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Basic Statistics of Indonesia, 2017

(Numbers in parenthesis refer to the OECD average)?

LAND, PEOPLE AND ELECTORAL CYCLE

Population (million) 261.9 Population density per km? 137.5 (35.6)
Under 15 (%) 27.2 (17.9)  [Life expectancy (years, 2016) 69.1 (80.6)
Over 65 (%) 54  (16.9) Men 67.0 (77.8)

Women 71.2  (83.2)

Latest 5-y ear average growth (%) 1.3 (0.6) [Latest general election July 2014

ECONOMY
Gross domestic product (GDP) Value added shares (%)
In current prices (billion USD) 1,016 Primary sector 215 (2.5
In current prices (billion IDR) 13589 Industry including construction 33.1 (26.8)
Latest 5-y ear average real grow th (%) 5.1 (2.1) Services 454 (70.7)
Per capita (000 USD PPP) 124 (43.7)
GENERAL GOVERNMENT
Per cent of GDP
Ex penditure 16.5 (41.3)  [Gross financial debt 28.9 (109.9)
Revenue 14.0 (39.1)
EXTERNAL ACCOUNTS

Exchange rate (IDR per USD) 13381 Main exports (% of total merchandise ex ports)

PPP exchange rate (USA = 1) 4190 Mineral fuels, lubricants and related materials 21.8

In per cent of GDP Manufactured goods classified chiefly by material 13.3
Exports of goods and services 204 (55.7) Animal and vegetable oils, fats and waxes 13.0
Imports of goods and services 19.2 (51.3)  [Main imports (% of total merchandise imports)

Current account balance 1.7 (0.4) Machinery and transport equipment 28.5
Net international investment position -33.5 Mineral fuels, lubricants and related materials 17.8
Manufactured goods classified chiefly by material 16.0

LABOUR MARKET, SKILLS AND INNOVATION

Employ ment rate for 15-64 y ear-olds (%) 66.1 (67.7)  [Unemploy ment rate, Labour Force Survey (age 15 and over) (%) 56 (5.8)
Men 80.0 (75.4) Youth (age 15-24, %) 17.8  (11.9)
Women 52.1 (60.1)

Participation rate for 15-64 y ear-olds (%) 70.0 (72.0) [Tertiary educational attainment 25-64 y ear-olds (%, 2016) 9.8 (35.7)

ENVIRONMENT

Total primary energy supply per capita (toe, 2015) 0.9 (4.1)  |CO, emissions from fuel combustion per capita (tonnes, 2015) 1.7 (9.2
Renewables (%, 2015) 33.4 (9.6) |Energy intensity (toe per thousand 2010 USD PPP, 2015) 0.1 (0.1)

Fine particulate matter concentration ( PM2.5, ug/m3, 2015) 17.9 (14.5)  [Self suffiency (%, 2015) 189 (79)

SOCIETY
Income inequality (Gini coefficient, 2015) 0.391  (0.314) |Education outcomes (PISA score, 2015)
Relative poverty rate (%, 2015) 364  (11.8) Reading 397 (493)
Mathematics 386  (490)

Public and private spending (% of GDP) Science 403 (493)
Health care (2015) 3.4 (8.8) [Share of women in parliament (%) 19.8 (28.8)
Education ( 2014) 2.7 (3.6)

Better life index: www.oecdbetterlifeindex.org
a. where the OECD aggregate is not provided in the source database, a simple OECD average of latest available
data is calculated where data exists for at least 29 member countries.
Source: Calculations based on data extracted from the databases of the following organisations: OECD,
International Energy Agency, Eurostat, World Bank, International Monetary Fund, Eurostat and Inter-
Parliamentary Union.

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018


http://www.oecdbetterlifeindex.org/

EXECUTIVE SUMMARY | 9

Executive summary

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018



10 | EXECUTIVE SUMMARY

Living standards are rising steadily

Thanks to a steady economic expansion and
helpful government policies, poverty rates
and inequality are falling, and access to public
services is broadening. Income per capita
growth is strong. Yet, the infrastructure gap
remains large, and more spending on health and
social assistance is needed to enhance
inclusiveness. Well-being would also benefit
from greater attention to environmental
outcomes.

Economic growth has been solid at around
5% per year since 2013, driven by consumption
but also, more recently, by much-needed
infrastructure  investment (Figure A). The
recovery in global trade has boosted exports. The
import bill has also risen due to higher oil prices
and capital goods purchases, contributing to the
current account deficit. Annual inflation is well
within the target band of 3.5% +/-1%.
Figure A. Economic growth is solid
% y-0-y

10
GDP

Investment
8

6

0 L 1 1 1 1 1
2013 2014 2015 2016 2017 2018

Source: CEIC.
StatLink Si=P https://doi.org/10.1787/888933832685

Macroeconomic policies are finely balancing
growth and stability. After lowering policy
interest rates during 2016-17 to support
economic growth, Bank Indonesia has started to
raise them to temper capital outflows. The
budget deficit is expected to narrow in 2018 and
2019, expanding the buffer vis-d-vis the
legislated cap of 3% of GDP.

GDP growth is projected to remain healthy
(Table A). Rising incomes and consumer
confidence will support a pick-up in private
consumption. Investment is projected to remain
robust. Improvements in logistics and price
competitiveness will support export growth even
as trading partner growth slows.

Table A. Growth is projected to remain healthy
Percentage change unless indicated

2017 2018 2019

Gross domestic product 5.1 5.2 53
Private consumption 5.0 5.2 54
Government consumption 21 47 3.6
Gross fixed capital formation 6.2 6.5 5.9
Exports 9.1 55 5.6
Imports 8.1 10.3 5.7
Consumer price index 3.8 35 39
Fiscal balance (% of GDP) 2.5 2.2 2.0
Current account balance (% of GDP) 1.7 2.5 2.5

Source: OECD Interim Economic QOutlook, September
2018.

A key downside risk to the outlook stems from
capital outflows related to US monetary
tightening. Large outflows would require a
steeper path for interest rates, slowing growth.
On the upside, past regulatory reforms and the
expansion of infrastructure could boost
investment and exports faster than expected.

Government debt is low and sustainable

The deficit rule is containing the growth of
debt. But additional spending on infrastructure,
health and social assistance is limited by low
revenues. Accordingly, resources must be found
through greater efficiency and higher revenues.
Growth in the public wage bill was curbed in
2017, and targeting of sub-national transfers is
improving. However, spending on energy
subsidies has risen anew after falling over 2014-
17. Shifting social assistance more towards
conditional cash and non-cash transfers would
improve targeting.

State-owned enterprises are contributing to
the development agenda through infrastructure
investment, loans to small businesses and price
restraint. Yet, growing financial vulnerabilities
might in time require public capital injections.
SOEs’ dominance in some sectors crowds out
private capital. Governance would benefit from
increased disclosure, strengthened procedures
for board appointments and more explicit
mandates with adequate independence to pursue
them. Implicit fiscal risks from SOE losses and
rising debt at some require more attention.
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Raising revenues is the key fiscal challenge

Tax revenues are low relative to other emerging
economies  (Figure B).  Registration  has
expanded but compliance remains a major
challenge.

Figure B. Tax revenues are low
%??é GDP
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Strengthening the tax administration is a
government priority and is crucial for
improving compliance. Modernising IT systems
and processes can promote compliance and
improve enforcement. But it will increase
demands for highly skilled staff who are in short
supply. Effectively using the swathes of new
data is crucial to deter future evasion and could
help boost revenues. Complexity and frequent
policy changes make compliance more difficult.
Wider public consultation ahead of proposed
changes to tax legislation would enhance the
quality of legislation over time.

Low incomes and widespread informality
imply that the personal income tax net
currently includes few individuals and raises
scant revenue. The initial income threshold for
paying income tax is relatively high. At medium-
to-high incomes, marginal tax rates are well
below those in other emerging economies.
Gradually lowering the top income tax
thresholds would make the system more
progressive and raise additional revenue. High-
income earners disproportionately benefit from
the tax-free treatment of fringe benefits within
personal income tax.

The corporate income tax base is also reduced
by informality and the prevalence of small
firms. Tax holidays and other incentives target
specific sectors and locations and have been
expanded recently to attract new investment.
However, these risk eroding the tax base,
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creating distortions and spurring further regional
tax competition. The recent publication of
revenue forgone due to tax incentives improves
transparency. These estimates should be
published annually, as planned. Shifting to cost-
based tax incentives would sharpen investment
incentives. Competitiveness concerns could be
addressed through greater regional co-operation.

Value-added tax generates sizeable revenue
but its revenue-raising potential is undermined
by exemptions, including for hotels and
restaurants, which are subject to local sales tax,
and some intermediate inputs. A high threshold
for compulsory registration for firms weakens
the self-enforcement mechanism embodied in
the tax. A reform package removing most
exemptions, replacing local sales tax by VAT,
compensating local governments for lost sales
tax revenue, and lowering the registration
threshold would raise compliance. An
accommodation tax for local governments would
incentivise them to develop tourism.

There is scope to better use taxes for health
and environmental aims. Smoking rates are
high and tobacco taxes are lower than elsewhere.
Motor vehicle taxes can be better linked to
environmental effects. Phasing out fuel subsidies
would be a first step towards more cost-
reflective energy pricing.

Recurrent taxes on land and structures raise
relatively little revenue. The first step is to
ensure local governments are able to maintain
and update their property tax databases. Then the
cap on rates should be raised.

The youthful population is an opportunity

Half of Indonesia’s population is under 30
years old. This favourable age structure will
contribute to future prosperity, if policies are put
in place to take advantage of it. Reaping the
benefits of this opportunity requires shifting the
jobs mix to high-quality, high-productivity
formal-sector jobs. Improving the health of
students and workers will raise learning and
productivity.

Around half of all dependent employees and
70% of all workers are estimated to still be
informal (Figure C). These jobs tend to be
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associated with lower wages, poorer working
conditions and fewer training opportunities.
Disadvantaged groups are more likely to be
affected, particularly those with less education.

Figure C. Informality has fallen but is still high
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Source: Statistics Indonesia; OECD calculations.
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Stringent employment regulations, including
high dismissal costs and minimum wages,
curtail formal-sector employment. Easier
employment regulations and a discounted
minimum wage for youth could be trialled in
special economic zones and, if successful,
extended across the country. Improving business
regulation at all levels of government would
lower the barriers to formalisation. Linking the
turnover tax to additional benefits such as access
to business development services and book-
keeping  applications  could  encourage
formalisation and increase revenue. To contain
costs, eligibility for the tax should be restricted
to very small firms.

Educational attainment has increased, but a
scarcity of skills is holding back growth and
incomes. The quality of education is still a
concern. Teachers should be evaluated regularly
and encouraged to undertake professional
development by linking remuneration to
performance. The government is focusing on
developing skills by improving vocational
schools. Strong employer engagement and
national co-ordination are crucial for success.

Relatively little use is currently made of
foreign workers to fill skill shortages. These
workers could help to quickly fill acute skills
shortages in high-skill jobs, boosting growth,
supporting foreign investment and facilitating
knowledge transfer. A list of highly skilled
occupations with severe shortages could be

created, for which processes could be simplified
and expedited.

