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ABSTRACT 

Analysis of the role of law in Indonesian economic development covers the three regimes of 
governments: Old Order Government (Orde Lama) after Independence until 1965, New Order 
Government (Orde Baru) between 1966 until 1998, and Reformation Government (Reformasi) after 
1998 until now. Although since the Independence, there had been gradual improvement in the role 
of law in Indonesian development, it must be said that law has never been functioned by the 
government as a tool of developing Indonesian economy.  
The analysis will bring us to understand why it is very difficult to develop Indonesian economy up 
to now without proper legal and effective judicial system as well as strong law enforcement. The 
lack of those factors has caused unpredictability, uncertainty and inefficiency for anybody doing 
business in Indonesia that finally weakens Indonesian economy.  Indonesia’s experience confirms 
the long held principle that proper legal and judicial systems are prerequisite for long and 
sustainable economic growth. 
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INTRODUCTION 

This article analyses the role of law in the development of Indonesian economy, since 

Indonesia gained its Independence until today. The analysis is structured in three sections. Each 

section will analyse the role of law in Indonesian economic development during each of the three 

government eras: The era of Old Order Government (Orde Lama) between 1945 until 1966, the era 

of New Order Government (Orde Baru) between 1966 and 1998, and the era of Reformation 

Government (Reformasi) after 1998 until now.  

 The role of law in the development of Indonesian economy is determined by two different 

views. The first view demonstrated that Indonesia did not put importance on the role of law. For 

example, the World Bank’s East Asian Miracle Report 1993 mentioned law only peripherally as the 

contributing factor for Indonesian economic development. The Report confirmed the common 

view held in Asian countries, including Indonesia, that government policies, institutions, and 

government interventions played more important role than law and legal system, for the economic 

development of Asian countries.  The second view argued for the increased role of law and legal 

system and demanded less government intervention for the recovery and development of 

Indonesian economy. This second view came several times to surface only when Indonesia 

experienced economic crisis that brought down each of the ruling governments. 
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 This article will bring us to understand how Indonesia, since its Independence, 

experimented with these two views of the role of law in the development of Indonesian economy. 

The first two sections of this article will explain that the Old Order Government and New Order 

Government did not emphasise the role of law for the development of Indonesian economy, while 

the third section of this article will explain the increased role of law for Indonesian economic 

development during the Reformation Government but with questionable results. Finally, this 

article will find out the implication of abandoning the role of law in the development of 

Indonesian economy, will explain why it is very difficult to develop Indonesian economy up to 

now without proper legal and effective judicial system, and what lesson Indonesia must learn to 

develop its economy: Recognising the role of law or ignoring the role of law in developing 

Indonesian economy. 

 

ANALYSIS 

The Era of Old Order Government (Orde Lama) 

This era was led by President Soekarno, since Independence until 1966. Based on Article II 

of the Transitional Provisions of the Indonesian Constitution 1945 (before the Amendment), the 

Soekarno government adopted all Dutch colonial Acts, into Indonesia’s legal system. There was an 

urge from Indonesian legal scholars for modernisation of the colonial law. However, because of 

both the continuing struggles against the Dutch and frequent domestic political crises, the Old 

Order Government did not make a lot of effort to reform or modernise Indonesian law, except in 

few fields, such as, agrarian law, family law and inheritance law. Those laws had been regarded to 

involve sensitive issues related to land ownership and Indonesian religious beliefs that differed 

from the Dutch’s ones (Linnan 2008). 

 Because of continuous cabinet rise and fall during his government, Soekarno 

implemented the ideology of Guided Democracy (Demokrasi Terpimpin) in 1957. It was 

implemented as an attempt to bring about political stability that was lacking due to political 

fractions among religious, nationalist, communist political parties, and the army. The Guided 

Democracy gave more authority to Soekarno over the legislature and judiciary, and granted him 

‘Presidency for Life’. Under the Guided Democracy that centralised power to Soekarno, 

Indonesian economy was governed under the ideology of Guided Economy (Ekonomi Terpimpin). 

Both Guided Democracy and Guided Economy ideologies reflected Soekarno’s opposition to 

Liberal Democracy political system that according to him had brought political instability in his 

government during 1950 to 1959. Guided Economy did not recognise some common economic 

norms or practices, such as, market economic mechanism, state budget control, foreign investment, 

foreign aid, as well as foreign import. Soekarno forbade import even on basic necessities, such as 
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rice, used state budget to subsidise heavily most of public consumptions, created high artificial 

value of Indonesian currency, ordered the Indonesian Central Bank to stop publishing its financial 

statement, and controlled all banking activities, including setting the interest rate (Linnan 2008; 

Budiman & Soesastro 2005). The goal of Soekarno’s Guided Economy was to achieve self reliance 

and self sufficiency for Indonesians based on state-owned capital (Hill 2000; Joshua 2008). 

Soekarno’s policy that ignored common economic forms finally resulted  in economic chaos, 

marked by plummeting Gross Domestic Product, rising inflation and budget deficit, foreign 

investment withdrawal, and sharp devaluation of Indonesian currency as much as  99.55% 

(Budiman & Soesastro 2005; Sumarto 1989). 

 The declining economic situation triggered political chaos that led to a failed coup by the 

Indonesian Communist Party (PKI), on the night of 30 September 1965. The failed coup effectively 

ended the Old Regime era, as the army, successfully fought back the communists and took 

effective control of government business (International Commission of Jurists and the Netherlands 

Institute of Human Rights 1987). As a result, Soekarno was put under house arrest and in March 

1966 he was forced to authorise General Soeharto, the Chief of the Army Strategic Command, to 

exercise the power of the presidency. 

In conclusion, during the Old Government era, law did not play any role in developing 

Indonesian economy. It was Soekarno’s policy and ideology that directed the development of 

Indonesian economy. Unfortunately, his policy and ideology for Indonesian economy denied 

common economic norms so that they created unfavourable environment for both Indonesians and 

foreigners to conduct economic activities in Indonesia. As a result, there had been economic 

collapse that brought political upheaval and ended his government. 

