as to deter many efficient economic 
activities that might otherwise be feasible. 

5.3 The legal effectiveness of the commercial legal framework also 
depends fundamental:;r on easily accessible and certain laws. When the laws 
and procedures are unclear they result in legal uncertainty and inconsistent 
application. The efficiency of the court system and legal processes also 
depends to a great extent on legal information. Widely known laws and their 
interpretation, as well as the publication of juJgments, help ensure the 
consistent application of laws. Better access to legal information allows 
legislators, economic policy makers, and government legal bureaus to know and 
master the existing laws and rules, helping them avoid inconsistencies and 
contradictory policies in the development of the law. 

5.4 The consequences of inadequate legal information are a lack of public 
confidence and mistrust in the legal system, high barriers to entry for 
private businesses, especially small businesses less able to pay for a costly 
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private search for legal information. inefficient economic transactions. and 
an underpinning for unfair practices. 

II. Constraint~ on Public Access to Legal Informati~n 

Lack of Authoritative Versions of Major COmmercial Codes 

5.5 Any discussion of the present status of legal information in 
Indonesia has to begin with the facts that (a) major components of the formal 
legal system remain in Dutch, a language that fewer and fewer Indonesians can 
understand or master; and (b) there is no official version of such laws in the 
Indonesian language. Such a situation is in itself a major impediment to a 
coherent economic law framework in Indonesia and results in problems of 
understanding. adherence and enforcement. It also effectively prevents 
efforts to keep the Codes up-to-date to accommodate changing economic and 
social conditions. 1 Except for the Code of Criminal Procedure, all major 
Dutch colonial codes remain in effect on the basis of Article II of the 
Transitional Provision of the Indonesian Constitution of 1945, which 
stipula~es that all existing laws continue in force until replaced by new laws 
issued under the Constitution. Rules governing contracts. credit and security 
transactions and corporate entities continue to be come from the 19th century 
Codes. 2 

5.6 In order to deal with this problem, Indonesian universities mounted a 
major effort shortly aiter independence to compile Indonesian-language 
versions of the Codes. These unofficial translations remain in circulation 
today and are relied on to understand the Dutch codes. While often excellent. 
the translations are frequently descriptive rather than precise, and more 
importantly, have never been enacted as official Indonesian language versions 
of the Codes. In 1989 a new set of translations was published by a private 
publisher, Ichtiar Baru·van Hoeve. These translations are based on an earlier 
set of translations last published in 1960 (Himpunan Perapuran Perundang
un4angan Republik Indonesia; Disusun menurut Sistem Engelbrecht). Like the 
earlier version it is not an official translation. 

5.7 More recently, attempts to draft new Indonesian language Codes for 
civil law, criminal law, commercial law, civil procedure and private 
international law have been undertaken by the Badan Pembinaan Hukum Nasional 
(National Law Development Agency). Progress has been made in compiling 
working drafts of such new, revised codes. There is nevertheless a great 

lNew legislation must either replace an entire code. as was done for 
Criminal Procedure in 1981. or must replace or amend particular provisions 
without a clear frame of reference or a precise terminology. Debates can 
continue endlessly on the topic of ·partial" versus "complete- codification. In 
the 'Ueantime, transactions go on and the public suffers as efforts to update the 
Codes are held in abeyance until the issue is "solved". 

2This covers the Civil Code, 1847; the Commercial Code, 1847; and the Code 
of'Civil Procedure, 1941. Many other pieces of major legislation in the fields 
of government budgeting and accounting, bankruptcy, company licensing and 
transportation, remain in effect as Dutch ordinances by virtue of the 
Transitional Provisions. 
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reluctance to enact new, untested codes in their entirety, and a decided 
preference to proceed by enacting particular provisions of law, when the need 
arises. Often, portions of the older Codes are replaced by lower level 
decisions and regulations. At first glance, this may seem to give people a 
new standard to rely upon, but in fact legal uncertainty increases because it 
is not clear to what extent a lower level regulation can replace a Dutch code 
provision which has the status of Law.' 

Lack of Publication of Laws and Regulations 

5.8 The highest level laws and regulations are published in the Lembaran 
Negara Republik Indonesia (the State Gazette), which in many ways, is a 
reliable and well organized publication. 4 Yet even the State Gazette is 
published in limited numbers (a few thousand copies). The majority of the 
published copies are reserved for distribution to senior government officials, 
with the remainder available for subscription if some rather bureaucratic 
procedures are followed. Most law libraries, to say nothing of the general 
libraries, do not receive copies of the Gazette as part of the official 
distribution, and many have experienced difficulty maintaining a subscription 
even if they can afford it. 