Tourism can boost regional development

Growth in tourism has been remarkable.
Annual visits have almost tripled over the past
decade, with China becoming the largest source
(Figure D). The government aims to reach
20 million foreign tourists by 2019. To unleash
the full benefits for regional populations,
vocational and on-the-job training should be
expanded, driven by local needs. Infrastructure
rollout is encouraging tourism, but gaps remain
including in tourism-specific infrastructure and
environmentally related infrastructure.

Figure D. Tourist arrivals have surged
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The central government is driving the
tourism strategy, which helps prioritisation.
However, local governments are not sufficiently
involved. Greater co-ordination would ensure
that tourism serves regional development needs.
Targets should focus less on tourist numbers and
more on revenue generated.

Tourism can create economic incentives to
protect natural resources. Protected areas
should be expanded and more open to visitors.
User fees, along with quantitative restrictions as
necessary, could control visitor numbers and
help fund the maintenance of these sites.

Land clearing and peatland fires continue to
generate environmental, health and economic
costs. Moreover, air pollution from
transportation is rising. Clearer land rights and
better law enforcement would help control
deforestation. Taxes, together with road pricing,
could help curtail vehicle use.
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MAIN FINDINGS

KEY RECOMMENDATIONS

Making the economy more resilient and inclusive

Growth is projected to remain healthy but there is a risk of continued capital
outflows. Monetary policy and fiscal policy are successfully balancing
growth and stability, and the fiscal stance is broadly neutral. Reform of
energy subsidies has stalled.

State-owned enterprises contribute to development but rising leverage,
increasing cost pressures and losses at some firms represent fiscal risks.
In some sectors they crowd out private investors.

Low-quality, informal jobs remain prevalent and there are many informal
micro enterprises. Stringent employment regulation, high severance costs
and high minimum wages discourage formal employment of low-skilled
workers. Business regulations have been streamlined but are still
burdensome at all levels of government.

Educational attainment is rising but still low. The quality of education
remains a concern. Skills shortages are constraining growth. Better
targeted government social assistance is expected to reduce student drop-
out rates.

Deepen domestic financial markets to mitigate risks of capital outflows.
Continue to act pre-emptively, including by raising interest rates as needed, to
maintain price and financial stability.

Improve targeting of social assistance, including by shifting towards more
conditional transfers.

Improve the transparency and governance of state-owned enterprises,
including by strengthening their supervision and selection of board members.
Give public enterprises clearer mandates with greater independence to
achieve these.

Pilot lower levels of employment protection and discounted minimum wages
for youth in special economic zones. If successful, extend them.

Further simplify business regulations to encourage formalisation and collect
user feedback to improve the online single submission system.

Tighten eligibility for the turnover tax to very small firms and link registration to
access to additional non-financial benefits.

Introduce regular teacher evaluations and link teacher remuneration more
closely to performance and ongoing training.

Encourage greater employer engagement in vocational education and
training.

Create a list of highly skilled occupations with acute skills shortages, and ease
restrictions on hiring foreign workers in these areas.

Raising more revenues to meet spending needs

Tax revenues remain low, constraining public spending on infrastructure,
education, health and social protection. Registration has increased, but
improving compliance remains a challenge. Planned technology upgrades
at the tax administration will raise demand for highly skilled civil servants.
Complex regulations and frequent policy changes add to compliance
costs.

A high basic tax allowance for personal income tax reduces the number of
taxpayers. Higher rates are not applied until high levels of income.
Different types of income are treated differently.

Numerous exemptions and a high threshold for compulsory registration
reduce the efficiency and effectiveness of the VAT. Sectors such as hotels,
restaurants and entertainment are instead subject to sales tax at the sub-
national level.

Taxes are used less than in other countries to target health and
environmental outcomes. Smoking rates for men are amongst the highest
in the world.

Recurrent taxation of immovable property raises relatively little revenue
partly because of a cap set by the national government. Some district
registers are out of date and many districts lack capacity to administer
property taxes.

Increase investment in tax administration, particularly staff, electronic services
and databases.

Make greater use of information technology to strengthen monitoring and
facilitate tax compliance.

Continue to expand and improve tax expenditure estimates and publish them
annually, as planned.

Freeze the basic tax allowance for individuals to broaden the tax base.
Gradually lower thresholds for paying the top two rates of personal income
tax.

Include fringe benefits and employer allowances in taxable income.

Broaden value-added tax by removing most exemptions, especially for
intermediate goods, replacing local sales tax with VAT, and lowering the
threshold for compulsory registration. Compensate sub-national governments
for lost sales tax revenue and allow them to charge a tax on accommodation
nights.

Increase and harmonise tobacco excise across products.

Increase training and assistance for sub-national governments to improve the
quality of property tax databases, valuation methods and tax administration.
Raise the cap on property tax rates.

Developing a stronger and sustainable tourism sector

The central government is driving the tourism strategy. This helps prioritise
planning and co-ordination, but local governments are not sufficiently
involved. Local infrastructure is still lacking, including environmental
infrastructure and tourism-specific services such as information centres.
Tourism is labour intensive and growing rapidly and skills shortages are
increasing.

Government medium-term objectives are mostly based on the number of
tourists, which risks generating unsustainable inflows.

Natural assets are plentiful. The share of protected areas is low by
international standards, and they are generally closed to the public to
preserve highly sensitive zones.

Incorporate needed infrastructure in forthcoming destination management
plans to ensure sustainable development of tourism.

Expand vocational and on-the-job training to build tourism-related skills in the
workforce, especially in areas with skills shortages.
Give more prominence to revenue-based targets for tourism in future plans.

Increase the coverage of protected areas, and consider opening more for
tourism use, but with visitor controls including regulations, and appropriate
user and concession fees.
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Key Policy Insights

Income gains and government policies are lifting well-being

Indonesia is Southeast Asia's largest economy, rich in all types of natural resources as well
as cultural diversity. A young and dynamic democracy, it is urbanising and modernising
rapidly. In contrast with most OECD countries and many emerging economies, around half
of the population is under 30 years old, and the working-age population ratio is set to rise
during the next decade (United Nations, 2017).

Two decades after the 1998 Asian Financial Crisis, and one decade after the Global
Financial Crisis, Indonesians’ living standards are far higher than before, and their
economy is more resilient. GDP per capita has risen by 70% during the past two decades
(Figure 1). The end of the commodity price boom weighed on incomes and government
revenues, yet GDP growth has remained around 5%, and per capita income has increased
by almost 4% annually. Poverty rates have fallen in both rural and urban areas (Figure 2,
Panel A). Distribution has also improved of late: the Gini coefficient on consumption has
been declining since 2015. Confidence in the national government is higher than in any
OECD country (Panel B). Prudent macroeconomic policies and progress in structural
reforms have been recognised by credit rating agencies, and Indonesia has climbed up
international rankings of competitiveness and the business environment. Since 2015
Indonesia has leapt 34 places in the World Bank’s Ease of Doing Business ranking to 72

Figure 1. Incomes have grown rapidly in the past decade

Income per capita, 2011 USD, constant PPP-adjusted exchange rates
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Nonetheless, policy makers are faced with numerous challenges as Indonesia progresses
towards higher-income status. Many of the poor are trapped in precarious employment
relative to other emerging economies, particularly women (Figure 3). Regional disparities
in income and well-being are also huge (OECD, 2016a). Infrastructure needs are large —
equivalent to 7% of GDP each year according to the government’s medium-term plan for

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018


https://doi.org/10.1787/888933832761

16 | KEY POLICY INSIGHTS

%
30

25

20

%
90

80
70
60
50
40
30
20
10

0

2015-19. And there is more work to do to streamline regulations, increase regulatory
certainty and fight corruption. Health spending is low relative to GDP, and the social safety
net is still in its infancy. There are also risks that growth endangers environmental
sustainability. The main messages of this Survey are:

e Shifting the job mix to high-quality, high-productivity positions in the formal sector
will boost living standards and share the demographic dividend with future
generations. Doing so will require tackling pervasive informality and skills
deficiencies.

e Low tax revenues constrain government spending on infrastructure and social
services. The key to durably raising revenue is to improve compliance and broaden
tax bases.

e Tourism has the potential to diversify the economy, boost regional development
and reduce inequalities. Tourist numbers are soaring but measures are needed to
make this rapid growth consistent with long-run environmental sustainability.

Figure 2. Poverty is improving and trust in the national government is high
A. Poverty rate
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B. Confidence in national government, 2017
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Note: The poverty rate is the percentage of the population below the poverty line, which is based on the
minimum expenditure for food equivalent to 2 100 kilocalories per day, and basic housing, clothing, education
and health needs.

Source: Statistics Indonesia; Gallup World Poll.
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Figure 3. Many people are still in vulnerable forms of employment

Share of contributing family workers and own-account workers in employment, by gender, 2016
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The economy is expanding at a healthy pace

GDP growth has remained around 5% since 2013. Supportive macroeconomic policies,
greater confidence and stronger external demand boosted activity in 2017, with momentum
continuing into 2018. Consumption continues to underpin spending (Figure 4, Panel A).
Consumer confidence is relatively high, and unemployment has declined, supporting
income gains. Infrastructure investment increased strongly, though from low levels, and
capital goods imports have soared (Panel C). Services sectors have been growing robustly
(Panel B). The increase in commodity prices, notably for mineral products, is supporting
mining activity (Panel D). The overall business environment is friendlier, thanks to ongoing
regulatory reforms. However, frequent regulatory changes add to uncertainty.

Exports are growing again, and broadly in line with growth in export markets (Figure 5,
Panel A). Commodities account for 40% of total exports, down from around half at the
peak of the commodity price boom (Panel C). Services, mostly tourism, and manufactures
have grown in importance. The recent surge in investment-related imports, along with
higher oil prices, has eroded the trade surplus of 2017 (Panel B). The primary income deficit
was 3.2% of GDP in 2017. This deficit is likely to continue due to Indonesia’s success in
attracting foreign investment, although rising interest rates abroad will add to income.
Overall, these developments led to the widening of the current account deficit to 2.6% of
GDP in the first half of 2018.

In the first half of 2018 capital outflows associated with US monetary policy normalisation
caused tighter financial conditions in Indonesia and other emerging economies (Figure 6).
Indonesia’s bond prices are particularly exposed to capital outflows because of foreign-
currency risk and high foreign ownership: at March 2018 international debt securities in
foreign currencies amounted to 19% of GDP, and almost 40% of local-currency
government bonds were foreign-owned. In May Bank Indonesia began raising key interest
rates to stem capital outflows. It followed this with further increases in June, August and
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September. It has tried to partly offset the effect on financial conditions by injecting
additional liquidity in domestic money markets and raising loan-to-valuation ratios for
property lending.