 

The Era of New Order Government (Orde Baru) 

Government Priorities 

The New Order Government led by the Acting President, General Soeharto, rose to full 

power in 1970 following the death of President Soekarno. President Soeharto called his 

government as the ‘New Order’ and President Soekarno’s as ‘Old Order’ to show his ideological 

reversal from Soekarno’s in both internal and external policy (International Commission of Jurists 

and the Netherlands Institute of Human Rights 1987). When elected Acting President in 1967, 

Soeharto inherited a bad economic situation and political instability from the Soekarno 

government. There was only an average 2% annual growth in Gross Domestic Product (GDP), 

investment in public and private sectors had declined and the annual rate of inflation had 

accelerated over 600% (UNDP 2009). 
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 At the outset of his administration, Soeharto set two priorities: achieving stability and 

promoting economic development to slow down inflation, to increase export production and to 

secure an adequate provision of rice, the main staple for Indonesians (International Commission of 

Jurists and the Netherlands Institute of Human Rights 1987). To achieve these objectives, the 

government needed political stability. The government had learned that although from 1950 to 

1957, democratic life had flourished in Indonesia, yet many basic economic and social problems 

had been abandoned. Polarisation and political conflicts had weakened the country’s ability to 

develop its economy (The 22nd KOMPAS Economic Expert Panel Discussion 1995). Therefore, 

although many Indonesians started demanding the restoration of the rule of law and a 

constitutional state (rechtstaat), that had been suppressed by Soekarno Government (Lev 1990), the 

New Order government continued the Soekarno’s political model of Guided Democracy, albeit 

under a new name, Pancasila Democracy (Demokrasi Pancasila).  The only exception was Soeharto’s 

abandoning Soekarno’s left-wing or communism political alliance. In other words, the executive 

continued to dominate the Indonesian political system with the legislature and judiciary under its 

firm control (Lindsey & Santoso 2008).  

 As a reversal of Soekarno’s policy, Soeharto government reintegrated Indonesian economy 

with the West and with the world bodies of World Bank and International Monetary Fund. Under 

the guidance from Indonesian technocrats and the World Bank, Soeharto government changed its 

economic policy from the development based on import substitution, to a strategy of export-

oriented industrialisation (Robison & Hewison 1987). As a result, since 1982, Indonesia left its 

status as a low-income developing country and entered the group of middle-income countries 

(Keating 1998). In the following fifteen years, the government had been able to accelerate the rate 

of annual economic growth to a level in excess of 6%, control inflation, transform the economy to 

manufacturing and industry-based economy, raise levels of health care and education and reduce 

the level of absolute poverty from 58% to 17% (World Bank 1993). 

 Political stability and economic development were the main priorities for the New Order 

government. The law reform was conducted only to support political stability and to meet 

demands of foreign investors as well as Western industrialised countries that were the major 

markets for Indonesian exports, plus, to follow the World Bank’s Structural Adjustment Policy 

(Kusumadara 2008). Law was never genuinely part of the Indonesian development. 
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Economic Development without Law 

 Unlike Western industrialised countries that believe the economic development is upheld 

by law to provide certainty and predictability for economic players (Trubek 1972)1, in Indonesia, 

the economic development was not backed up by law. Instead, it was founded on the government 

policy and political interest. In collaboration with the Indonesian legislative body that was under 

his authoritarian control, Soeharto was able to implement his policy for Indonesian development 

and enacted it as a state law. The Indonesian rubber-stamp legislature, The People's Consultative 

Assembly (MPR) always approved Soeharto’s development policy that was drafted into the Broad 

Guidelines of State Policy (Garis-garis Besar Haluan Negara/GBHN) and  in every five years the MPR 

always passed the MPR Regulations (Ketetapan MPR) which gave mandate to President Soeharto to 

enforce the GBHN. With the mandate given by the MPR, Soeharto could easily carry out his own 

policy to lead the Indonesian development. 

 Before 1993, the GBHN never recognised the development of law as an independent part 

of the national development program. The development of law was categorised as part of the 

development of politics, state apparatus, information, communication, and mass-media (Kompas 

1993, December 1). Therefore, for 25 years, law became a neglected field in Indonesian 

development. The Soeharto government always gave priority on economic development in each of 

the GBHN as they considered economy as the main drive of national development. Only after 

1993, did the GBHN recognize law as an independent field of development, together with 

i)economy, ii)public welfare, education and culture, iii)religion and belief, iv)science and 

technology, v)politics, state apparatus, information, communication, and mass-media, vi)security 

and defence. 

 The government often maintained that a strong government, able to promote political 

stability, was important to develop the Indonesian economy. This argument was also supported by 

some Indonesian economists, for instance, Umar Juoro, who iterated that since Indonesian 

economic law was still insufficient, the government intervention in Indonesian economy was 

acceptable (Juoro 1996). However, many other Indonesian economists doubted this kind of view. 

They argued that the strong government necessary to develop the Indonesian economy had to be a 

clean government that abode by the Rule of Law principle (The 22nd KOMPAS Economic Expert 

Panel Discussion 1995). Meanwhile the Soeharto government was not considered by many as a 

clean government as it often ignored the Rule of Law. For example, between 1993 and 1998, 

Soeharto issued 79 Presidential Decrees that violated the hierarchy of law in Indonesia and harmed 

public interest, as most of those Decrees were issued to protect the business interests of his family 

                                                           
1 This view is associated with Max Weber’s theory. 
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members, relatives, and cronies. Therefore, some Indonesian legal experts also voiced their 

concern that there had been lack of checks and balances in statism of Indonesian economy, 

allowing widespread corruption by state officials. 

 Indonesian impressive economic growth and improvements in living standards despite 

the undemocratic and authoritarian rule of Soeharto government, got praise from the World Bank 

and IMF.  

 On 30 September 1993, the World Bank published its study reported in ‘The East Asian 

Miracle: Economic Growth and Public Policy’, that categorised Indonesia, together with Malaysia 

and Thailand as a ‘newly industrializing economy’ and one of the ‘high-performing Asian 

economies’ (HPAEs).2 In this report, the World Bank praised the role of government policies and 

government intervention for the success of economic development in Indonesia as well as in other 

HPAEs. In their study the World Bank found the role of the legal system only peripheral for the 

economic growth of the HPAEs. 