5.9 In addition to the State Gazette which contains Laws (Undang-undang). 
Government Regulations (Peraturan Pemerintah), and Presidential Decisions 
(Keputusan Presiden) pertaining to international treaties and agreements; 
there are three other gazettes; 

Iambahan Lembaran Negara (Supplement to the State Gazette) which 
contains the official elucidations of the Laws and government 
regulatiOns published in the State Gazette; 

Berita Negaba (State Reports) which contains official notices, 
such as name changes, naturalization, and statutory notices. 
Al though some departmental decisions and regulations, together 
with the full text of the decision are announced in the State 
Report~, such publication is not mandatory and has no official 
status; 

Tambaban Serita Negara (Supplement to the State Reports) consists 
of several series which are published as separate volumes, the 

'The lack of official translations is also unsettling for its broader 
effects. The pragmatic approach to law reform meets the day-to-day needs for 
new rules, but has the effect of slowly dismantling the basic structure of the 
Code system inherited from the Dutch, without giving any certainty in the 
remaining areas not covered by the new regulations. As Dutch language skills 
in the population decline, the public and legal professionals are increasingly 
unable to judge and interpret the basic rules of Law contained 4n the Dutch 
language codes. This lack of understanding, even on the part of the legal 
professional, leads to confusion and mistrust of the entire legal system. 

4The State Gazette was made the official publication of Indonesia by Law 
No. 2 of 1950. 
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most important of which contains the Articles of Association of 
Indonesian limited liability companies. firms and cooperativess . 

5.10 The State Gazette is far behind in publishing laws and regulations. 
In May 1990, the State Gazette for 1989 is not available, and the volume for 
1988 has only recently been published. 6 The other gazettes mentioned have had 
similar delays in being available to the public, and in 1968 the State 
Secretariat began publishing a quarterly compilation of laws and regulations 
known as the Himpunan Peraturan Negara (Compilation of State Regulations). It 
is not made available to the public, although pirated photocopied versions do 
exist, and it does reach the desks of senior officials sooner than the State 
Gazette. Thus, it better serves the officials' need for accurate and up-to
date information on prevailing regulations,7 but does not reach the public or 
legal practitioner. 

Inaccessible Information on Rule-Making and Policy-Making Procedures 

5.11 Obtaining accurate and up-to-date information about the higher 
ranking Laws and Regulations is q~ite difficult.' However, when it comes to 
learning about departmental decisions and regulations such as Keputusan 
Menteri (Ministerial Decisions) or Peraturan Menteri (Ministerial 
Regulations), no person or agency knows with certainty what regulations have 
been issued or are in effect. Government departments and agencies are 
requested to send copies of their regulations to the Cabinet Secretariat in 
Jakarta, and many agencies, but not all, follow this instruction, and thus it 
is not very reliable. 9 The private sector has attempted to fill this gap by 
publishing the text of newly-issued regulations, and most businessmen and 
lawyers rely on these publications for an awareness of current rules. However, 
the versions that appear are not officially authorized, and the newsletters 
often edit out portions of the rules because of space limitations. 
Nevertheless, the private newsletters Yarta CAFI and Business News have been 
relatively reliable in the areas of trade, investment and communications, 
which they cover closely, usually attaching full texts of regulations. In 
areas such as mining, forestry, estate crops, and fisheries, they are less 

'Others include -- the Supplements containing the Articles of Association 
of Indonesian foundations and associations; and the Supplement containing 
registered trademarks. 

'Although periodic gazettes are issued during the year, even fewer people 
have access to them. 

7The scope of the Himpunan Peraturan Negara (Compilation of State 
Regulations) is broader thAt the Lembaran Negara (State Gazette) as it includes 
Keputysan Presiden (Presidential Decisions) not found in the State Gazette as 
well as Instruksi Presiden (Presidential Instructions). 

'Even the Ketetapan Majelis Permusyawaratan Rakyat (Peoples' Consultative 
Assembly) does not have a place or procedure for officially promulgating its 
Decrees. 

9See for example Presidential Instruction No. 15 of 1970 on the procedure 
for preparing draft Laws and draft Government Regulations. 
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reliable. and they are not very reliable in the fields of education. 
agriculture. labor, and social affairs. Finally the usefulness of these 
publications is hampered by the fact that they are not indexed. making 
locating specific regulations difficult. 1o 

5.12 Many government departments issue rules and policies in the form of a 
series of separate decisions. Keputusan or Surat Keputusan (Decisions or 
Decision Letters) and Peraturan (Regulations). They then elaborate or explain 
the rules in a series of letters circulated to interested parties, call Surat 
E4aran (Circular Letters). In any given area of the law there is an extensive 
body of such decisions, regulations and circulars which must be read, compiled 
and understood. Although the format is relatively standard, many regulations 
raise more questions than they answer when read together with other 
regulations in the same sector. As a result, even the experienced lawyer will 
spend many costly hours trying to unravel or assimilate the secrets of the 
regulations. When not reading the numerous regulations. the lawyer or the 
investur-client will spend time going from department to department in a 
costly effort to learn what regulations will apply to a contemplated 
transaction. The lack of transparency in the sJstem is also burdensome on the 
officials who 3USt spend time with the information-seekers. 

Restricted Access to COurt Decisions 

5.13 If the dissemination of legal information by the Executive and 
Legislative branches of government leaves much to be desired, the Judicial 
branch fares little better. The Supreme Court publishes, annually, selected 
decisions in YurisPrudensi Indonesia (Indonesian Jurisprudence), and the 
Ministry of Justice has undertaken t~ publish selected District and High Court 
decisions in a semi-annual series called Himpunan Putusan-putusan Pengadilan 
Negeri (Compilation of Court Decisions). These efforts are a good start, but 
they suffer from the common problems of too few copies, ineffective 
distribution, and untimeliness. 