Figure 4. The economy continues growing solidly
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Source: CEIC; World Bank Pink Sheet.
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Inflation eased to 3.1% in the third quarter of 2018, well within the official target range of
3.5% +/- 1% (Figure 7). Core inflation is subdued. Food price inflation picked up in early
2018, partly driven by some temporary shortages. The prices of some products, such as
rice, are capped, and the government has decided to freeze administered energy prices for
2018-19. These measures aim to limit the pass-through of cost increases to consumers but
have knock-on effects on producers and increase the budgetary cost of energy subsidies.

GDP growth is projected to reach 5.3% in 2019 (Table 1). Even with pass-through from
currency depreciation, inflation is likely to remain within the target range. Income gains
and low inflation will boost private consumption. Investment growth will hold up ahead of
the 2019 elections, which may also induce higher government spending. Improved logistics
and price competitiveness will support export growth even as trading-partner economies
slow somewhat.
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Figure 5. Exports are growing again
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Figure 6. Financial markets moved sharply during 2018
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Figure 7. Inflation has eased to low levels
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Note: CPI is the Consumer Price Index. Core inflation excludes administered and volatile food prices.
Administered prices include those for cigarettes, electricity, water, some modes of transport and certain fuels.
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Table 1. Macroeconomic indicators and projections
Percentage change unless otherwise indicated, volumes at 2010 prices
2015 2016 2017 2018 2019

Gross domestic product (GDP) 49 5.0 51 5.2 53
Private consumption 48 5.0 5.0 5.2 54
Government consumption 53 -0.1 21 47 36
Gross fixed capital formation 5.0 45 6.2 6.5 5.9

Stock building? 0.8 0.6 0.2 0.7 0.0
Total domestic demand 4.0 5.0 48 6.1 5.3
Exports of goods and services 21 -1.6 9.1 55 5.6
Imports of goods and services 6.2 24 8.1 10.3 5.7

Net exports’ 0.9 0.2 0.3 -0.8 0.1

Other indicators

GDP deflator 4.0 25 42 3.8 41

Consumer price index 6.4 35 3.8 35 39

Trade balance23 04 0.8 1.2 -0.5 04

Current account balance? 2.0 -18 1.7 2.5 2.5

Government fiscal balance? 2.8 24 2.5 22 2.0

Three-month money market rate 8.3 7.2 6.5 6.1 6.8

Ten-year government bond yield, average# 8.2 7.6 7.0 7.5 8.6

1. Contribution to changes in real GDP.

2. As a percentage of GDP.

3. National accounts basis, which can differ from official estimates on a balance-of-payments basis.

4. In per cent.

Source: OECD, OECD Economic Outlook Database, OECD Interim Economic Outlook, September 2018.

A key downside risk to the projections is that stemming capital outflows might require a
steeper path for interest rates, slowing growth. Rising trade protectionism is a risk to
exports, especially if it targets Indonesian exports directly or dents Chinese demand for
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Indonesian exports. On the upside, reforms to reduce red tape together with the completion
of large infrastructure investments could provide a larger boost to private investment and
exports than projected. Further increases in relevant commodity prices would raise nominal
export growth and government revenues more than projected. Since Indonesia is a large oil
producer but also a net importer, an oil price spike would widen the current account deficit
and heighten cost pressures.

External debt is low relative to the past and to other countries (Figure 8, Panels A, C and
D). But foreign-currency-denominated debts are higher (Panel B). Together with current
account and budget deficits, this means that major disruptions in financial markets could
have a large impact, especially if accompanied by falling commodity prices, which would
reduce foreign-currency earnings (Table 2). An unexpectedly sharp slowdown in China
would also be costly, as could a natural disaster. However, compared to other countries the
overall level of government and private debt are low and the banking sector is highly
capitalised (Panels E to H).

Policy makers have taken steps to reduce external vulnerabilities, particularly after the
current account deficit widened during the second quarter of 2018. Official reserves stood
at USD 118 billion in August 2018 — equivalent to 6.6 months of imports and debt
servicing. To maintain sufficient funds to provide insurance against a crisis, their use
should be limited to containing volatility in the interim. Since 2015 hedging and liquidity
requirements have been phased in for borrowers with foreign-currency debt: 25% of net
foreign-currency liabilities falling due within each of the next two quarters must be hedged
with a domestic bank. Around 90% of corporates have complied, but risks remain
(Republic of Indonesia, 2018). Agreements with neighbouring countries to settle payments
bilaterally in local currencies rather than US dollars reduce demand for dollars. In August,
the “IndONIA”, a new overnight benchmark interest rate, was launched to facilitate the
development of derivatives products by providing a reliable reference rate. Additional
measures are planned. Further developing financial markets would lower the cost of
hedging and facilitate rupiah-denominated debt issuance, increasing resilience against
exchange-rate swings.

The authorities have also enacted measures to try and narrow the current account deficit.
These have included: expanding the supply of biodiesel containing palm oil to reduce fuel
imports; increasing withholding tax rates on 1 147 imports, most of which are consumer
goods (these taxes are treated as tax credits against corporate income tax liabilities); and
postponing selected infrastructure projects with high import content that had not yet begun.
There is a risk that restrictions on trade lead to adverse effects on growth. The depreciation
of the exchange rate should help reduce demand for imports, while making exports more
attractive. Continuing with earlier reforms to streamline export procedures and lower
related costs would also help to reduce the current account deficit, as well as support
growth.

Table 2. Possible shocks to the Indonesian economy

Vulnerability Possible outcome

Disruptions to financial markets as  The economy would slow down as the resulting rise in debt-servicing costs could
major  economies  normalise  expose weaknesses in the corporate sector and Bank Indonesia may need to raise

monetary policy rates significantly to prevent a sharp depreciation of the rupiah.

A sharp slowdown in China Indonesia’s exports would be hit directly and indirectly by lower Chinese demand.
Prices for most Indonesian commodity exports would fall, reducing public revenues.

Natural disasters Indonesia is prone to natural disasters such as extreme weather, volcanic activity and

earthquakes, which can entail large fiscal, economic and social costs.
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Figure 8. Credit levels are low and banks are well capitalised overall
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Panel H is the average for 2017.

Source: BIS, Global Liquidity Indicators Database; World Bank, External Debt Statistics Database; OECD,
OECD Economic Outlook Database, Resilience Database; OECD calculations.
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Monetary policy is contributing to macroeconomic stability

Diminishing inflationary pressure allowed Bank Indonesia to ease monetary policy over
2016-17 by 200 basis points to support growth (Figure 9, Panel A). Initially it responded
to capital outflows in 2018 by selling foreign reserves, but in May it began raising policy
rates, hiking by a total of 150 basis points by September (Panel B). Bank Indonesia’s
mandate is to maintain stability in the value of the rupiah, in terms of goods and services
(as reflected by the inflation rate) as well as relative to other currencies. It has been given
independence to undertake these tasks and pursue its inflation target. As US monetary
policy normalises, interest rates will need to rise further to manage exchange-rate pressure,
achieve the inflation target and maintain economic stability. Bank Indonesia has
emphasised its readiness to act pre-emptively. Permitting the rupiah to depreciate gradually
would reduce the steepness of the required policy tightening. Continuing to co-ordinate
policy across financial regulators should help maintain investor confidence. In 2020 the
inflation target range will again be lowered by ' percentage point, reducing Bank
Indonesia’s room for manoeuvre.

The domestic effects of tighter monetary policy could be lessened by maintaining
downward pressure on lending rates, either by reducing funding costs for banks or
narrowing the spread between bank deposit and lending rates. Indeed, the spread between
bank deposit and lending rates — over 500 basis points in 2017 — has been wide for many
years and wider than in neighbouring countries. A range of factors contribute to the spread
including higher costs of a banking network due to Indonesia’s geography, under-
developed money markets and inefficiencies. Competition from the growing fintech sector
may help push down lending rates. More liquid money markets could lower bank funding
costs. Developing money markets will help, including the recent introduction of a new
benchmark overnight rate, and encouraging repurchase agreements and interest rate swaps
as planned. Bank reserve requirements are being relaxed to provide greater flexibility in
liquidity management and lower bank funding costs. Going forward, to increase financial
stability systemically important banks will be required to hold additional capital from 2019.

Figure 9. Interest rates and reserve asset sales have been used to stabilise the rupiah
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Note. As of 19 August 2016 Bank Indonesia switched to a new policy rate known as the BI 7-Day Reverse
Repurchase (repo) Rate.
Source: CEIC; Thomson Reuters.
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Deepening and broadening financial markets and access

The bond market is still relatively small and dominated by government issues (Figure 10,
Panel A). There is also room to improve liquidity (Panel B). Likewise, stock-market
capitalisation is only 46% of GDP, which is lower than in some peers. Deeper local capital
markets would help fund investment and bolster financial resilience (Table 3). This
requires overcoming obstacles and challenges such as: lengthy and costly issuance
procedures; a small domestic investor base; exchange-rate risks and high withholding taxes
on interest income for residents from outside of tax-treaty countries, which deter foreign
investors; and the need for more co-ordination among regulators and with the private sector
(WEF, 2016). A national strategy for financial-market development has started to be
implemented and a new overnight benchmark rate, the “IndONIA”, has been launched.
Streamlining procedures and regulations and aligning them with international practices
should increase the supply of corporate bonds. Adopting international principles for
financial products, developing reference rates and hedging products, and improving
creditor protection would boost investor demand (IMF, 2018; WEF, 2016). Market
participants and investors should be consulted before new regulations are implemented.

Figure 10. The local-currency bond market is still small and illiquid
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Note: Data are for 2018Q2 or latest available.
Source: Asian Development Bank, AsianBondsOnline
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Table 3. Past recommendations related to financial markets

Recommendations in previous Surveys Action taken since the October 2016 Survey
Deepen and broaden financial markets by making more room for  In 2017 mechanisms for securitising state-owned
non-banks and the stock market in financing the economy. enterprise infrastructure assets were implemented to

help finance strategic infrastructure projects.

In 2018 the authorities relaxed foreign investment
restrictions in the insurance sector which is expected to
increase investor demand for domestic equities and
bonds.

Further develop the foreign exchange market by reducing the role  The authorities launched the Global Master Repurchase

of Bank Indonesia, generalising hedging and options, and agreement and introduced a version of the International

enlarging the class of assets underlying the transactions. Swap and Derivatives Association contract. The foreign
exchange regulatory framework has been revised. Call
spread options are now allowed for hedging.
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The government also aims to deepen Islamic financial markets by promoting issuance of
compliant instruments and Islamic banking. Islamic banks represent just 6% of bank assets,
which is comparable to the share in Turkey but well below the 25% share in Malaysia
(IFSB, 2017). Indeed, Malaysia’s example illustrates the potential in Indonesia (Box 1).
Growth in this segment is now outpacing that of conventional banks. Developing Islamic
banking could help diversify sources of finance as well as saving. To safeguard financial
stability, regulators should ensure that capital requirements are in line with those applying
to conventional banks and establish the planned early warning system (IMF, 2017a).
Financial education could help increase investor awareness and understanding of these new
products.