 This report raised discussion among legal experts, economists, and sociologists about the 

relationship between law and economic development. There had been a tension between the two 

views of the role of law or legal system for a country’s economic development. The view, 

associated first with Max Weber’s theory and later with David Friedman’s and Richard Posner’s 

theories emphasised the role of legal system to support economic development. Their theory 

argues that legal system, which must be rational, underpins economic growth by providing 

predictable and calculable atmosphere so that it will lead to certainty and efficiency, essential to 

any economic activity (Trubek 1972; Friedman 2001; Parsons 2003; Posner 2007; Deflem 2008). On 

the other hand, most accounts of rapid economic growth in Asia, including Indonesia, was based 

on the other view that did not emphasise the role of formal legal system. This latter view gave 

more accounts on government policies and institutions for the development of Asian economy 

(World Bank 1993). 

 Many Indonesian scholars accepted the World Bank report with caution. Some 

questioned the World Bank report that paid attention to the Indonesia’s economic growth, yet took 

no account of the cost of the economic growth that endangered future development and could cost 

Indonesian prosperity. The World Bank report did not mention the costs that Indonesians had to 

pay for the high economic growth, such as, polluted and destroyed environment caused by 

industrialisation and rapid deforestation, labour exploitation and land expropriation without just 

compensation. Many analysed that in the long run, these costs will overrun the Indonesian 

economic growth. 

                                                           
2 The other high performing Asian economies were Japan, Hong Kong, Singapore, Taiwan, South Korea. 
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 A respected Indonesian economist, Iwan Jaya Azis, commented the World Bank report, 

by saying that the high economic growth in Indonesia did not make Indonesian economy efficient.  

He said that the lack of economic regulation and transparency in Indonesia had made the 

economic growth be enjoyed only by those who had monopoly over Indonesian economy. The 

monopoly and lack of transparency caused uneven distribution of business opportunities, and 

created a rent seeking, inefficient, high-cost economy in Indonesia (Kompas 1993, October 21 & 22). 

This inefficient economy lowers the growth of productivity among Indonesian businesses. Azis’ 

opinion certainly met the theory promoted by David Friedman and Richard Posner who argue that  

economic efficiency could be maximised by legal rules (Friedman 2001; Posner 2007) 

 Indonesia’s high level of economic growth reported in the World Bank ‘The East Asian 

Miracle’ also masked a number of fundamental weaknesses in Indonesian economy. Indonesian 

judicial system was very weak and law enforcement was very poor, mostly caused by systemic 

corruption and the judiciary’s lack of independence from the political interference. Because of the 

weak legal system, there was no effective way to enforce business contracts, collect debts, secured 

liens, or sue for bankruptcy. Many court rulings in Indonesia were very controversial because 

often did not respect parties’ agreements and were unwilling to execute collaterals of secured 

promissory notes. This caused serious inefficiency and uncertainty in doing business in Indonesia 

(Himawan 1993). 

 Unethical business practices had also grew rapidly between 1980s until 1998. Yet, 

Soeharto government always resisted the calls from economists and lawyers to issue regulations to 

control widespread unethical business practices, such as, unfair competition. Soeharto was always 

against the enactment of anti-monopoly law, as according to him, the Indonesian Constitution did 

not forbid monopolies (Jakarta Post 1994, May 30). He himself and his ministers regularly issued 

decrees that granted monopoly, business privileges and trade protection, to Soeharto’s family and 

cronies and subsidised their businesses heavily with soft loans from state owned banks. The 

issuance of those decrees often violated the due process of law. The monopoly and business 

privileges granted to Soeharto’s family and cronies covered wide arrays of economic activities, 

such as, the marketing of cloves and oranges, car manufacturing, production of cements, fertilisers, 

flours, noodles, papers, distribution of livestock feeds and importation of agricultural products 

(Rachbini 1994). All these unregulated and unethical business practices decreased the economic 

efficiency and productivity in Indonesia, while increased the ICOR (Incremental Capital Output 

Ratio) and DSR (Debt Service Ratio). Indonesian economic players lost their competitiveness in 

international market because of their inefficiency and were unable to survive in international 

market because of their rent seeking behaviour (Kompas 1995, December 22).  
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 In line with the criticism voiced by Indonesian economists and lawyers, the World Bank 

and the consortium of donors for Indonesia, the CGI3 (Consultative Group on Indonesia) in 1995, 

demanded the Indonesian government to implement good and clean government and were very 

concerned about the lack of transparency, inefficiency, distortion and high-cost of Indonesian 

economy. They criticised both the lack of regulations to control unfair trade practices and 

monopoly, and the over-regulation of commercial system to protect the businesses of Soeharto’s 

family (Kompas 1994, December 10; Kompas 1995, July 17). The World Bank’s and CGI’s critical 

assessment toward the flawed legal system in Indonesia came as a surprise, as 2 years earlier, the 

World Bank, in its report, praised Indonesia’s economic growth while being silent on the role of 

Indonesian legal system.  

 Another fundamental weakness in Indonesian economy was its banking system. It was 

lacking most of the normal prudential checks and balances. Deregulation of the banking sector in 

the early 1990s led to the proliferation of private banks. Most of them were set up by or in close 

association with Indonesian conglomerates, to finance their businesses (Brown 1998). Majority of 

private banks and all six state owned banks ignored the banking laws and widely violated 

prudential regulations, including the 3Ls (legal lending limit). The Indonesian Central Bank, Bank 

Indonesia, turned a blind eye to the violation of prudential regulations and even tried to cover up 

most of bad loans plagued the state owned banks (Kompas 1995, September 30). It became 

commonplace for banks to lend money under extremely favourable terms and often without any 

collaterals or collaterals with much lower value than the loan, to business affiliates or businessmen 

with strong government backing (Kompas 1994, February 8). The Indonesian court system was 

unable to collect debts and executed liens, as the Supreme Court had issued several controversial 

Circular Letters in 1986 that removed the executorial title of all secured credit agreements on its 

liens (Supreme Court Circular Letters No. 213/229/05/II/UM-TU/Pdt dated 16 April 1985; No. 

133/154/86/UM-TU/Pdt dated 18 March 1986; and No. 147/186/86/II/LM-TU/Pdt dated 1 April 

1986). Widespread violation of banking regulations created massive non-performing loans in 

Indonesian banking system. This led to the collapsed banking system in Indonesia in the wake of 

the Asian financial crisis in 1997-1998. The cost to recover the collapsed banking system later on 

was equal to 40% of Indonesia’s GDP (McLeod 2003). 