5.14 Indonesia has not attached as much importance to court decisions as a 
source of law as it does to legislation and governmental regulations. As such 
there has not been any major effort devoted to the collection and publication 
of court decisions. It is recognized throughout the world that it is 
impossible to practice as a lawyer without careful study of court decisions in 
the various branches of the law: for examp1e, in W'est Germany, France, 
Belgium, Austria, Italy, Brazil, _~gentina, Thailand and the Netherlands, to 

10Some Government Departments, in cooperation with the ~ DOkumentasi 
HYkYm (Legal Documentation Center) of the University of Indonesia, the Badan 
Pembinaan liYkYm Nasional (National Law Development Agency) and the Shtem 
Jarinsan Dolgpnentasi ~ Infomasi liY19ml (National Legal Information and 
Documentation Network), have begun to catalog and index their regulations. In 
some cases they even publish lists of recently issued regulations and provide 
limited information services to the public through their law bureaus in Jakarta. 
In addition, the monthly catalogs of titles and subjects published by the Legal 
Documentation Center, known as Informasi Perapuran Perundans-undansan Repubi1k 
Indonesia, can serve as an index for the experienced user. Annual compilations 
which are made by many government departments are beginning to provide a good 
historical record, but they are not distributed widely. 
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name a few, there are legal journals which publish commentaries on case law, 
and often ptiblish the actual text of judicial decisions, or state where 
lawyers can find the texts. In most of these countries, the Supreme Courts, 
wanting to be internally consistent, publish selected judgements. The 
distinction between the emphasis placed on court decisions in civil law and 
common law countries is overstated. Stating that courts are not bound by 
their own decisions is of little practice value -- one might as well say that 
a statutes are not a source of law because parliaments can amend them. 
Technically all the statement means is that a court cannot base a decision 
exclusively on the authority of a previous decision. Lower courts in the 
Netherlands, as elsewhere, can choose not to follow a decision of the Highest 
Court if they are convinced of its inaccuracy; but judgments derive their 
authority from the strength of their reasoning not from the level of the judge 
who pronounces them. 11 Without publication it i9 impossible to tell the 
strength or anything else about the reasoning, which is why libraries of 
practicing lawyers around the world are full of collections of judicial 
decisions. 

Restriction on Sale and Distribution of Government Publications 

5.15 The present system does not make it easy for information about laws 
and regulations to be distributed, whether by the Government or by private 
sources. The State Printing Enterprise, does not have the authority to print, 
sell or distribute all government publications. As a result, each department 
tries to handle its own printing and dissemination acti'?jLties. Government 
publications are treated under Indonesian auditing rules as government 
property, and as such, cannot be sold. Even when arrangements are made to 
allow a sale, the proceeds must go to the State Treasury's general funds, not 
contributing to the cost recovery of the publication concerned. Some agencies 
have tried to overcome the restrictions by contracting with private 
publishers, foundations or cooperatives of government employees to produce and 
sell books based on government prepared compilations. Recently, the Supreme 
Court began a program of publishing the Yurisprudensi Indonesia through a 
private publishing house, so the problems are apparently not insurmountable. 
There are, however, no guidelines governing this practice, and many areas 
remain uncertain such as royalty requirements, authority for publication, and 
responsibility for errors. 

l1Section 12 of the Dutch Code of General Provisions reads as follows: 
-Judges are forbidden to adjudicate cases by prescribing general rules or 
regulations.- While this was the original legislative plan, the practice has 
strayed far from it. The study and analysis of systematized cour~ opinions are 
an integral part of Dutch legal education and practice. Dutch judges do not 
usually cite the decisions of higher courts on which they base an opinion, but 
from the language of the judgments one can easily derive the arguments and 
formulas used by higher courts in similar cases. The Highest Court has even 
adopteu the practice of deciding appeals by examining whether the decision of 
a lower court conforms, not to the instruction of the Code., but to one of its 
own previous formulas. 
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Inaccessible Information in Public Registries 

5.16 In many countries there are numerous public registries which allow 
the public, and the practicing lawyer, to have access to important legal 
information. Although Indonesia, too, has a number of registries, the current 
methods of managing such registries does not contribute to certainty in the 
legal system. Law No.3 of 1982, for example, provides for mandatory 
registration of companies. The registry was established at the Ministry of 
Trade to collect and manage information on the current status of economic 
enterprises, and covers such areas as capitalization, fields of activity, 
licenses, current directors and commissioners. The stated purpose of the 
registry is to allow the public to be better aware of the business enterprises 
with which it deals. However, the public is only given limited access to the 
information in the registry. Those seeking information must submit a written 
request to the Ministry of Trade, stating the exact information required and 
the reasons for the request. The written request for specific information 
must be made before looking at the registry and the data within it, 
effectively preventing meaningful inquiry. As there is little benefit to the 
public from this registry, it has become simply another burden on companies to 
file data. 12 

5.17 As a result of the failure to publish court decisions there is little 
accountability for judges' actions. Another consequence of the lack of 
reliable and timely information about the law and regulations is that 
discussion of legal issues in Indonesia tends to be vague, without examples, 
and is often doctrinaire or philosophically biased. The infrastructure does 
not provide materials which would enable lawyers and scholars to develop 
disciplined methods of analyzing applicable legal rules and regulations. 