Box 1. Malaysia’s experience with Islamic banking

Islamic finance operates according to the principles of Islamic law, which
prohibits usury and promotes risk-sharing and participatory asset-backed
financing. Therefore, rather than loans, Islamic banks use non-interest-bearing
instruments to fund investment and working capital. For example, they purchase
the intermediate inputs or machinery on the customer’s behalf and “lend” them
to the customer until the loan is repaid. The bank earns a profit margin on the
difference between the purchase price of the input or machinery and the price
repaid by the customer. Within three decades, Malaysia has developed a
competitive, liberal and globally recognised Islamic finance ecosystem that
operates alongside the conventional financial system. Islamic banking assets
expanded from 0.07% of domestic banking assets in 1994 to 30% by end-2017
(BNM, 2018; Caporale et al., 2016). In the first half of 2016, Malaysia accounted
for 9% of global Islamic banking assets (IFSB, 2017).

Islamic banking initially began with Islamic windows set up inside conventional
banks. From 2005 standalone Islamic banks were created. The investment
intermediation role of Islamic banks was later strengthened through the offering
of investment accounts. An “Investment Account Platform” was subsequently
launched as a marketplace to match investors with projects that suit their risk
appetites. New Islamic banking licences have also been issued to six foreign
banks to promote Malaysia as a global Islamic financial hub.

Source: OECD (2016), OECD Economic Surveys: Malaysia: Economic Assessment, OECD
Publishing, Paris; OECD (2014), OECD Economic Surveys: Turkey 2014, OECD Publishing,
Paris.

Financial inclusion is improving. The share of adult Indonesians with a financial institution
account rose from 36% to 48% between 2014 and 2017, as rural areas caught up
(Demirgii¢c-Kunt et al., 2018). The authorities have adopted a range of programmes to lift
financial inclusion. They have promoted digital financial services by shifting some social
transfers from in-kind benefits to cash and also e-money (as part of the Cashless Society
Programme). Other programmes work with different stakeholders to broaden their reach,
for instance branchless banking is promoted through the “Laku Pandai” programme that
provides access to simple financial services through agents (Box 2). Nonetheless, access to
a saving account is still lagging other countries (Figure 11, Panel A). Cash dominates
transactions, and wage-earners are typically paid in cash. The new National Payments
Gateway will facilitate greater use of electronic payments. Transactional accounts with
wage inflows would provide a credit record, enhancing access to finance. Insufficient funds
and distance are common reasons for not having an account (Demirgilig-Kunt et al., 2018).
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Programmes such as “Laku Pandai” can help address these challenges but require greater
awareness and training of agents, plus improvements in telecommunications and internet
infrastructure (LPEM, 2017).

Box 2. Examples of programmes to increase financial inclusion in Indonesia

The authorities have launched a range of programmes engaging with different
stakeholders and focussing on different aspects of financial inclusion. For example:

e The “Laku Pandai” programme aims to provide simple financial services such
as bank accounts, micro credit and micro insurance through agents — a form of
“branchless banking”. As of December 2017, it covered 13.6 million customers
in 27 banks compared to 3.7 million in 20 banks a year before.

o “SimPel” and “Simpel B” are student savings programmes with simple accounts
at conventional and Islamic banks, respectively. They are operated in
conjunction with the banking sector. By March 2018, there were 11 million
accounts at over 214 000 schools.

e The “Team to Accelerate Regional Financial Access” programme (TPAKD)
aims to build co-ordinating forums at the local level to accelerate financial
access in regional areas. The teams comprise government institutions and local
stakeholders. By March 2018, there were 31 teams at the provincial level and
35 teams at the municipal level.

Source: Bank Indonesia; Financial Services Authority (OJK).

Figure 11. Some measures of financial inclusion still lag other countries

Per cent of population aged 15 years or over

A. With a financial institution account B. Borrowed from a financial institution in the past ,
% year %
100 25
© Male @ Female
o © Male B Female
80 © o g m 20
o g =2 =
60 ° 15
<o
o 9 o & =
40 = o o ¢ B 10
= o = <o
o m a
20 = 5

0 L 1 1 1 1 1 1 1 1 1 1 J 1 1 1 1 1 1 1 1 1 1 J 0
PHL COL IDN BRA ZAF RUS CHN IND THA MYS OECD IND CHN BRA ZAF PHL MYS RUS COL OECD THA IDN
Source: World Bank, Global Findex Database.

StatLink Si=m https://doi.org/10.1787/888933832951

Indonesia’s microfinance sector has grown in prominence, led by banks, as noted in
previous Surveys (OECD, 2012a). Indeed, borrowing from a financial institution is more
common than in some comparable countries (Figure 11, Panel B). The government has
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taken many measures to increase SME access to finance (OECD, 2018a). These have
mostly been bank-focussed and include expanding the subsidised SME lending programme
with partial guarantees (KUR) and steadily increasing the floor for bank SME lending to
20% of loans, with administrative penalties for non-compliance. A new programme
(“UMi”) offers short-term low-interest-rate loans to micro-enterprise borrowers who are
too small to qualify for the KUR programme. Policies to promote bank lending to SMEs
may have unintended consequences, such as increasing non-performing loans or reducing
competition in the banking sector (OECD, 2018a). Non-performing loans under the KUR
programme are currently low but should be monitored and the effect of subsidised loans on
SME performance should be evaluated. The rapid expansion of peer-to-peer lending is
providing SMEs with an alternative to bank finance, with over 60 domestic and foreign
fintech lenders registered in June 2018. Further developing credit bureaus may also
facilitate access to finance from bank and non-bank lenders alike (OECD, 2018a).

Fiscal policy is sound, but public spending is constrained by low revenues

Indonesia’s fiscal stance is prudent thanks to the 2003 Fiscal Law, which caps the deficit
at 3% of GDP and debt at 60% of GDP. Since 2015 the government has matched slower
growth in revenues with expenditure containment to keep the deficit around 2.5% of GDP
(Figure 12). To create a larger buffer vis-a-vis the legislated deficit ceiling, it plans to
narrow the deficit slightly in 2018 and 2019 to just under 2% of GDP. Given the uncertainty
in financial markets this is sensible, but the effectiveness of spending should be improved,
as discussed below, to limit the drag on growth from this and tighter monetary policy. More
prudent revenue forecasts have enhanced fiscal credibility and spending efficiency by
avoiding cuts late in the year. The spending mix improved in 2017, with personnel outlays
increasing by 2.5% while capital expenditure expanded by 23%.

Figure 12. The central government deficit has widened but remains within the legislated limit
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Source: CEIC; Ministry of Finance; OECD, OECD Economic Outlook Database.
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Government debt is low

At 29% of GDP Indonesia’s general government gross debt is low relative to other
emerging economies and well below the 60%-0f-GDP legal limit. Interest payments crept
up to 1.6% of GDP in 2017 due to higher debt and a higher effective interest rate. The large
share of foreign-currency-denominated debt means that rupiah depreciation raises
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financing costs (although depreciation also boosts oil-related revenues). The deficit cap, as
long as it holds, means that even a large shock to interest payments would not raise debt to
unsustainable levels but would crowd out other spending, even if growth remains solid
(Figure 13). Otherwise, even with a larger primary deficit, debt is unlikely to rise
substantially, absent extreme but low-probability shocks, such as natural disasters or
bailing out a large public firm.

Figure 13. General government debt scenarios
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Note: In all scenarios GDP growth and inflation are in line with OECD Economic Outlook projections to 2019.
The baseline scenario assumes constant GDP growth of 5% and inflation (in the GDP deflator) of 3.2% from
2020. The primary budget deficit is 0.5% from 2019. The effective interest rate is 6% from 2023. The “larger
primary deficit” is an alternative scenario that assumes a primary deficit of 0.8% of GDP from 2019 onwards.
In the “higher interest rate” scenario, the effective interest rate is assumed to rise by 150 basis points by 2021
and from 2020 the primary deficit is the difference between the 3% cap and interest payments.

Source: OECD, OECD Economic Outlook Database; IMF, World Economic Outlook Database; OECD
calculations.
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Although low relative to GDP, Indonesia’s government debt appears more vulnerable to
large shocks than some other emerging economies', partly due to foreign exposure but also
the fact that debt-servicing costs have also tended to be relatively high (OECD, 2016a).
Government debt was equivalent to around twice revenues in 2017, which is similar to
many emerging economies, where raising revenues is generally more difficult. Recent
research on debt limits highlights how the government could increase resilience (Box 3).
While the government cannot control market volatility, it can improve regulatory quality
and fight corruption at all levels, which can lower risk premia (OECD, 2018b). Exports can
improve resilience by better covering debt financing. Continued improvements to logistics
and finalising pending free trade agreements with the European Free Trade Association and
Iran could boost exports. An agreement with Australia was concluded in August 2018.
Indonesia is also considering joining the Trans-Pacific Partnership with five other ASEAN
members who are not signatories, which would mitigate any trade diversion effects from
being outside the agreement.
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Box 3. Determinants of debt sustainability and risk premia

Recent OECD research sheds light on the non-linear relationship between a country’s
debt level and its risk premium, which is in turn a function of the probability of default
(Fournier and Bétin, 2018). Focussing on middle-income countries, Fournier and Bétin
estimate: (i) a “safe” range of debt ratios, within which the interest rate returns to
equilibrium following a transient interest-rate shock without threatening fiscal
sustainability; and (ii) a range of debt ratios in which a sufficiently high interest-rate
shock may push the country onto a self-fulfilling path towards default. The upper limit
therefore is the estimated debt limit beyond which a shock pushes a country to default.

The estimated debt levels are of course subject to some uncertainty and should be treated
with caution. But the exercise highlights country-specific factors that are associated with
higher “safe” debt ranges, namely: more effective government; a higher export share in
GDP; higher GDP growth; lower volatility of growth; and an absence of default in
neighbouring countries.

The estimated “safe” debt range is narrower in Indonesia than other middle-income
countries (Figure 14). The gap with other countries is mostly due to lower-than-average
export shares, even allowing for Indonesia’s size, and relatively poor perceptions of
government effectiveness, although the latter has improved markedly (Figure 15). This
is consistent with panel regressions on the determinants of risk premia in OECD and
emerging economies that highlight the role of regulatory quality, as well as the level of
government debt and global financial-market volatility (OECD, 2018b).

Figure 14. Debt is low, but so is the estimated debt limit
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Note: The debt ranges are calibrated for a risk-neutral investor, a recovery rate after default of 50% and a
risk-free interest rate of 3%. The estimates are based on smoothed data.