The Collapse of Indonesian Economy 

 Widespread illegal and unethical business practices had increased the Indonesia’s ICOR 

and DSR, drained Indonesia’s capital reserves and weakened Indonesia’s economy. When the 

                                                           
3 The CGI, established in 1992, was a consortium of countries and institutions providing loans to Indonesia. It was 

dissolved by the Indonesian government in January 2007. 
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Asian financial crisis began to affect Indonesia in mid-1997, the Indonesian fragile economy could 

not stop the free fall of the Indonesian currency’s (Rupiah) value. In October 1997, Soeharto 

government had to call in the IMF. The IMF rescue package was intended to stabilise the Rupiah’s 

value, to correct the fundamental causes of Indonesia’s financial difficulties and to restore market 

confidence. The terms of the agreement between Indonesia and the IMF in the rescue package 

were outlined in a Letter of Intent of Indonesian government to the IMF, dated October 31, 1997. 

The agreement included restructuring the banking system, eliminating the high tariff barrier, 

phasing out import and marketing monopolies and price controls on agricultural commodities. 

But, this effort failed to have the desired effect. The value of Rupiah continued to depreciate 

sharply from around 4,000 to $1 in the beginning of the crisis, to over 12,000 to $1. Analysts rapidly 

concluded that Indonesia no longer had the capital reserves to stabilise the Rupiah (Brown 1998). 

 The failure of the IMF rescue package was partly caused by the enormous size of 

Indonesian debt (both private and public sectors), and partly caused by the market’s loss of 

confidence in the seriousness and preparedness of the Soeharto government to abide by the terms 

of their own Letter of Intent. Although the agreement between the Indonesian government and 

IMF contained economic policy reform, but the reform did not go far enough to remove unfair 

economic privileges and rent-seeking facilities given to Soeharto’s family members and cronies.  

As a matter of fact, the Letter of Intent of 31 October 1997 did not touch some of the most 

damaging economic policies, namely, the National Car Program4 which violated the GATT and 

TRIMs Agreements, and the clove marketing monopoly5, both involving the son of President 

Soeharto. The Indonesian government itself, in the second round of rescue package negotiations 

with the IMF, acknowledged that ‘[t]he enormous depreciation of the rupiah did not seem to stem 

from macroeconomic imbalances, which remained quite modest. Instead, the large depreciation 

reflected a severe loss of confidence in the currency, the financial sector, and the overall economy.’ 

(IMF & Indonesia 1998). Despite this acknowledgment, when Soeharto was re-elected President by 

the largely hand-picked Parliament in March 1998, he continued his cronyism policy. Soeharto 

nominated his protégé, B J Habibie, as his Vice President, and many of his Cabinet members were 

of his family members and business associates. 

                                                           
4  The National Car Program granted tax, tariff and soft loan benefits to an automobile company, PT Timor Putra 

Nasional (TPN), owned by Soeharto’s son, Hutomo Mandala Putra (Tommy). The tax, tariff and loan benefit given 
solely to TPN was unfair and violated the WTO’s GATT and TRIMs Agreement. 

5  Soeharto government granted clove trading monopoly to a private agency, the Clove Marketing and Buffer Stock 
Agency (BPPC), controlled by Soeharto’s son, Tommy. Under rent-seeking arrangement, the government required all 
Indonesian clove farmers to sell their crop to Tommy’s agency at Rp. 2,500 per kilogram and required cigarette 
companies to buy cloves from Tommy’s agency at Rp 12,500 per kilogram (O’Rourke 2002). 
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 International and national confidence in the Soeharto government began to crash. From 

this point on the Indonesian economic crisis was largely a problem of confidence rather than 

anything else.  The market lost its confidence to the government that did not respect legal norms 

and international agreements in running their country’s economy. 

 Foreign banks and companies started refusing to accept letters of credit issued by 

Indonesian banks, causing business injuries to many Indonesian companies that depended on 

imported materials. The banking system was getting deeper into crisis. Inflation was rising rapidly 

and reached 80% by the end of 1998 (World Trade Organisation 1998). Prices of basic necessities, 

such as foods, kerosene, fuel and electricity, also increased sharply. All of these led to public unrest 

and widespread riot throughout the country that forced President Soeharto to resign on 21 May 

1998 and his Vice President, B J Habibie became President. The economic collapse put an end to 

the New Order government. 

In summary, the high economic growth experienced by Indonesia during the New Order 

government was short-lived because the development of Indonesian economy was not backed up 

by law and proper legal system.  The lack of law and legal system had caused uncertainty for most 

economic players and created high-cost, inefficient economy that led to the increase of Indonesia’s 

ICOR and DSR. This kind of economy drained Indonesia’s capital reserves and made Indonesia 

vulnerable to the Asian financial crisis. 

 

The Era of Reformation Government (Reformasi) 

The Reform to Improve the Law and Legal System  

This era has been called the period of ‘Reformasi’ (Reform in Indonesian) due to a change 

of political environment that brings more liberal political and social environment, as well as 

greater freedom of speech in Indonesia after the end of the authoritarian President Suharto. The 

Reformation Era (1998 until present) has seen four presidents to govern Indonesia: B.J. Habibie, 

Abdurrahman Wahid, Megawati Sukarnoputri, and Susilo Bambang Yudhoyono.  

 In order not to repeat the political mistakes that toppled their predecessors, the 

presidents of the Reformation Era need to take a reversal policy of Soeharto’s and Soekarno’s. They 

have to establish a government which is democratic, abides by the Rule of Law, rejects 

authoritarianism, and respects human rights.  

One of important reforms undertaken in the Reformation Era is the passing of the 

Regional Autonomy legislations that consist of the Local Government Act No. 22/1999 as 

amended by the Act No. 32/2004, and the Act on the Fiscal Balance between the Central 

Government and the Regions No. 25/1999 as amended by the Act No. 33/2004. These Regional 

Autonomy legislations are intended to decentralise the Indonesian government and allow 
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provinces, cities and regencies to have more part in governing and managing the wealth of their 

regions. These legislations are in marked contrast with the centralised type of government under 

the New Order Era. 