III. Recommendations for Improving Legal InfOrmation 

Publication for Laws to be Effective 

5.18 Today numerous rules and government policies governing economic 
activity cannot be ascertained with any satisfactory degree of accuracy even 
by interested parties and their lawyers. The Government should make clear 
that no implementing decision or ancillary regulation will be in effect until 
it has been gazetted in an officially authorized publication available to the 
public. In common with the vast majority of other legal systems, the 
principle should be that publication is a necessary component of r.he 
effectiveness of a rule or regulation. This principle could be set out in a 
regulation or law, and implementation might be approached in a number of ways. 
Regardless of what method is used, the publication must be easily accessible. 

UHowever, in comparison to other registries, such as the land registry, 
the Company registry is rather open. All inquiries to the land registry must 
be made through a notary or local official t even about the status of a particular 
plot. This involves substantial expense, discouraging many inquiries. It is 
not hard to understand why there is such uncertainty with respect to land titles. 
as the public does not have ready access to accurate information on which to base 
decisions. 
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a. Establish a daily government Gazette as part of the State Gazette 
system to accommodate the publication of such decisions and 
regulations. It could include all Presidential Decisions and 
Instructions, Ministerial Decisions and Regulations and other 
decisions of government departments and agencies. Such a 
publication would not only have the value of producing timely 
rules, but would also give the official and accurate text. 

b. In addition, the scope and number of pages of Serita Negara (State 
Reports), now published twice a week, could be expanded. A new 
supplement series could be added to either Serita Negara or 
Lembaran Negara (State Gazette). 

c. There ought to be sanctions for failure to publish. An 
appropriate sanction might be that a decision or regulation cannot 
be enforced if it has not been properly published. The soon-to
be-functioning Administrative Courts might be an appropriate forum 
for enforcement. 

Authoritative Translations of COmmercial Codes 

5.19 Specific Indonesian translations of the Dutch codes and ordinances 
should be declared the ·official· translations and published. Either an 
existing translation could be chosen, or a team of translators and scholars 
could be formed to select the best combination of translations. This latter 
option would have to be strictly limited in time, as the purpose of the effort 
is to bring some more certainty into the field, not result in academic debate 
for months on end. This work could be handled by the National Law Development 
Agency which has carried out a similar task for the official Criminal Code. 

Publication of COurt Decisions 

5.20 In order for confidence to grow in the system it is important that 
all participants know on what bases judicial decisions are reached. The 
seemingly simple requirement that selected court decisions be written and 
published would go a long way to achieving that goal. In order to avoid the 
civil law/common law arguments, it could be explicity stated that they were 
not precedents, but merely guides for the purpose of knowing how courts 
interpret various laws. Publishing the decisions would expose faulty 
reasoning and inconsistent treatment of cases contributing to a more 
predictable enforcement of laws. The practice of publishing court decisions 
in official gazettes is a common practice in most civil law sy~tems. Box 5.1 
provides an example of how the Directorate General of Taxes has improved 
public confidence and consistency in the application of tax laws by publishing 
case decisions. 
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OX 5.1: The Di;ectorate General of Taxes and Publication of Tax Decisions 

In 1983 the Directorate General of Taxes began a 
practice of accepting requests for rulings on particular 
questions of tax law and of publishing such rulings and the 
facts on which they are based, in the form of publicly 
available circular letters. Such rulings differ from the 
usual circular as they are based on real problems in the 
implementation of the tax laws, rather than merely restating 
the Government's understanding of a law. This practice has 
contributed a greater degree of certainty about the meaning 
and application of tax rules, and has been well received by 
the business community, and che legal and accounting 
professions. More importantly, the practice has increased 
public respect for, and confidence in, the tax authorities 
and in their ability to apply the law competently and 
conscientiously. The example of the Directorate General of 
Taxes in inviting inquiries, publishing rulings and 
circulating answers could be followed with good effect by 
other agencies, for example: the Capital Markets Board; the 
Investment Coordinating Board, which frequently answers 
questions on what types of investment will be allowed and 
what rules will be applied, but does not publish its 
answers; and the Ministry of Manpower, which frequently 
rules on responsibilities of employers, but does not publish 
rulings. 

Improvements in Sale and Distribution of Publications 

5.21 Another important task should be to improve the distribution systems 
of existing publications. Requiring that public and law libraries be included 
on official distribution lists would be a small start. 13 No fully 
satisfactory solution can be reached, however, unless arrangements are put 
into place (a) to allow for the sale of government legal publications, and (b) 
to ensure that adequate funds are available for continued production and 
updating. As usual, there are many ways of approaching this problem: the 
State Printing Enterprise could be upgraded or private publishers could be 
officially designated. In any case the Government should prepare and issue 
guidelines concerning contractual arrangements and rules on payment of 
royalties, responsibility for errors and the like. If the printers are 
responsive to public needs and demand, the royalties and fees oUght to cover 
the costs to the Government. 