Source: J.-M. Fournier and M. Bétin (2018), “Limits to debt sustainability in middle-income countries”,
OECD Economics Department Working Papers, No. 1493, OECD Publishing, Paris.
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Figure 15. Key structural determinants of debt limits
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Source: OECD, OECD Economic Outlook Database; United Nations, Comtrade Database; World Bank,

World Development Indicators Database.
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Finding funds for development-related spending is a challenge

Against this background, the biggest fiscal challenge is funding spending that will boost
long-term growth and improve well-being. Indonesia’s infrastructure gaps — particularly in
transport, logistics and water treatment — add to costs and limit access to services,
constraining development (OECD, 2016a). In 2015 the government capital stock was
equivalent to just 39% of GDP, compared to 92% across emerging economies (IMF,
2017b). Likewise, government provision of health and social assistance is currently low
(Figure 16). Social protection systems are expanding and will require additional funding
during this process (OECD, forthcoming). To fully implement universal healthcare
coverage and ensure social assistance programmes reach the poor and vulnerable would
require additional annual spending equivalent to 1.4% of GDP (World Bank, 2018a). As
Indonesia’s income grows over the next decade, so will expectations of social services.
Applying the public social spending of OECD emerging economies to Indonesia’s
projected demographics would imply a substantial expansion in social programmes and
spending as a share of GDP in 2030 (Table 4).
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Figure 16. Social spending is still relatively modest
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Table 4. Demands for public spending will likely increase as income rises

Current spending Potential spending demands in 2030
(% of GDP, 2016) based on OECD emerging market
economies
(% of GDP)
Health 15
- All health spending 42
Social protection 1.4
- Old-age pension 5.7
- Disability and sickness cash benefits 1.0
- Family benefits including early childhood education and care 20
- Active labour market programmes 0.2
- Unemployment benefits 0.2
Education 3.6
- Primary, secondary and post-secondary non-tertiary education 2.5 36
- Tertiary education 0.6 1.2

Note: Estimates for family benefits, active labour market programmes, old-age pensions and education are
based on spending-to-GDP ratios adjusted for projected relevant population shares in 2030. Other estimates are
simple averages. The economies used for comparison are: Chile; Hungary; Mexico; Poland and Turkey.

1. In 2015.

Source: IMF, Government Finance Statistics Database; OECD, Government at a Glance Database, Social
Expenditure Database; OECD (2017), Education at a Glance 2017; United Nations, Department of Economic
and Social Affairs, Population Division (2017), World Population Prospects: The 2017 Revision, DVD Edition;
OECD calculations.

Given the difficulty of raising revenues, increasing the efficiency of public spending — as
highlighted in the previous Survey — remains a high priority for freeing up funds (OECD,
2016a). The energy subsidy reforms of 2014-17 contributed to a 14 percentage point fall in
the share of government expenditure on energy subsidies, freeing up funds for
infrastructure and better targeted social programmes. The shift from rice subsidies to e-
vouchers for a wider variety of food is also in line with previous OECD recommendations
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(OECD, 2016a; 2015a). Nonetheless, national accounts data indicate that total subsidies on
production were still equivalent to 1% of GDP in 2017, compared to 0.6% in OECD
countries. Energy subsidies are expected to increase by IDR 66 trillion (0.4% of GDP) in
2018, largely due to a larger diesel subsidy. Energy and fertiliser subsidies, which
encourage overuse, should be replaced with more targeted support such as cash transfers
for poor households and education and investment to raise agricultural productivity
(OECD, 2016a; 2015b). Sub-national transfers are becoming better targeted, but more
targeting and monitoring are still needed (Table 5). Costs associated with the expansion of
health coverage will need to be controlled (OECD, forthcoming).

Agencies such as the national public procurement authority and the Corruption Eradication
Commission (KPK) have crucial roles to play in reducing losses due to bribery and
corruption. The previous Survey highlighted the importance of improving practices at sub-
national governments. Recent reforms at local governments such as increasing e-
procurement and strengthening their internal budgeting and controls go in the right
direction (Table 5). The OECD Recommendation on Public Integrity and OECD Principles
for Integrity in Public Procurement could help guide further reforms. As recommended in
the previous Survey, the authority and resources of the KPK should be strengthened.

Table 5. Past recommendations for improving the efficiency of the public sector

Recommendations in previous Surveys

Action taken since the October 2016 Survey

Improve corruption-prevention mechanisms, while further boosting
efforts to combat all its forms. Support the Corruption Eradication
Commission (KPK), and provide it with more resources and authority.

Move ahead with the implementation of performance-based budgeting
(“money follows the programme”). Improve evaluation of existing and
future programmes, and reinforce links with medium-term objectives.

Revise the system of transfers from central to sub-national governments
to remove the link with payroll. Reform the system of village transfers to
account for population size and poverty prevalence for the basic
allocation.

Phase out all remaining energy subsidies. Phase out fertiliser subsidies
in favour of the development of irrigation systems, rural infrastructure
and research, and direct cash support to the poorest farmers. Replace
RASKIN with food vouchers for the poorest.

In 2017 the KPK launched e-LHKPN, an online reporting system
to ease the process for government officials to report their assets
and GOL KPK, an app for reporting gifts.

Local governments are being encouraged to adopt technology
that reduces the scope for corruption, such as e-procurement,
and to strengthen internal budgeting and controls.

In 2018 an electronic system for licensing was launched - the
Online Single Submission system. This is expected to reduce
corruption.

The “Architecture and Performance Information” (ADIK)
application for ministries and institutions was implemented to
improve the quality of budget allocation.

There is now a cap on the basic allocation component of the
General Allocation Funds transferred to sub-national
governments, which weakens the link with payroll expense.
From 2018 the village transfers apportion weights to population
(10%), number of poor people (50%), land area (15%) and
degree of geographic difficulty (25%). Additional transfers are
given to underdeveloped villages with many poor people.

During 2017 electricity subsidies were removed for non-poor
households with 900 volt-ampere connections. However, energy
subsidies have increased in 2018.

In the 2018 Budget the government announced plans to shift
Rastra (formerly RASKIN) recipients of rice to vouchers under the
non-cash food aid (BPNT) programme.

State-owned enterprises (SOEs) are a key plank in the government’s infrastructure and
development strategy. For instance, the 2016 plan to accelerate 245 national strategic
projects assumed that 30% would be financed by SOEs’ investment. The 143 national-level
SOEs operate in almost all sectors of the economy, ranging from manufacturing,
construction and transportation to agriculture. SOEs are more pervasive across the
economy than in any country in the OECD’s Product Market Regulation database except
China. Listed SOEs represent almost one-quarter of equity market capitalisation. SOEs’
capital expenditures are targeted to reach almost 3% of GDP in 2018, more than twice their
2015 share. This was facilitated by government support, particularly capital injections in
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2015-16 and a programme that encouraged them to revalue their assets. As SOEs have
tapped capital markets, the leverage of some has risen dramatically (Reuters, 2018).

Financial vulnerabilities are rising at some SOEs. Rapid investment and higher leverage
exposes SOEs involved with infrastructure projects to cash-flow difficulties, particularly if
interest rates increase or projects are delayed. Measures to contain retail electricity and fuel
prices are generating financial pressures for those firms. For example, the price of low-
octane fuel (“premium”) has not been changed since 2016 despite the increase in the
international oil price. In total 14 SOEs made losses in 2017, fewer than in 2016. State-
owned banks’ exposures to SMEs and the construction sector have risen rapidly. On-
balance-sheet loans and guarantees to SOEs are relatively small. Recognised contingent
liabilities were only 0.01% of GDP in 2017, as these are confined to government-
guaranteed loans. But the potential need for capital injections represents an indirect fiscal
risk. Despite ongoing efforts to improve corporate governance, lack of transparency
remains a concern (IFC, 2018).

Given these risks, monitoring SOEs and ensuring good governance are crucial. Plans to
consolidate many SOEs into six sectoral holding companies are intended to improve
efficiency but will probably make their financial situation more opaque. While all
incorporated SOEs are required produce externally audited financial reports, these should
be made publicly available and easily accessible to facilitate monitoring. Listing more
SOEs would also improve corporate governance. An ownership policy could guide this
process. Better disclosure could also help address concerns about integrity. Board members
should be appointed in transparent nomination processes with limited political interference
(IFC, 2018). Supervision by line ministries should be strengthened. Boards should also
have clear mandates with sufficient independence to achieve them, as recommended in the
OECD Guidelines on Corporate Governance of State-owned Enterprises. Greater attention
should be given to the implicit risks from SOE losses and rising debt. Supervisors should
be vigilant regarding credit quality of new loans from public banks.

Greater private-sector involvement in infrastructure projects would reduce the pressure on
SOEs, but the private sector is being crowded out (World Bank, 2017). The government
has increased the use of public-private partnerships (PPPs): in 2017 there were 11 PPPs
underway, totalling USD 15.4 billion (World Bank, 2018b). Well-designed PPP projects
with appropriately managed risks can harness the efficiency and expertise of the private
sector (OECD, 2016a). However, prospective investors face legal and regulatory
uncertainty and a lack of viable projects due to deficiencies in the project cycle (World
Bank, 2017). SOEs sometimes act as “private” bidders which may also deter private
investors (OECD, 2012b).

Several instruments have been created to attract more private sector interest in PPPs:
“viability gap funding” (to subsidise capital costs); government guarantees (to cover
government-related performance risks); “project development facilities” (to help prepare
documentation such as feasibility studies); and ‘“availability payments” (to increase
certainty of cash flows by providing periodic payments for infrastructure services that
comply with pre-agreed criteria). A stronger PPP unit and a more prominent role for the
Ministry of Finance would help to manage PPP-related risks (OECD, 2016a; 2012b). But
fundamental issues such as property rights, shallow capital markets and conflicting
regulations should also be addressed. More generally, alternatives such as concessioning,
asset recycling, asset securitisation and foreign direct investment should be promoted,
including by revisiting the negative investment list (OECD, 2016b).
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Raising revenues to meet spending needs

Falling non-tax revenues have weighed on overall revenue growth in recent years, largely
due to lower receipts from resources such as oil. Consequently, the ratio of general
government revenue to GDP declined to 14% in 2016 (Figure 17, Panel A). Tax revenues
(12% of GDP according to the OECD’s definition) are particularly low relative to other
countries at a similar income level, including Malaysia and the Philippines (Panel B). Higher
commodity prices and improvements in compliance are expected to raise revenue-to-GDP
ratios somewhat in 2018. Tax reforms that durably raise medium-term revenues would
reduce exposure to commodity cycles and could push Indonesia into a higher-tax, higher-
growth equilibrium (Gaspar, Jaramillo and Wingender, 2016). This depends on both raising
compliance and improving tax design, as highlighted in the OECD’s 2012 Economic Survey
(OECD, 2012a). Over 2012-16, the number of registered taxpayers rose by almost
12 million, but registration levels remain low by international standards (Table 6).
Accordingly the government’s tax reform agenda includes actions to raise compliance,
including through strengthening the tax administration and simplifying tax design.

Figure 17. Fiscal revenues have been low

A. Revenue over time B. Tax revenues including social security contributions
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Note: Tax revenue data are based on the OECD’s definition of tax revenues and can differ from national
definitions. In Panel A the diamonds exclude revenue equivalent to 0.8% of GDP raised during the tax amnesty

for individuals and firms that began in July 2016. Data for Indonesia do not include social security
contributions; those that would be classified as tax revenue are estimated to total less than 0.5% of GDP. In
Panel B data are for 2016 or latest available.