Another important reform carried out during the Reformation Era is the enactment of 

many economic laws that previously were always opposed by President Soeharto. As part of the 

IMF economic rescue packages, the IMF required the Indonesian government to pledge in its 

Letters of Intent the enactment of, among others: The Anti-monopoly Act No. 5/1999; the 

Eradication of Corruption Act No. 31/1999 as amended by the Act No. 20/2001; the Act on Clean 

Government and Anti-Corruption, Collusion, and Nepotism No. 28/1999, the Indonesian Central 

Bank Act No. 23/1999 to strengthen the independence of the Bank Indonesia (Sadli 2005); the 

Bankruptcy Act No. 4/1998 as amended by the Act on Bankruptcy and Suspension of Debt 

Repayment No. 37/2004 to protect the rights of creditors and to speed up the debt settlement of 

many Indonesian enterprises; and the Oil and Gas Act No. 22/2001 to reform the inefficient energy 

sector in Indonesia. As part of the enactment of these legislations, the Indonesian government also 

established several institutions, such as, the Commercial Court to implement the Bankruptcy Act, 

the Business Competition Supervisory Commission (KPPU) to enforce the Anti-monopoly Act, and 

the Corruption Eradication Commission (Komisi Pemberantasan Korupsi) to enforce the anti-

corruption legislations.  

 

Barriers to Legal Reform That Hinder Economic Development 

Despite this impressive legal reform in Indonesia, the Reformation Era has seen many 

foreign investors leaving Indonesia, closing their Indonesian factories and relocating to Indonesian 

neighbouring countries. The number of foreign investors that close their factories in Indonesia is 

increasing during the Reformation Era, including big investors, such as Sony and Nike (Kompas 

2002, November 27 & 28).  In fact, the Reformation government was the only government in 

countries affected by the Asian financial crisis, which suffered the net negative inflow of foreign 

direct investment (FDI)6 (Porter & Ketels 2009; Gray 2002). Only after 2003, did the FDI net inflow 

in Indonesia return positive. In spite of this, according to the figures from the UNCTAD World 

Investment Report 2009, the FDI net inflow to Indonesia is still less than a half of that in the 1996-

1997.  With lack of investment, it will be very hard for the present Indonesian government to 

increase the Indonesia’s economic growth, GDP and per capita income. Investment provides jobs, 

facilitates trade and industrialisation. 

                                                           
6  Net negative inflow means that outflow of investment (or reinvestment of profits outside the country) exceeds inflow. 

FDI is investment in productive assets, not financial assets. It does not include short-term flows of money, such as 
portfolio investments and foreign exchange dealings.   
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The Asian Development Bank Report in 2005 pinpointed the decentralisation (regional 

autonomy) as one of main factors that deterred investors in Indonesia. Based on the Report, there 

was correlation between uncertainty or inefficiency of doing business in Indonesia and 

decentralisation. The Japan External Trade Organisation (JETRO) also mentioned the problems of 

increasingly complex and diverging regulations at the provincial and municipal levels in Indonesia 

as the cause of legal uncertainty (Kompas 2002, November 28).  

The hasty implementation of governmental and fiscal decentralisation since January 2001 

increasingly generated legal uncertainty. The decentralisation gave possibility to each local 

government at the provincial, regent, and city levels to issue local regulations that often 

overlapped each other. As a result, there have been thousands of duplicative local regulations, 

mostly legislations concerning taxes and levies to increase local revenue (Kompas 2003, August 

14). With the decentralisation, local governments also have the authority to approve investment in 

their regions (except for investment in oil and gas). Procedures to obtain investment permit have 

also become complicated, costly, and time-consuming in the absence of common procedures 

among local governments (OECD 2008). In practice these local regulations and policies have 

tended to create a high-cost economy, uncertainty, and inefficiency.  

To prevent further damage to the national economy, since 2001 until 2008 the Minister of 

Finance had requested the Minister of Domestic Affairs to annul 1,651 local regulations concerning 

taxes and levies.  The Minister of Finance regarded those local regulations unnecessarily hampered 

the trade flow and created high-cost economy (Tempo Interaktif 2008, May 21). Until March 31, 

2009, 2,097 local regulations had been annulled by the central government and many more 

problematic local regulations are still being reviewed by the central government (Kompas 2009, 

November 12).   

Besides the decentralisation, legal uncertainty during the Reformation Era is also caused 

by excessive and conflicting regulations. These regulations are often issued by different Ministerial 

Departments that lack coordination with each other.  Too many regulations force businesses to 

resort to informal payments or bribery to hasten the process of obtaining permits, clearances, and 

public services (Asian Development Bank 2005). This leads to high-cost economy and rampant 

corruption in Indonesia. The practice of informal payment and bribery during the Reformation Era 

is as widespread as that during the New Order Era. 

For example, the excessive and conflicting regulations had caused widespread bribery and 

corruption in the Indonesian Directorate General of Customs and Excise (Dirjen Bea Cukai). On  

May 30, 2008, in the office of Dirjen Bea Cukai at Tanjung Priok, Jakarta, the Corruption Eradication 

Commission (KPK) found a lot of bribery money and arrested several Dirjen Bea Cukai personnel 

who were caught red handed accepting bribe. Following the KPK raid, there had been delays in 
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the services of the Dirjen Bea Cukai at Tanjung Priok. The issuance of export-import clearance 

documents took 90% longer time than that prior to the KPK raid. This frustrated Indonesian 

exporting and importing companies. The investigation of KADIN (the Indonesian Chamber of 

Commerce and Industry) found that the Dirjen Bea Cukai had to deal with more than 1,000 

regulations issued by different Ministries that governed the flow of goods entering and leaving 

Indonesia. Besides being conflicting with each other, many of those regulations were neither 

specific nor explicit, therefore causing multi-interpretation among personnel at the Dirjen Bea Cukai 

and slowing down the export-import process. Both KADIN and the Director of Dirjen Bea Cukai 

agreed that these excessive, conflicting and vague regulations created unnecessary red-tape and 

bureaucratic burdens. The only way for many business people in Indonesia to cut short this 

bureaucratic red-tape was through informal payment and bribery to the personnel of 

governmental offices, including the Dirjen Bea Cukai (Kompas 2008. August 13). This incident in 

the office of Dirjen Bea Cukai, Tanjung Priok describes the problem of excessive and vague 

regulations issued by the Indonesian government that leads to corruption and high-cost economy 

in Indonesia. 

The practice of the Indonesian government in issuing retroactive regulations has also 

generated legal uncertainty for both domestic and foreign investors in Indonesia. There have been 

several conflicts between investors and the Indonesian government caused by the implementation 

of retroactive regulations.  