13The Draft Law on the Obligation to Deposit Printed and Recorded Yorks 
will solve this problem for the National Library. but additional steps are still 
required to ensure public availability throughout the country. 
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Publication of Rule-~akin, and Policy-Makins Procedures 

5.22 Key regulatory agencies. such as the Investment Coordinating Board. 
the Capital Market Authority. and the Ministry of Manpower should be provided 
support to enable them to compile and maintain consolidated restatements of 
their existing rules ~d regulations, in a book £oll~wing the example of Bank 
Indonesia's IKPI (Box 5.2). Support for these and other selected agencies 
should go beyond the usual budgetary efforts, and include some recognition of 
the importance the Government is beginning to place on accurate legal 
info~tion: for example, those undertaking the task could be given a new 
title, say, Wlegal information specialistn

, and the role of the law bureaus 
participating in the National Legal Documentation and Information Network 
could be given a more formal status through the issuance of a Presidential 
Decision on the Network. 

BOZ 5.~: Bank IndoneSia's Regulation Book 

The multiplicity of rules and supplementary regulations 
causes great problems in reaching a minimal level of 
certainty in the system. Bank Indonesia has overcome many 
of these problems with its occasionally-updated manual of 
banking regulations known as IKPI (Ikhtisar Ketentuan
ketentuan Perbankga Indonesia). This publication contains 
all the various laws and government regulations dealing with 
banking. The rules are restated in a systematically 
organized book, with references to the source of each rul~. 
Such a book enables (1) users to find easily all rules wtlich 
apply to a particular aspect of banking; and (2) regulators 
to identify more clearly possible gaps and inconsistencies 
in the existing regulations and hence focus on priority 
areas for action. If it were decided to place all the 
banking rules into one regulation. such a book would be the 
basis therefor. A concordance could be done by private 
scholars, but IKPI is more authoritative because it has been 
compiled by Bank Indonesia itself. IK.1?I has some of the 
distribution and timeliness problems that hinder other 
publications, but on the whole it is an excellent 
publication. 

The Capital Market, especially, is the type of area 
which requires the clarity and certainty of a rule book 
rather than the confusion generated by a series of decrees 
and regulations. Other departments or agencies responsible 
for managing complex sets of rules, such as the Investment 
Coordinating Board, the Directorate General of Taxes, the 
Directorate General of Customs & Excises, the Ministry of 
Manpower. the Ministry of Forestry. the Ministry of Trade 
and the Ministry of Mines and Energy would be well served by 
a compilation which follows Bank Indonesia'S example. 
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5.23 In a similar effort to improve access to understandable materials, 
and to avoid hours of tedious and repetitive work in researching problems, 
effo~ts are already being made to put legal materials onto a computerized 
system. These efforts should oe supported, not only through budgetary 
efforts, but also by public recognition of the importance of the task. 
Instrumental in these efforts have been the University of Indonesia's Legal 
Documentation Center, the National Law Development Agency, and the Law Bureau 
of the Ministry of Finance. In addition a standardized system of manuals for 
the documentation of legal materials has been developed as part of the 
National Legal Documentation and Information Network. Based on these manuals a 
standardized system of computerization of legal information, known as 
/KHAIDAH/, has been devised. 

Access to Public Resistries 

5.24 Public registries should improve their methods of obtaining and 
filing information, and in the way the public is given access to the 
informat\on. Currently registries are not serving as information sources, but 
exist as official evidentiary depositories of documents. In view of the 
technical, detailed nature of improvements needed, and of the availability of 
modern methods already existing in other countries, we recommend that a pilot 
project with international technical assistance should be undertaken to assist 
existing registries in formulating policies and procedures to enable them to 
better serve the public by improved access to and dissemination of the 
information in the registries. 
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Annex 1 to 
Chapter 1 

peregulation and The Cbanging Role of The Private Sector 

Backsround: Eyonomic and Enterpr4 se Regylation till the Early 1980s 

1. Indonesia experienced rapid industrial and economic growth between 
the late 1960s and early 19808. But csrtain characteristics of the growth 
process made it a high-cost and unsustainable growth path. The incentive 
policies of import substitution industrialization behind high tariff and non
tariff import barriers resulted in a low export-orientation of economic 
activities. There was also a very high degree of Government regulation over 
private investment through a detailed investment licensing system and other 
restrictions, together with a relatively large role for the public sector. 
These served to introduce major barriers to entry and mobility of private 
investment. Financial sestor policies, such as the dominance of State-owned 
banks and subsidized and direct credits, also acted to reinforce the 
incentives for import substitution industrialization and create additional 
barriers to entry and mobility. A wide range of other enterprise regulations 
were also employed to guil..'e and control private sector development. 1 
Attendant on these restrictions and controls were a wide variety of rent
seeking activities that served to increase the costs of doing business. 

2. The result of these policies was a private sector that was highly 
inward-oriented, heavily regulated and controlled by Government, and 
relatively small in size and scope. 

Deregulation and The Private Sector. 1983-90 

3. Two major external shocks, the sharp drop in ir.ternational oil 
prices,2 and a large rise in external debt3 provided the impetus for 
deregulation in the 1980s. The Government undertook strong macro-economic 
stabilization measures between 1983-85 in response to the fall in oil prices 

1For example, local content programs. import licensing requirements. export 
restrictions, bans on investment in small-scale sector, minimum local ownership 
and divestiture requirements for foreign investment, labor restrictions. 
restrictions on land ownership. and access of foreign firms to markets and 
domestic financing. 

2A nearly two-thirds real decline in oil prices took place between 1981-
1988. 