Source: OECD, Revenue Statistics Database, OECD Economic Outlook Database; World Bank, World
Development Indicators Database; IMF, World Economic Outlook Database; World Bank (2018), Indonesia
Economic Quarterly: Towards Inclusive Growth, World Bank, Jakarta.
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Upgrading tax administration and increasing enforcement are priorities

The main tax administration is the Directorate General of Taxes (DGT), which sits within
the Ministry of Finance but has offices around the country. Restructuring the administration
and developing its human resources are part of the tax reform agenda. Spending on staff
has been low in the past but by 2016 had risen to be comparable with other non-member
countries (Table 6). It rose further in 2017. The number of employees is low relative to the
number of adults, although it is higher relative to the number of taxpayers. However, the
administration has been expanding its workforce and investing in training existing staff.
Nonetheless, auditors, analysts and IT professionals are in short supply. Further training
will be crucial in strengthening the administration and enabling staff to adapt to new
technologies and challenges. Hiring and reallocation are needed but hampered by public-
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sector staffing regulations. Giving the DGT temporary authority to make more
transformative staffing changes (with oversight) could accelerate the pace of change.

Table 6. Tax administration performance and resources

Indonesia Non-OECD OECz:rT:trgmg OECD average
average economies

Indicators of performance
Registered personal income taxpayers (% of Between 17.8 56.1 73.6 87.6
population 15+ years) and 35.71
On-time filing (%)
- Personal income taxpayers 60.6 78.6 63.5 90.6
- Corporate income taxpayers 57.6 719 59.8 84.5
On-time payment — value-added tax (%) 86.0 90.4 - 93.3
Indicators of resources
Citizens (15 + years) per staff member 4893 3030 1917 1269
Active personal income taxpayers per staff member 446 562 1065 635
Total budget as % GDP 0.08 0.12 0.14 0.19
Staff costs as % total recurrent budget 61.0 64.3 74.9 72.6
Training costs as % total recurrent budget 04 0.3 12 0.5
IT budget as % total recurrent budget 3.3 11.0 3.8 13.4

Note: Data are for 2015 except for data for Indonesia on registered PIT taxpayers and staff costs, which are for
2016. The number of countries covered varies with response rates to the questionnaire, up to 55 countries.
OECD emerging market economies is the average of Chile, Hungary, Mexico, Poland and Turkey; the average
is not shown where there is only data for one country.

1. Calculated from data provided by the Directorate General of Taxes. Registered taxpayers are at end 2016.
Note that married individuals typically pay tax at the household level; the lower bound is calculated by adjusting
the number of taxpayers for the share that file tax jointly and the upper bound assumes that every taxpayer
represents a two-taxpayer household.

Source: OECD (2017), Tax Administration 2017: Comparative Information on OECD and Other Advanced
and Emerging Economies, OECD Publishing, Paris; Directorate General of Taxes; United Nations, Department
of Economic and Social Affairs, Population Division (2017), World Population Prospects: The 2017 Revision,
DVD Edition; OECD calculations.

Information systems are ageing but are being modernised as part of the reform agenda. This
can promote compliance by lowering costs for taxpayers and raising the probability of
detection. E-filing rates for income tax have risen to 82% in 2017, but experience from
Brazil and Mexico shows 100% is attainable. Filing and payment can be made easier
through pre-filled returns and reminders, for example. The 2016-17 tax amnesty and
Automatic Exchange of Information from September 2018 add to the vast quantity of data
to protect and process; detecting non-compliance is critical to reinforce the success of the
amnesty. In 2018 the government plans to begin procurement of a “core tax administration”
system that will capture all business processes including compliance system management
and taxpayer account management. The procurement process should be open and
implementation risks carefully managed.

Complexity and uncertainty add to compliance costs and increase opportunities for tax
avoidance. The burden of paying tax appears more costly, in terms of time, than in other
emerging economies, notwithstanding improvements in recent years (World Bank / PwC,
2018). The tax regime is still perceived as more contradictory and less consistently enforced
than in most regional comparators even though it is perceived to have improved (Deloitte,
2017). Policy changes are frequent, which is partly due to changing circumstances but also
because insufficient consultation leads to further changes. Simplifying the tax code, as
planned, and reducing the frequency of changes would ease compliance costs. Broader
public consultations on draft legislation would improve the quality of legislation. To build
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an evidence base for future reform, the tax reform team could be tasked with consulting
stakeholders and the public on policy reforms and publishing reports on these, as the Davis
Tax Committee did in South Africa (OECD, 2015c). Planned changes to the tax
administration’s website are expected to make it more user-friendly. Clear and simple
explanations of current obligations and online calculators, for example, would assist
taxpayers in complying. Greater use of risk-based auditing would improve efficiency and
perceptions of fairness.

Taxes can be broader and more inclusive

Around half of all tax revenue is raised from income taxes and a further 30% from value-
added tax. Other taxes include tobacco excise, trade taxes and local government taxes.
Overall, the structure is similar to that of other emerging market economies but the level of
revenues raised from key tax bases — corporate income, labour and goods and services — is
lower (Figure 18). This suggests that higher revenues from all major taxes should be
possible.

With low incomes and high rates of informality, the current personal income tax net
includes few individuals and raises little revenue. Due to large increases in the basic tax
allowance, Indonesian workers start paying a marginal tax rate of 5% when their gross
income is around twice the average employee’s earnings (or more if they have dependents).
Social security contributions apply to all workers but are relatively low (and not included
in Figure 18). Compared to other large emerging economies, marginal tax rates at medium-
to-high incomes are low (Figure 19). This also limits the progressivity of the system: in
2016 an individual hit the 30% marginal tax rate only when their gross income was more
than 20 times average earnings. Holding the basic tax allowance constant over time would
see more workers gradually join the system. Lowering the top two brackets would make
the system more progressive and raise more revenue. The administration would need to
monitor the effects of these changes on compliance to ensure they do not increase
informality or avoidance.

Figure 18. Most components of tax revenue are lower than in other countries

As a percentage of GDP, 2016 or latest
% c:{ GDP
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Note: Tax revenue data are based on the OECD’s definition of tax revenues and can differ from national
definitions. Data for Indonesia do not include social security contributions; those that would be classified as
tax revenue are estimated to total less than 0.5% of GDP. Data for Indonesia for 2016 include the effects of the
tax amnesty, which added 0.8% of GDP to revenue in 2016.
Source: OECD, Revenue Statistics Database; CEIC; Ministry of Finance (2016), Indian Public Finance
Statistics: 2015-2016.
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Figure 19. Top personal income tax rates bite at high levels of income

Statutory marginal personal income tax rates by income level, 2016
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Note: Rates shown are statutory rates. They take into account the basic tax allowance but do not include other
tax allowances that reduce effective tax rates. Earnings are a harmonised measure of average monthly earnings
of all employees.
Source: 1LO, ILOSTAT Database; EY (2016), Worldwide Personal Tax and Immigration Guide 2016-17,;
OECD calculations.
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Unequal treatment of different forms of income reduces the tax base and complicates the
system. In particular, fringe benefits and allowances paid by employers are untaxed under
the personal income tax system (but employers may not deduct them as expenses). This is
regressive, as such benefits are more likely to accrue to those on higher incomes and so
should be taxable income. Discussions are underway to recognise these benefits as personal
taxable income and in turn recognise them as expenses for corporate income tax.
Individuals’ investment income is also taxed at different rates depending on the source.
This can distort saving decisions and create tax planning opportunities. The 10% tax rate
on real estate rental income is far below the 20% rate on bank interest, creating a strong
incentive to invest in real estate. The rate schedule should be reviewed to reduce such
disparities.

Indonesia’s statutory corporate income tax rate of 25% is roughly in line with G20 and
OECD averages. In recent years tax incentives have been expanded to attract investment.
In April 2018 the government widened the eligibility for tax holidays to 17 specified
“pioneer” industries (including oil and gas refining, machinery manufacturing and
economic infrastructure) and simplified the application process. The holidays range from
5 to 20 years, depending on investment size. There are also tax holidays and other
incentives in designated zones and tax allowances for 145 business segments. Experience
from other countries suggests that tax holidays are often ineffective in raising investment
because the broader issues hampering investment remain or foreign investment displaces
domestic investment (IMF / OECD / UN / World Bank, 2015; IADB, 2013). Moreover, tax
holidays (and special economic zones) create tax planning opportunities, distort
competition and create the potential for policy capture and corruption (OECD, 2018c;
2012a; IADB, 2013).

Rethinking tax incentives could broaden the tax base and be more effective in promoting
investment. The publication in late September 2018 of detailed tax expenditure estimates
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for 2016-17 increases transparency and is a welcome first step in evaluating the incentives.
The tax expenditure report should continue to be improved and be published annually, as
planned. Because many countries in the region offer tax holidays, Indonesia could lead a
co-ordinated approach within ASEAN. It would be preferable to shift away from tax
holidays to cost-based incentives (tax deductions or credits) linked to investment in capital
or skills. Those incentives would better target new investment but would require ensuring
sufficient administrative capacity to oversee them. All incentives should be monitored
carefully to detect abuse and subject to a sunset clause to guarantee regular reviews.
Investor concerns related to the regulatory environment would be better addressed directly
rather than through the tax system.

A turnover tax for small businesses aims to encourage formalisation of small firms.
Businesses in eligible sectors with annual turnover below IDR 4.8 billion (around
USD 323 000 in September 2018) can opt into the scheme and pay a rate of 0.5%, which
was halved from 1% in July 2018. The threshold for compulsory value-added tax (VAT)
registration is also IDR 4.8 billion. By 2017 the turnover tax regime had already attracted
1.5 million registrants, of which 205 000 were incorporated and 1.3 million were
individuals. However, the sheer number of SMEs in Indonesia means that increasing
registration remains a challenge (Table 7). The regime’s cost has not yet been included in
the tax expenditure report. Access to the turnover tax is limited to three years for
incorporated firms, and to seven years for individuals. The time limit aims to avoid creating
disincentives to grow but it will disadvantage firms that do not have the capacity to comply
with the standard tax system.

Regional tax offices are increasingly offering services for SMEs. Linking the turnover tax
to additional benefits such as access to business development services, book-keeping
assistance and applications, and simplified administrative procedures could encourage
formalisation. To contain costs, eligibility for the tax should be restricted to very small
firms. Such comprehensive programmes increased registration in Mexico, Brazil and
Colombia. Micro enterprises should be allowed to remain on the simplified scheme.

Table 7. Micro enterprises dominate the business landscape

Cut-off values for each By number By employment
category (IDR)
Net assets Annual revenue Thousand % of total Thousand % of total
(excluding
premises)
Micro enterprises 50 million 300 million 23 864 89.3 41032 58.4
Small enterprises 500 million 2.5 billion 2399 9.0 12 609 17.9
Medium enterprises 10 billion 50 billion 412 1.5 8132 11.6
Large enterprises 35 0.1 8 547 12.2
Total 26 711 70 320

Note: Data are for establishments in 2016 and exclude the agriculture, forestry and fisheries sector, government
administration, defence and social security sector, and household activities as employers or own production
sector. Unregistered businesses are included.

Source: Statistics Indonesia, Economic Census 2016.