The first example is in the case of retroactive law on taxation. Based on the new 

Government Regulation on The Exemption of Value Added Tax on Certain Goods and Services 

No. 144/2000, the Minister of Finance imposed the new regulation to coal mining industries, 

including to those who already had the mining license based on the first generation of Coal Mining 

Production Sharing Contract (PKP2B). Based on the first generation of PKP2B, the coal mining 

companies should yearly receive the tax reimbursement from the Government for certain kinds of 

taxes that they already paid. However, since the issuance of the new Government Regulation 

No.144/2000, the Minister of Finance decided to no longer reimburse the tax of the first generation 

of PKP2B coal mining companies, to comply with the new tax regime provided by the new 

Government Regulation. In retaliation for the violation of their PKP2B contract by the government, 

fourteen coal mining companies withheld their royalty payment of their mining license to the 

government since 2001. In August 2008, the Minister of Finance requested a warrant of foreign 

travel prohibition against the commissioners and directors of those coal mining companies that 

withheld the royalty payment since 2001. This case embroiled for several months until President 

Yudhoyono was involved and instructed all government officials not to create any legal 

uncertainty (Kompas 2008, August 11 & 14). In October 2008, the government removed the foreign 
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travel prohibition against the commissioners and directors of those fourteen coal mining 

companies and agreed to find a mechanism to pay the tax reimbursement to those companies, 

while the companies agree to pay their overdue mining royalty to the Minister of Finance 

(Republika 2008, October 10). 

The second example is the retroactive law on mineral and coal mining production sharing 

contract. On December 16, 2008, the Indonesian parliament passed the Mineral and Coal Mining 

Act No. 4/2009 to replace the old Mining Act No. 11/1967. The new law is expected to improve the 

position of the Indonesian government in dealing with mineral and coal mining investors. In the 

old law, the position of the government and mining investors were equal because both parties 

were bound by the Production Sharing Contract (Perjanjian Kontrak Karya). Therefore, the 

government could not make amendments in the mining Production Sharing Contract without the 

approval of the mining investors. In the new law, the government is no longer a party in a 

Production Sharing Contract, but is a regulator and an issuer of mining permit. This position gives 

the government more authority toward mining investors. As a consequence, the new Act No. 

4/2009 Article 169b requires that within one year after its enactment, all existing Production 

Sharing Contracts be replaced by Mining Permit (Izin Usaha Pertambangan/IUP). This retroactive 

law confuses mining investors, both domestic and foreign investors. The Association of Indonesian 

Mining Professionals (PERHAPI) criticises the new law as confusing, creating legal uncertainty 

and worsening the investment climate in Indonesia. Meanwhile, big mineral and coal mining 

companies, such as, Rio Tinto Indonesia and Freeport Indonesia expect the Indonesian government 

to honour the existing Production Sharing Contracts (Kompas 2008, December 17 & 18). 

Legal uncertainty in Indonesia also increases the number of conflicts between foreign 

investors versus the government of Reformation Era or Indonesian state owned companies. Most 

of them have to be brought to international arbitrations which are costly and time consuming, and 

thus wasting public money. Some conflicts involve big investors, such as: American Caithness 

Energy, L.L.C. and Florida Power and Light Company (in the case of Karaha Bodas Company vs. 

Pertamina and PT PLN in 2000); Mexican Cemex S.A. (in the case of Cemex Asia vs. the 

Government of Indonesia in 2005); American Newmont (in the case of PT Newmont Nusa 

Tenggara vs. the Government of Indonesia in 2009).   Most of those conflicts were caused by 

unclear rules of divestment procedures in Indonesia, mixed with the unclear division of authority 

between the central government and local governments regarding who should control the 

divestment.  

The development of Indonesian economy is also impeded by the legal uncertainty in the 

Indonesian court system that often does not support the enforcement of contracts, does not honour 

arbitration judgment and does not implement the law properly (Asian Development Bank 2005). 
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Many business people, both foreign and domestic, consider that Indonesian courts are inept in 

dealing with commercial cases. Therefore, their decisions are often unpredictable, inconsistent and 

biased. The poor legal system in Indonesia has put Indonesia at the 19th rank, out of 24 countries in 

the East Asia and Pacific region, in terms of the ease of doing business (World Bank Group 2010).  

Although the Reformation Government has established a special commercial court since 

1998, the court still cannot guarantee fair and impartial decision for foreign companies. Recent 

court rulings against foreign companies have prompted criticisms and reinforced the common 

view that Indonesia’s court system is arbitrary and beset by corruption. In 2002, the Commercial 

Court declared bankrupt Asuransi Jiwa Manulife Indonesia (AJMI), the Indonesian subsidiary of the 

Canadian insurance firm, Manulife Financial Corporation. AJMI was declared bankrupt even it 

posted a net profit of $8.59 million and had assets worth $360 million. The Commercial Court 

approved the bankruptcy petition brought in June 2002 by the AJMI’s ex-share-holder, the 

bankrupt Indonesian PT Dharmala Sakti Sejahtera (Dharmala). The Commercial Court declared 

AJMI bankrupt on the ground that AJMI had failed to pay 32.7 billion Rupiah in dividend profits 

to Dharmala when Dharmala was still the 40% owner of AJMI between 1998 until 2000.  AJMI 

argued that it had been bound by a decision of its shareholders, who had voted in mid-2000 to 

withhold any dividend payment because of economic uncertainty in Indonesia.  The following 

week after the court ruling, AJMI was forced to cease trading and shut down its 75 local branches 

by the court-appointed receiver. It created panic among many of Manulife policy-holders. The 

court ruling provoked outrage in international financial circles and foreign investors. The 

Canadian Government lodged official complaint of the court ruling to the Indonesian Government 

and the World Bank’s International Finance Corporation was reviewing its investment activities in 

Indonesia. All of them were very concerned about the impartiality of the Commercial Court and 

the possibility of judges receiving bribes to bring down a healthy and solvent foreign company. In 

just one month after the controversial ruling, amid the international pressure, the Indonesian 

Supreme Court overruled the Commercial Court decision, albeit, based on a technical reason. It 

found that the bankruptcy petition brought by Dharmala did not have prior approval from a 

supervising judge and from other creditors as required by Indonesia’s bankruptcy law (Linnan 

2006; Guerin 2002). 