'Caused in part by depreciation of the US dollar vis-a-vis other currencies 
since a large part of exterr~l debt was denominated in currencies other than the 
US dollar. 
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and revenues. 4Subsequently, since 1985, it has continued strong stabilization 
measures, but this time accompanied by far-reaching economic deregulation to 
enhance the efficient role of the private sector in the economy. 

4. The directions of the deregulation measures have been a major re-
orientation of the incentive regime towards more internationally competitive 
economic activities; a significant reduction of barriers to entry and mobility 
of private investment; and far-reaching improvements in the efficiency of the 
supporting framework for private sector development. A description of the 
main deregulation measures is provided in Box. A.1 ~ 

'These are described in detail ill -Indonesia: Strategy For Growth and 
Structural Change, World Bank Report No. 77SS-IND-, 1989. 

'Details of these deregulation measures are c1escri~:ed in -Indonesia: 
Foundations For Sustained Growth, World Bank Report No. 84SS-IND-, 1990; in 
-Indonesia; Entemrise ReIW1atiPDS Reforms, World Bank, Draft- 1990. and in 
-Indonesia: Financial Sector Report, World Bank Report No. S159-IND-, 1990. 
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Box A.l: Economic Deregulation Measures in Indonesia: 1983-90 

Incentive Regime Change: The most important change has been a large, 
about 55%, real exchange rate depreciation between 1981-89, and an actively 
~naged float of the Rupiah. In addition, four major trade policy reform 
packages were undertaken between 1985-89 addressing three principal areas: (a) 
greatly increased access to duty-free imports for exporters; (b) a significant 
reduction in average (unweighted) nominal import tariff-rates, from 37% before 
1985 to 27% in 1989; and (c) a sharp reduction in the coverage of non-tariff 
barriers to imports, from 41% of domestic production in 1986 to about 29% in 
1989, especially concentrated in manufacturing. 

Entry and Mobility of Private Investment: Three distinct and 
successive phases of reforms were undertaken starting in 1983 to deregulate 
private investment activity: (a) streamlining investment approval; (b) opening 
up more fields and room for expansion to private investment; and (c) shift to 
a small negative investment list since 1989, thereby pe~itting private 
investment. both domestic and foreign. in the vast majority of all investment 
areas. In addition. the Government has reduced many of the restrictions on 
foreign investment. by relaxing ownership controls and divestiture 
requirements. reducing the differences in treatment of domestic and foreign 
firms in access to markets and financing. lowering minimum investment 
requirements, and removing restrictions on the employm~nt of expatriates, 
especially for export-oriented firms. 

Supporting Framework For Private Sector Development: Many far
reaching deregulation measures have been undertaken. In the financial sector, 
the Government deregulated interest rates and replaced credit ceilings by a 
system of reserve money management in 1983. Subsequently. a maj or reform I 

package was undertaken in 1988 eliminating barriers to entry for private banks 
and non-bank financial institutions. and encouraging the growth of capital 
markets. amongst other measures. This was followed in 1990 by the virtual 
elimination of directed and subsidized liquidity credits. Cumbersome customs 
procedures and port operations were earlier a source of high costs in private 
sector trade and exporting. A related barrier was the high costs of maritime 
shipping. In 1985, a major package of reforms were undertaken that abolished 
and/or simplified many of the customs procedures and handed over inspection 
se~?ices to a privat~ organization for shipments over US$ 5000. It also 
reorganized port operations, deregulated freight-forwarding and other 
services. and opened up all major ports to foreign-flag shipping lines. In 
1988. the Government introduced further sweeping reforms of maritime 
transport. to reduce and simplify licensing requirements and further reduce 
barriers to entry. Local content programs have also been made more flexible 
in recent years. to allow manufacturers to raise efficiency in domestic 
production. Finally, under a new policy for industrial estate development 
since 1989. the private sector has been permitted entry. and under lease terms 
that effectively extend lease rights on land to about 80 years, instead of an 
earlier 20 years. A similar approach has been extendrd to new investments in 
agricultural plantations since 1990. 
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The Private Sector Response 

5. The private sector has responded effectively. The most important 
response has been the re-orientation of production for exports. Non-oil 
exports, mostly undertaken by the private sector, have increased several-fold 
in value, fully offsetting the fall in oil exports. Led by export growth, the 
manufacturing sector has accelerated its growth to over 12, p.a., and overall 
economic growth has been in excess of 5' p.a .. The effects on employment 
growth and real wages have also been positive. Finally, there has been a 
surge in new investment activity by the private sector in response to the 
deregulation measures (see Box A.2). 

6. The private sector in Indonesia has, thus, undergone a marked 
transformation since 1985. It has increased many times in size and and in the 
scope of its activities. It is strongly outward-oriented, competing more 
effectiv~ly with the rest o~ the w~rld, and attracting sizeable foreign direct 
investment. It 1s also now much less regulated and controlled by Government. 
and is the main source of overall economic growth. 
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Box AL2: The Private Sector Response to Deregulation in Indonesia 

Exports: Non-oil exports, mostly undertaken by the private sector, 
~ave increased in value from US$ 3.9 billion in 1982/3 to over US$ 14 billion 
in 1989/90, fully offsetting the fall in oil exports, and increasing the share 
of non-oil exports in total from 21% in 1982/3 to 61% in 1988/9. The ratio of 
non-oil exports to GDP has also increased from about 6.8% in 1980 to about 15% 
in 1988. 