Taxes on goods and services could be more efficient

Value-added tax (VAT) revenues have been increasing in recent years. This is welcome,
given that base's potential to be a comparatively efficient source of revenue (Akgun,
Cournéde and Fournier, 2017; Acosta-Ormaechea and Yoo, 2012). There is a single rate of
10%, but numerous exemptions and a high threshold for registration reduce the VAT's
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efficiency and effectiveness considerably. In addition to exemptions for specific basic
foods and common exemptions (such as education), there are exemptions for “strategic”
intermediate inputs, services subject to local sales taxes (hotels, restaurants, entertainment,
parking), certain resource-related products, and services supplied to local shipping firms.
Exemptions weaken the efficiency of VAT, because the tax cascades, (OECD/KIPF, 2014)
and self-enforcement, because the purchaser has no incentive to demand a VAT invoice.
The high threshold for registration significantly reduces the share of firms participating in
the system and therefore reinforcing compliance.

A comprehensive VAT reform could broaden its base and increase its effectiveness.
Exemptions for services that are subject to the 10% local sales taxes (such as hotels and
restaurants) and intermediate inputs should be removed to harness the self-enforcement
properties of VAT. The corresponding local sales taxes should be eliminated and local
governments compensated for lost revenue via transfers. While changing the local sales tax
would likely be difficult because it would require changing the laws related to
decentralisation, it would benefit the firms in these sectors because they could claim back
the VAT paid on inputs. Local governments could be permitted to charge a small
accommodation tax, which would incentivise them to develop tourism. Because the
exemptions for basic food items generally benefit lower-income households (with the
exception of meat), these could be zero-rated until the social protection system is able to
provide similar targeting (Figure 20).

The VAT legislation is currently under review. A package of reforms that: (i) replaced most
exemptions with the standard rate; (ii) replaced exemptions on basic necessities with a zero
rating; and (iii) reduced the threshold for compulsory registration to be in line with
international norms, would broaden the tax base. It should be accompanied by strengthened
administration of the VAT. IMF estimates imply that removing exemptions may lead to an
initial fiscal cost of 0.1% of GDP because inputs could be claimed back (IMF, 2017c¢). But
the reform would bring more firms into the VAT system which should raise revenues and
the broader base would lay the foundation for efficiently raising more revenue in the future

via a higher VAT rate.
Figure 20. VAT exemptions for food generally benefit poorer households
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Note: Data are for 2016. Salt and soybeans are also exempt from VAT but are not shown here. In Panel B food
items are ordered by the spending of the poorest households.
Source: Statistics Indonesia.
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Excise taxes can be efficient tools for curbing behaviours with high social or long-term
costs, such as smoking (WHO, 2017). Indonesia has particularly high smoking rates among
men (but among the lowest for women) and is one of the few countries with a rising
smoking rate (Figure 21 Panel A) (OECD, 2017a). Given smoking's well-recognised health
costs and the future financial burden on the health system, reducing smoking should be a
priority. The most popular packet of cigarettes was taxed at a rate of 57% in 2016, which
is the maximum tariff allowed under the excise law but below the WHO guideline of 70%
and other countries’ rates (Panel B). Taxes vary across products; for instance, excise is
lower on hand-rolled cigarettes. Excises should be increased, rates harmonised across
products and awareness of health costs raised.

Figure 21. Tobacco use is high, and taxes are relatively low

A. Percentage of population smoking B. Total taxes as a % of price of the most sold
% brand %
80 100
A
70 90
A Male —Female 80
60 —
70
50 A - 60
40 I 50
30 40
| 30
20
I 20
0 |4| L L L L L L L L L L - Ly L L L L 0
< O X A L W J oxx Jd on Zz n =z N = Z2 o L v Z W J X < 0 ox A
8528gNgtrdz52° 285:28:8z5288¢gR53

Note: “EME” is an unweighted average of the emerging market economies shown. Data in panel A are for 2015
and in panel B for 2016.
Source: World Health Organisation (2017), WHO Report on the Global Tobacco Epidemic 2017, Appendix IX
and X.
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The government is considering a tax on sugar-sweetened beverages to help combat rising
rates of diabetes and other non-communicable diseases. Such taxes reduce consumption
and, if set sufficiently high, can have positive health outcomes (Thavorncharoensap, 2017).
If introduced, it should be part of a broader campaign to counter lifestyle-related diseases.

Environmentally-related taxes can be efficient tools for reducing emissions of pollutants
and road congestion. OECD estimates suggest that such taxes are equivalent to less than
1% of GDP in Indonesia. Compared to OECD countries, Indonesia raises sizeable revenue
from motor vehicle taxes but little from energy use (Table 8) (OECD, 2018d). There is
substantial scope to adjust motor vehicle taxes so that environmental impacts influence
purchasing decisions. The World Bank and Ministry of Finance estimated that converting
the luxury goods sales tax on vehicles to a specific tax and changing the rates according to
environmental impacts could raise the equivalent of 0.6% of GDP (World Bank, 2018a).
The annual motor vehicle levy could be converted to a flat tax that varies based on car types
and their emissions, rather than being linked to value, which declines over time. A gradual
shift to more cost-reflective pricing of energy would help users internalise costs associated
with its use. A first step would be to phase out subsidies, as discussed above.
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Table 8. Key environmentally-related taxes

Tax Tax base Level of Maximum rate Revenue as % of
government allowed GDP, 2016
Vehicles
Motor vehicle taxes (annual Value of motor vehicles Sub-national 5% for annual tax, 0.5
registration fee, transfers) 10% for transfers
Luxury goods sales tax Imports and domestic motor Central 200% 0.01
vehicles
Energy use
Motor vehicle fuel tax Fuel consumption of motor Sub-national 5%, 7% in some 0.1
vehicles excluding VAT regions
Street lighting tax Electricity consumption of Sub-national 1.5%, 3%, 10% 0.1

households and businesses

Note. Import tariffs on motor vehicles are not included.
Source: A. Nasution (2016), “Government decentralization program in Indonesia”, ADBI Working Paper
Series, No. 601; Ministry of Finance; OECD calculations.

Property tax could yield medium-term revenue gains

Property taxes are levied by central and sub-national governments. OECD estimates
suggest that they are equivalent to around 0.4% of GDP, which is low in international
comparison (Figure 22). Most revenue comes from recurrent tax on immovable property
(land, buildings and other structures), and most of this is from natural resources-related
properties, rather than residential or commercial real estate. There are also transactions-
based property taxes. Although part of the recurrent tax on immovable property is
decentralised, notably taxation of residential and commercial land and buildings, national
legislation sets out a minimum exemption and a maximum rate of 0.3%. But these taxes
have also been found to be far below their revenue-maximising level, given current
legislation (von Haldenwang et al., 2015).

Figure 22. Property taxes raise little revenue
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Note: Data are for 2016 or latest. Data for Indonesia are from national sources. OECD is an unweighted average
of OECD member countries. Data for China, India and Russia are for 2009, 2009-10 and 2010, respectively
and taken from Prakash (2013).

Source: OECD, Revenue Statistics Database; Ministry of Finance; P. Prakash (2013), “Property taxes across
G20 countries: can India get it right?”, Oxfam India Working Papers Series, XV, January; OECD calculations.
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There are strong arguments for raising more revenue from recurrent tax on immovable
property. It can in principle raise revenue for local governments (thereby strengthening
their accountability) in a more economically efficient way than other taxes and can
contribute to greater progressivity (Akgun, Cournéde and Fournier, 2017; Arnold et al.,
2011). The latter is especially relevant given estimates that Indonesians’ wealth is
concentrated in real estate (Credit Suisse, 2017). In Russia and South Africa, this tax raises
revenue of around 1% of GDP (Figure 22). However, before rates are raised, it is important
that local government property tax databases are up-to-date and that local administrations
are able to update and maintain them. This will likely require further training by the central
government, including in using available information systems, and assistance in improving
the administration of taxes.

Reaping the demographic dividend

Indonesia’s youthful demographics are both an opportunity and a challenge. Half of the
population is under 30 years old, and the working-age population is growing by around
2 million annually. Unlike in much of the world, the working-age population is projected
to increase to 68% of the Indonesian population by 2030 (Figure 23). This alone boosts
estimated potential GDP per capita growth by 0.3 percentage points annually until 2030
(Box 4). The challenge is to shift the job mix to high-quality, high-productivity jobs in the
formal sector, which will grow incomes and government revenues, thereby enabling better
services to be provided for current and future generations. This challenge is recognised in,
for example, government plans such as the “Making Indonesia 4.0” roadmap, which aims
to expand the manufacturing sector and raise labour productivity.

Figure 23. Indonesia’s working-age population is rising in the near term
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Source: United Nations, Department of Economic and Social Affairs, Population Division (2017), World
Population Prospects: The 2017 Revision, DVD Edition.
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Box 4. Long-run scenarios for Indonesia’s economy

The OECD’s long-term scenarios shed light on the forces driving growth over the coming
decades (Guillemette and Turner, 2018). The baseline scenario assumes current trends
continue, with some catch-up in variables such as educational attainment, gender
employment gaps and total factor productivity. Gains in Indonesia’s GDP per capita are
projected to slow after 2030, as the direct benefits of the demographic dividend pass and
then as cohort effects that raise employment fade (Figure 24). Indonesia would probably
become the world’s fourth-largest economy during the 2030s.

Figure 24. Decomposition of real GDP per capita growth to 2060
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Note: Educational attainment increases as recent gains across cohorts are extended into the future, which
translates into an average increase of 2.7 years at school. The gender employment gap narrows from 30 to
22 percentage points.

Source: OECD estimations based on Y. Guillemette and D. Turner (2018), "The Long View: Scenarios for
the World Economy to 2060", OECD Economic Policy Papers, No. 22, OECD Publishing, Paris.
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Most workers are still informally employed

Informality remains pervasive: 93% of Indonesian firms are estimated to be operating
informally (Rothenberg et al., 2016). New OECD analysis suggests that around 70% of
workers are employed informally, close to the share in Peru but much higher than in Brazil
(35%) (Figure 25, Panel A). This is around 10 percentage points lower than a decade ago
(Panel B). The least educated are most likely to be working informally; women, youth and
over 55-year-olds also appear more affected (Panel C). Informality is highest in the
agriculture, construction and transport and storage sectors. The rate of informality outside
of agriculture is estimated to be around 60%. Across countries, informal jobs are typically
of lower quality, with lower productivity and therefore lower wages, fewer training
opportunities and poorer working conditions (OECD, 2015d; La Porta and Shleifer, 2014).
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Figure 25. Informality rates vary by worker type

A. Informality rates across countries, 2017 or latest B. Types of employment in Indonesia
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GEIH for Colombia, the ECE for Costa Rica, the SAKERNAS for Indonesia, the ENOE for Mexico, the ENAHO
for Peru, the QLFS for South Africa and the HLFS for Turkey.
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Informality results from many interrelated factors, including: barriers to formally hiring
employees; disincentives for firms or workers to operate in the formal sector and a
perceived lack of benefits from doing so; and a lack of skills, as highlighted in previous
Surveys (OECD, 2015a). Strict employment regulations and high costs discourage the
hiring of low-skilled employees and add to temporary employment instead, which is
associated with less training (Figure 26) (Allen, 2016). Minimum wages are high relative
to the median wage and severance pay is also high in international comparison but in
practice compliance rates are low (ibid). Severance pay aims to compensate for the lack of
unemployment insurance, but workers are likely to draw on their pension savings. The
OECD’s Employment Protection Legislation indicators highlight that allowed dismissals

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018


https://doi.org/10.1787/888933833217

KEY POLICY INSIGHTS | 45

are comparatively narrow and more procedurally difficult than elsewhere. Administrative
burdens deter business formalisation, despite recent progress. It still takes 22 days to start
a business, compared to 76 in 2013, according to the Doing Business indicators, and
ongoing compliance costs are burdensome.