Two years after the controversial ruling against AJMI, in April 2004 the Commercial Court 

once again declared bankrupt a profitable and solvent insurance company, PT Prudential Life 

Assurance, 94.5% owned by British Prudential Assurance Company Ltd. It had $183 million in 

assets and earned $108.7 million in premiums when it was declared bankrupt. Prudential was 

declared bankrupt for failing to pay a former Malaysian sales agent $152,000 in bonuses. As a 

result, a court-appointed receiver suspended Prudential operations in Indonesia. This case 
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withdrew protests from the British Embassy and CGI. Prudential appealed the bankruptcy ruling 

and the Indonesian Supreme Court overturned the Commercial Court’s decision in June 2004. The 

Supreme Court held that the case was a breach of contract dispute that should have gone through 

an ordinary court, not a bankruptcy hearing. As a result, the bankruptcy petition was set aside 

(Tempo Interaktif 2004, April 23 & June 8). 

Following these two controversial cases that risked foreign investors fleeing Indonesia, the 

IMF demanded that the Indonesian government speed up the revision of the bankruptcy law to 

close loopholes that had been arbitrarily used to threaten foreign companies. In September 2004, 

the Indonesian parliament passed a new Bankruptcy Act.  

The distrust over Indonesian judiciary and legal uncertainty has deterred banks in 

Indonesia to give much needed loan to Indonesian businesses. The Mortgage Act No. 4/1996 was 

intended to provide legal certainty for creditors, banks, as well as debtors. However, in reality, 

creditors and banks could not rely on the Mortgage Act to secure their loan. The execution of 

mortgage is often difficult and some state enforcement agencies even refuse to execute debtor’s 

mortgage (Utomo 2009). This legal uncertainty is caused by several Supreme Court’s circular 

letters and jurisprudence made long before the promulgation of the Mortgage Act. For example, 

the Supreme Court in its circular letters regarding Grosse Akta  No. 213/229/05/II/Um-Tu/Pdt 

dated 16 April 1985, No. 133/154/86/II/Um-Tu/Pdt dated 18 March  1986, and No. 

147/168/86/II/Um-TU/Pdt dated 1 April  1986, require creditors or banks to bring lawsuit 

against the debtor in the trial court and to get the court decision before they can execute the 

debtor’s mortgage. This Supreme Court’s jurisprudence and circular letters are still enforced 

despite their contradiction with the content of the Mortgage Act. The requirement for creditors or 

banks to pass through normal litigation procedure instead of the automatic mortgage execution, 

creates high costs for them. Legal uncertainty and higher costs in the execution process of bad loan 

mortgages, have been some of the reasons why Indonesian banks are reluctant to provide loan for 

Indonesian businesses.  

This contributes to less bank loan channelled to manufacturing companies in Indonesia.  

In 1985, almost 40% of bank loan was disbursed to manufacturing companies. In November 2009, 

manufacturing companies only absorbed 16% of bank loan. At present, banks prefer to give loan 

for property construction companies and loan for personal consumption that are considered less 

risky and yield quicker return on investment than loan for manufacturing companies (Kompas 

2010, February 8; Kompas 2009, October 8 & 20).  

In average, banks in Indonesia charge very high interest of 13% to 15%, and even 17% 

interest for micro, small and medium enterprises, although the Bank Indonesia has lowered its 

benchmark interest rate up to 6.5% to influence the market. The bank very high interest, of course, 
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becomes a burden for many Indonesian companies (Kompas 2010, March 5; Surendro 2009; Basri & 

Munandar 2009). The very high interest might be the way for banks in Indonesia to protect 

themselves from the non-repayment of loan and unpredictable legal process to collect debts and 

secure liens in Indonesia.    

Little financial assistance from banks causes difficulties for manufacturing companies to 

stay productive in the market and to maintain their labour intensive companies. Besides 

inadequate energy supply and deteriorating infrastructure, very high credit interest rate attributes 

to the present phenomenon of deindustrialisation in Indonesia (Kompas 2009, October 26). The 

average growth of non-oil-and-gas (nonmigas) manufacturing companies in 2004-2008 was only 

5.6% per year, lower than the Indonesia’s average GDP of 5.7% per year. In 1987-1996 the average 

growth of nonmigas manufacturing companies could reach up to 12% per year, much higher than 

the GDP at that time which was in average 6.9% per year (KADIN Indonesia 2009; Basri & 

Munandar 2009).  

The deindustrialisation phenomenon caused by banks overprotective high interest loan is 

alarming, as it can results in increasing unemployment rate in Indonesia that can explode into yet 

another social, political, and economic crisis in Indonesia (Basri & Munandar 2009). To convince 

banks in Indonesia to lower their interest rate and increase their loan to Indonesian manufacturing 

companies, Indonesian judiciary and legal system must change to be more reliable and effective in 

enforcing business contracts, collecting debt and securing liens.   

 

Repeating Tendency to Disregard Law during the Second Term of Yudhoyono’s Presidency 

The ‘land-slide’ victory of President Yudhoyono in the 2009 general election toward his 

second and last term of his presidency, somewhat decreases his usually strong anti-corruption 

stance. In his last term of his Presidency, he no longer needs to boost his image as an anti-

corruption fighter as he does not need to win another general election. After being re-elected, 

President Yudhoyono is more focused on the economic development and social welfare, but 

paying less attention on the degrading law enforcement and anti-corruption movement. 

As part of his first 100-day working program, nine days after his presidential 

inauguration, Yudhoyono held the 2009 National Summit to lay out the road-map for Indonesian 

development. This summit was held in the midst of a bribery scandal that allegedly involved a 

powerful businessman and some high ranking officials of Indonesian National Police (Polri) and 

Indonesian Attorney General (Kejagung). Before the Corruption Eradication Commission (KPK) 

started investigating this scandal, the Polri and Kejagung hastily arrested and charged two heads 

of the KPK with abuse of power.  The Polri and Kejagung action was widely condemned by 
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Indonesian population as it was seen as an effort by the Polri and Kejagung to weaken the KPK 

institution to return to the era of bribery and corruption before the Reformation Era. 

The bribery scandal and effort from Polri and Kejagung to weaken the KPK has drawn 

people’s and investor’s interest away from the 2009 National Summit, despite the important results 

brought by this summit. They do not care anymore with the government’s development program 

when the government is unable to control the corruption inside its institutions (Suruji 2009).  