Manufacturing Growth! The strongest source of growth in non-oil 
exports has been the manufacturing sector. A diversified bundle of new 
manufacturing exports (i.e. other than textiles and wood products) has, in 
turn, been the most important source of growth. The effect of export-led 
growth has been an acceleration in manufacturing growth to over 12% p.a. since 
1986, one of the fastest among developing countries, and economic growth in 
the non-oil sector in excess of of 7% p.a .• 

Employment and Vages: Growth in employment in manufacturing has 
expanded by an estimated 10% p.a. since 1985, much faster than in any other 
period, partly as a result of fast output growth, but more importantly, as a 
result of the shift to labor-intensive manufactures for exports. Real wages 
have increased significantly since 1981. 

Inyestment: After falling between 1983-85, 4-~ual domestic investment 
approvals picked up and rose by 230% in 1987, and another 43% in 1988, 
reaching a record level equivalent to US$ 8.7 billion. Foreign investment ha~ 
responded equally strongly, with annual investment approvals riSing by 300% ir 
1988, to reach a level of about US$ 4.4 billion. These trends of rising 
investment approvals have continued into 1989. A distinctive feature is that 
nearly two-thirds of new investment proposals have been in exportable sectors, 
instead of in importable sectors, in contrast to the situation prevailing 
earlier. There are also indicators that show a marked rise in the efficiency 
of investment at the enterprise-level and in aggregate since 1985. 

Financial Markets: A mirror to the greatly increased real role of thE 
private sector since deregulation is found in the recent growth of financial 
and capital markets. Since 1988, there has been a dramatic increase in 
competition in banking, with 28 new national banks, 11 joint ventures with 
foreign banks, and 140 secondary banks having been licensed. More than 1300 
new bank branches have been opened, nearly doubling the previous number of 
branches. Gross assets of the financial sector has more than quadrupled 
between 1982-89, and private savings intermediated through the financial 
system as a proportion of total national savings have increased from 16% 
during 1978-82 to 38% in 1989. There has also been a surge in activities in 
the capital markets, with stock turnover in the Jakarta Stock ExchAllge rising 
from US$400 thousand a day in July, 1988 to US$ 6 million a day in December, 
1989. Capitalization has risen from US$ 300 million in 1988 to US$ 3.3 
~illion in end-1989. And 89 stocks are now listed, with another 85 companies 
in the pipeline, compared to only 24 listed stocks before 1988. 
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Deresulation and The Administrative Law Framework: 
The State and The Private Sector 

A. Deresu1ation and Administrative Law Framewoxk 

Annex 2 to 
Chapter 1 

1. The Government has directly exercised important law-making, 
interpretation, and enforcement functions in Indonesia through the 
administrative law framework. Under such a system, wide powers have been 
delegated to the executive branches of Government, through umbrella 
legislation (e.g. Basic Laws), to issue detailed regulations, and to enforce 
them. 1 In Indonesia, the administrative law framework has acquired even 
greater force than in other countries because of the practice that the Basic 
Laws contain fairly general princ:ples. It has been particularly important in 
macroeconomic areas i.e. in regard to laws setting out the basic economic 
powers of the State, in defining the relationship between the State and the 
private sector, and in defining the scope of economic activities of the 
private sector. 

2. The Government has been able to successfully undertake the recent 
wide-ranging economic deregulation largely because of the importance of the 
administrative law framework. The Government, especially the economic 
ministries, have effectively used these powers to repeal earlier restrictive 
regulations speedily and flexibly. In areas where it was important to enact 
new laws, such as in taxation (and in banking and capital markets now under 
consideration), the economic ministries have also been able to act relatively 
quickly. 

B. Some Remaining Issues in the Administrative Law Framework 

3. Nevertheless, some issues remain outstanding. The requirements for 
various licenses and compliance with a large number of regulations are still 
large, especially in the case of local government level licenses and 
regulations. Inadequate information regarding numerous regulations and 
possible inconsistencies between them are other areas requiring attention. 
Continuing administrative and regulatory reforms are therefore important. In 
critical infrastructure servi~e areas such as road transport, domestic trade, 
power, and telecommunications, the private sector's role could also be 
considerably enhanced by legal and regulatory reforms. In addition, there are 
issues ou~standing with regard to some basic areas of private sector 
functioning. 

4. tinS. Among the first Basic Laws enacted in the 1960s was the Basic 
Agrarian Law (1960), wherein the right to own land was restricted to 

lTypically, through Presidential Decrees, Gov~rnmental and Ministerial 
Regulations, and administrative decisions and circulars. 
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individual citizens and the State, and all others, including corporations and 
foreigners were only allowed lease rights of varying tenure, usually for 
relatively short periods, and for specific purposes. The 1960 Agrarian Law 
was very important in ending the duality of land laws (between customary and 
national laws), iu recognizing private property rights to land (the most 
widely held and valuable form of private property), and in setting out the 
intent to title and register these rights. Land reforms were also an 
important agenda. However, because land reforms were difficult to implement, 
it contributed to a slowdown in the subsequent implementation of the 
Government's intent to title and register all land. As a result, Indonesia 
still faces formidable difficulties in regard to the functioning of private 
land markets. The short leases on land held by business entities, although 
they are transferable and mortgageable, have constituted another major barrier 
to private d~velopment of land. However, in recent years, the Government has 
adopted a pragmatic approach to land own~rship, titlin~, transfer, and lease 
problems. Policies are being considered to improve the functioning of 
institutions dealing with land, which might lead to more effective 
implementation of the titling and registration of lands. Lease terms for 
industrial estate and agricultural plantations have already been extended by 
changes in regulations. The Basic Law appears to provide an effective 
framework, and the main issue for the future is effective implementation that 
will allow land markets to work efficiently. 