Indonesians and business people are disappointed by Yudhoyono’s indecisive and 

dubious approach toward the Polri and Kejagung efforts to weaken the KPK. Yudhoyono’s 

indecisiveness to take side with the heads of KPK and his order to the Polri and KPK to settle this 

criminal charges out of court, outside the recognised Indonesian procedural law, have been widely 

interpreted as his reluctance to fight corruption and enforce the law accordingly. His weak stance 

for the KPK and law enforcement has sent worrying message to business players and investors in 

Indonesia. Investors find again yet other legal uncertainty and weak legal system in Indonesia and 

these lower their interest to invest and do business in Indonesia (Kompas 2009, November 2 & 4). 

This negative perception is confirmed by the result of the Political and Economic Risk Consultancy 

(PERC)’s survey on Asian and expatriate business executives in sixteen major Asia-Pacific 

economies (Singapore, Australia, Hong Kong, the USA, Japan, Macau, South Korea, Taiwan, 

Malaysia, China, India, Thailand, Philippines, Vietnam, Cambodia, Indonesia).  According to the 

2010 PERC’s survey, among those sixteen countries, Indonesia is ranked the most corrupt country 

with a grade of 9.27, worse than the 2009 grade of 8.32 (Alberts 2010, The Strait Times 2010).  This 

survey result certainly influences the decision of investors, especially foreign investors, whether or 

not to do business in Indonesia with its weak and corrupt legal system. 

Another legal case in which President Yudhoyono is also reluctant to show strong support 

for the law enforcement is in the Century Bank case. Recommended by the Bank Indonesia, Century 

Bank received a bail-out of 6.762 trillion Rupiah (around $110 million) from the Indonesian Deposit 

Insurance Corporation (LPS) when it suffered clearing loss and liquidity problem in November 

2008. This huge amount of bail-out was given to this small bank despite the fact that since 2005, the 

Bank Indonesia and the Capital Markets and Financial Institution Supervisory Agency (Bapepam-

LK), have found out the wide-spread fraud of the sale of fictitious mutual funds committed by the 

owners and managers of the Bank Century that led to its liquidity problem (Kompas 2009, 

February 11). Until now, majority of Bank Century’s depositors have not received any 

compensation from the 6.762 trillion Rupiah bail-out money (Antara 2010, April 6). This leads to 

the allegation that the big sum of the bail-out money was instead, channelled to Yudhoyono’s close 

associates and his political party, Partai Demokrat, to win the 2009 general election. Something that 

Yudhoyono and Partai Demokrat denied. (Jakarta Post 2009, December 1, Kompas 2009, December 
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2). The Yudhoyono’s and his political party’s attempts to prevent  the parliamentary inquiry into 

the Bank Century’s fraud and its bail-out scandal (Kompas 2009, November 30; Republika 2009, 

November 14), as well as his political deal with the Golkar Party to close the continuing 

parliamentary investigation (Tempo Interaktif 2010, April 27)  have been viewed by Indonesians 

and investors as the return of the era of legal uncertainty and corruption in Indonesia. This 

political deal between Yudhoyono and the Golkar Party was reached by having the reformist 

Finance Minister, Sri Mulyani Indrawati, resigned from her position (Kompas 2010, June 23). The 

departure of the Finance Minister, who has pioneered transparency and bureaucracy reform in 

Indonesia, has created negative sentiment among foreign investors about Yudhoyono’s seriousness 

of continuing the law and economic reform agenda (Reuters 2010, May 6).     

The cases of Polri versus KPK and Century Bank now become the test for the Reformation 

Government under Yudhoyono, whether his government will continue the reform agenda to abide 

by the Rule of Law in developing Indonesian economy or will return to the policy of New Order 

Government that disregarded law and legal system in developing the economy.  

In summary, the Reformation Era has witnessed a major legal reform in Indonesia. The 

government and parliament in both central and regional levels produce more legislations than 

ever. However, more law in Indonesia does not guarantee more legal certainty among economic 

players. More and more foreign investors are leaving Indonesia during the Reformation Era 

because of the high-cost economy and increasing legal uncertainty, caused by, decentralisation, 

excessive and vague regulations, retroactive regulations, and corrupt judicial system. President 

Yudhoyono’s weak stance against corruption and law enforcement in his second term of 

presidency also adds to legal uncertainty that deters investors to do business in Indonesia. 

 

CONCLUSION 

Generally, law never plays role in the development of Indonesian economy. However, 

after the 1997-1998 financial crises that destroyed Indonesian economy, Indonesian people, 

economic players, and foreign investors demand law to play more roles in the development of 

Indonesian economy. According to them, the increased role of law will provide predictability, 

certainty and efficiency for anybody doing business in Indonesia. They believe that the lack of 

proper legal system and law enforcement in Indonesia creates high-cost economy that tampers the 

development of Indonesian economy. Despite the demand of increased role of law and legal 

certainty at the grass roots, bureaucrats in the Indonesian governments often neglect the role of 

law and legal system in pursuing the economic development. Even now, the Reformation 

Government’s position about the role of law in Indonesian economic development is still dubious. 

They have performed legal reform by producing more economic laws and establishing new legal 
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institutions, such as commercial court, KPK, KPPU, but in the same time they undermine the legal 

reform by often allowing corruption and not enforcing the laws. The government’s behaviour 

influences Indonesian law enforcement agencies to disregard the law and thus, creating legal 

uncertainty that worries economic players and investors in Indonesia. 

The Reformation government can no longer hold on to the view that disregarding the role 

of law in the development of Indonesian economy, like what had been experimented by the Old 

and New Order governments. In order to sustaining the development of Indonesian economy and 

avoiding another economic collapse, the Reformation Government must recognise the role of law 

to provide legal certainty and predictability that bring economic efficiency for anybody doing 

business in Indonesia. This is also what many economists and legal experts, such as, Iwan Jaya 

Azis, Max Weber, and David Posner have always suggested.  

 

RECOMMENDATION FOR FURTHER STUDIES 

There must be further studies on the field of Economic Analysis of Law to calculate the 

economic cost of enforcing law and establishing strong judicial system, and the economic cost of 

setting aside law and judicial system, for the development of Indonesia economy. The result of 

these studies can be used to convince the Indonesian government to utilize law and the whole 

legal system to push the development of Indonesian economy. 
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