5. Private Inyestment. Another critical area in the relationship 
between the State and the private sector is laws governing private domestic 
and foreign investment. The Parliament passed the Foreign Investment Laws in 
1967 (amended in 1970), and the Domestic Investment Laws in 1968. These two 
Basic Lavs still provide the umbrella legislation governing investment 
activities by the private sector. Reflecting the stance of economic policies 
at the time, these laws give wide delegated powers to the Government to direct 
and control private investment. Subsequent deregulation of investment 
controls, as described in the previous section, have considerably diluted 
restrictions on private investment activity in the economy. It has also 
succeeded in attracting a sizeable investment response. The regulations/laws 
therefore do not represent major bottlenecks for private sector economic 
activities, at least in the near future. But in the longer-term, a revision 
of the laws and regulations may be called for since there are still 
considerable restrictions in the overall framework, for example, in regard to 
divestiture requirements for foreign investors, and restrictions on small
scale sector investments. 

6. Taxation. A third important area is taxation. In 1984, new Tax Laws 
were legislated that adopted many features of a modern economic tax system, by 
eliminating a wide variety of tax-exemptions and loopholes, simplifying the 
tax structure, relying on relatively low tax rates, and extending the tax 
base. These reforms have resulted in major gains in domestic resource 
mobilization, and efficiency and equity. 

7. Banking and Financial Markets. Banks and financial institutions play 
a larger role than most market organizations in the economy, because they hold 
an important part of the money supply, create money, are the main instruments 
of implementing monetary policy, and are in the nature of trusts sanctioned by 
Government to intermediate between savers and investors. Consequently, the 
regulation of banking and financial markets by Government is considered to be 
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essential. Three sets of different banking laws were legislated in the 1960s: 
(a) the 1967 Central Banking Act which set out the functions and obligations 
of Bank Indonesia; (b) the 1969 Banking Act which set out the functions and 
obligations of the commercial banks; and (c) various laws enacted at different 
points of time establishing iriividua1 state-owned banks. At the time that 
these laws were adopted. the banking sector was almost wholly state-owned. 
The principal task was seen to be to mobilize resources and direct credit 
towards preferred sectors and purposes. Wide powers were also delegated to 
the Government to achieve these objectives. Since 1983. and as described in 
the previous section, the Government has deregulated the financial sector 
permitting entry and expansion of private banks and providing for a more 
market-oriented and competitive banking sector. 

8. Capital markets have operated without an umbrella legislation. 
However, under the powers delegated to the Government in the banking and 
financial markets laws. the Government has been delegated authority to 
formulate regulations for the development of capital markets. Both in regard 
to the banking sector and in regard to the capital markets, with the recent 
deregulation there has been very rapid expansion of the market and 
institutions. As a consequence, there is an urgent requirement for prudential 
banking regulations and for capital market regulations to substitute for 
direct controls in ensuring the safety and stability of the financial system. 
The Government is currently considering enactment of new banking laws, as well 
as insurance laws, and new laws/regulations covering capital markets that are 
expected to address these issues. It is of some urgency that these new laws 
and regulations be implemented and institutions strengthened to implement 
their regulatory functions. 

9. Intellectual Property. The Government has enacted a Copyright Law in 
1987, and a Patent Law is being reviewed by the Parliament and is expected to 
be legislated shortly. These are expected to address the concerns of the 
foreign community with regard to adequate protection of intellectual property 
rights in the framework of laws in Indonesia. 

10. l&b!n:. Indonesia enacted a comprehensive Labor Law in 1969. The 
intent of the law is to provide extensive protection to workers, and 
considerable powers are delegated to the Government to ensu.e the objectives. 
The basic framework of labor laws are sound, and the main problems facing the 
private sector are the excessive reporting requirements and formalities 
imposed, and lack of flexibility in implementing regulations, particularly in 
regard to working conditions, minimum wage and overtime requirements, 
termination of employees, and employment of foreigners. The regulations are 
not observed and/or of~en evaded by employe4s. They have also not been 
strictly enforced by the Government. Tlle Government has also adopted a 
pragmatic approach, for example, by relaxing the strict restrictions on 
employment of foreigners in export-oriented activities. As a result, labor 
laws and regulations have not so far proven to be a deterrent to e~loyment 
and private sector activities. Very recently, however, the Government has 
sought to tighten the enforcement of labor regulations--by prosecuting 
employers for violation of minimum wage laws and other regulations. This 
heightens the importance of a review of the existing labor regulations, to 
ensure that strict enforcement of rigid labor laws do not end up in 
constraining employment and distorting the functioning of labor markets. 