Figure 26. Regulations governing employment and product markets are strict
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Note: Average redundancy cost is the cost of advance notice requirements, severance payment and penalties
due. Flexibility of employment regulation is from the Economic Freedom Indices calculated by the Fraser
Institute and ranges from 0 (low economic freedom) to 10 (high economic freedom). Product market regulation
ranges from 0 (less regulated) to 6 (more stringent).

Source: World Economic Forum (2018), Global Competitiveness Report 2017-2018; Fraser Institute, Economic
Freedom of the World Index; OECD, Going for Growth Database, Labour Database, Product Market
Regulation Database; Statistics Indonesia, SAKERNAS; OECD calculations.
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Lower but better-enforced employment protection would better serve workers and reduce
disincentives to hiring formal workers. Easier employment regulations could be piloted in
the special economic zones, with effects monitored closely before extending the policies
nationwide. In particular, the procedures and circumstances for dismissal could be eased
and high severance pay replaced by unemployment insurance with individual accounts
(OECD, 2016a). Around half of the OECD member countries set discounted minimum
wages for groups of workers, such as young people, that are most likely to be disadvantaged
by high minimum wages (OECD, 2015¢). Discounted minimum wages for youth should be
introduced, as previously recommended, and could be trialled in special economic zones
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(OECD, 2016a). Although social security contributions are relatively low, the compliance
burden for small firms could be eased by allowing quarterly payments.

Labour and product-market reforms could significantly increase formality and, through
labour productivity, GDP per capita (Box 5). But the benefits of formality should be also
promoted and the trade-off for formalising made more attractive. For instance, the turnover
tax (discussed above) should be better targeted and registration linked to greater access to
benefits like training and assistance with account-keeping, as in Mexico. In Colombia,
financial and non-financial assistance to micro-enterprises has helped to increase formality
(tax reforms to reduce high social security contributions were also important) (ILO, 2014;
OECD, 2017b). An Online Single Submission system for licensing has been launched; it
should be fully implemented and user feedback should be collected and used to make
further improvements. In Colombia compliance was reinforced through more labour
inspections. Raising the probability of inspection could help increase compliance in
Indonesia but it should be accompanied by other policies to improve the trade-off with
formalisation to avoid pushing workers into unemployment. The government hopes that
the possibility of public health insurance (including for family members) will increase the
attractiveness of formalising and from 2019, registration will be compulsory for self-
employed workers. Promoting the benefits of insurance more widely, along with
improvements in access to services, may help attract these workers. Colombia’s experience
demonstrates that informality can be reduced with a persistent and multi-faceted approach.

Box 5. Regulations, informal employment and productivity

Simulations with a small macro-structural model (Chalaux, Kopoin and Mourougane,
forthcoming) shed light on relationships between regulations and informality and, in turn,
GDP per capita. These relationships are estimated in two steps: to informality and then to
income. The OECD’s indicators of employment protection legislation and product market
regulation allow cross-country comparisons of hypothetical reforms. The benefits in this
case result from a productivity differential between the formal and informal sectors.

The simulations suggest that easing employment protection legislation to the OECD
average level gradually over 10 years could shrink Indonesia’s informal sector by about
40 percentage points and raise GDP per capita by 8-32% over 10 years, depending on the
assumed productivity differential between sectors (Figure 27). Indonesia would benefit
more than other emerging economies due to the combination of strict employment
regulation and relatively high informality. Lowering product market regulation from its
2013 level to the OECD average could lower informality by almost 25 percentage points
and raise GDP per capita by another 4-16%; reforms to ease licensing procedures made
since 2013 should already be contributing to growth via this channel.

The simulations are illustrative only and depend on the size of the reform, but the assumed
productivity differential appears conservative: Rothenberg et al. (2016) suggest that the
labour productivity of the median micro enterprise in Indonesia is only 4.5% of a large
formal firm’s productivity, and the median small firm’s is 13%.
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Figure 27. Structural reforms that reduce informality can raise average income

Per cent of GDP per capita relative to no-reform baseline depending on assumed productivity differential
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Note: The productivity differential is the gap between productivity in the formal and informal sectors.
Reform means convergence of the indicator to the OECD average evenly over 10 years. The employment
protection legislation indicator is for workers on regular contracts.

Source: OECD calculations based on J. Botev, D. Dlugosch, E. Mavroeidi and A. Mourougane
(forthcoming), “The Yoda model”, OECD Economics Department Working Paper.
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Low skills are holding back growth

Indonesia is approaching universal completion of primary school and graduation rates from
lower secondary school have risen rapidly. But a relatively low share of 25-34 year-olds has
completed upper secondary school or higher (Figure 28, Panel A). School-to-work
transitions are weak, and there does not appear to be much reward for completing upper-
secondary education, with employment rates of that group close to those with lower
attainment (Panel B). And unemployment rates of medium and high-skilled 20-29 year-olds
are 6 percentage points higher than for the low-skilled. One explanation is the poor quality
of education (OECD, 2016a; OECD/ADB, 2015). The results of a 2016 national test led to
similar conclusions to the 2015 PISA results, which indicated that around three-quarters of
15 year-olds do not have basic skills in mathematics and less than one-third have basic
reading proficiency (OECD, 2016c). This contributes to informality as workers do not have
the skills for higher paying formal sector jobs. Although one-fifth of government outlays is
mandated to be spent on education, it is clearly not as efficient as it should be. Teachers lack
necessary competencies, as well as support, and teacher absenteeism remains a problem
(OECD, 2016a).
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Figure 28. Educational attainment is low, and there is relatively little dispersion in
employment rates
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Raising the quality of teaching has been challenging, despite salary increases and tightened
certification requirements (OECD, 2016a). Teachers should be evaluated regularly and
encouraged to undertake professional development by linking remuneration more closely to
performance and ongoing training. There are advantages in using multiple evaluators; Chile
uses the principal, peer evaluators (from another school), externally accredited evaluators,
and a municipal evaluation commission composed of peer evaluators (OECD, 2013). School
principals should also ensure performance is regularly monitored, and teachers given
feedback on what they can do to improve, for example through the creation of individual
teacher development plans (OECD/ADB, 2015). Building capacity to undertake appraisals
is therefore also important. Better pay has made teaching more attractive; this should be used
to strengthen selection into teacher training programmes so that over time retiring teachers
are replaced by increasingly committed and competent teachers. Stronger school
management could also raise outcomes. The expansion of the “Smart Indonesia” programme
that provides financial support to poor students who stay in school aims to reduce drop-out
rates. Second-chance programmes have been re-established, as previously recommended,
and should be promoted so students can re-enter formal education as their circumstances
change (OECD/ADB, 2015).

Following a 2016 Presidential Decree, the government is focussing on lifting the quality of
vocational education and training (VET) at upper secondary school. This is linked to the
government’s agenda to expand sectors such as manufacturing and tourism. Improving VET
will require strong employer engagement — a critical component of successful VET systems
— and co-ordination across ministries (OECD/ADB, 2015). Indeed, greater efforts are being
made to engage more with industry representatives and companies. Under a new pilot
programme three companies will work with 20 VET schools. As successful models for
employer engagement in training and work placements are found, they should be expanded.
A tax incentive for providing training is planned. New regulations opening the education
sector to foreign-owned institutions could also raise the quantity and quality of supply.
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An estimated 4 million additional skilled workers will be needed annually until 2030 to meet
expected demand as the economy grows (Ministry of Manpower, 2017). Disincentives for
investing in staff — such as fears that trained staff will leave — should be addressed via co-
ordination by sectoral business groups. Training could be further encouraged through tax
incentives, with appropriate monitoring. Foreign workers can fill high-priority skills gaps
quickly. They transfer knowledge to local workers, contribute to a training fund and may
pay higher taxes than locals. However, they are little used as regulations have been restrictive
and cumbersome: at end 2017 there were 85 974 licenced foreign workers in Indonesia
(BPKS Ketenagakerjaan, 2018). In 2018 the regulation relating to employing foreign
workers was changed to ease the process. It is important that it be implemented effectively.
The Ministry of Manpower should maintain a list of highly skilled occupations with acute
shortages, as is done in several OECD countries, and ease restrictions on hiring foreign
workers for these occupations accordingly.

Improving health outcomes will reinforce learning and work

Education and subsequent employment outcomes also depend on childhood health. Stunting
is a major issue in Indonesia, affecting 30% of children in 2017 (Jahari, 2018; OECD,
2016a). Along with malnutrition, it has lasting effects on well-being by impairing cognitive
function and school performance. The central government is now working with 100 districts
to reduce stunting. More generally, the unified database of vulnerable households forms the
basis of most programme targeting. Policy makers should continue to improve social
assistance that targets the poorest households and promote breastfeeding (OECD, 2016a).
At the same time, the prevalence of lifestyle-related non-communicable diseases is rising;
cardiovascular and respiratory diseases, diabetes and related complications caused half of all
deaths in 2014 (Fountaine et al., 2016). These disease burdens weigh on health outcomes, as
well as productivity and incomes, and will add to health costs.

The ongoing expansion of public health insurance, with the aim of universal coverage by
2019, is an opportunity to boost early detection and prevention. Although the number of
clinics and hospitals has expanded, long waiting times at affiliated centres and distance to
medical centres remain barriers to take-up of health insurance as well as seeking early care.
However, ensuring access to services will likely require extra funding, which will strain the
system’s finances further, so cost containment measures will be crucial (Dartanto, 2017,
OECD, forthcoming).

Simulations of structural reforms

Simulations using the OECD’s long-term model show that increasing average educational
attainment by two years (compared to the baseline) could add 6% to GDP per capita by 2060,
or almost 0.2% additional growth per year (Table 9). But the GDP gains from ensuring all
current students graduate with basic skills (indicated by a PISA score of 420) would be even
larger, at around 60% by 2095, or 0.6% per year (at compounded rates) (OECD, Hanushek
and Woessmann, 2015). Facilitating adult education and training would increase the stock
of skills faster. Through higher rates of formality this could increase incomes, and
consequently tax revenues.
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Table 9. Structural reforms to close gaps can yield large long-term gains
Average additional annual GDP growth over 2020-2060 relative to baseline

Reform Detail %

Every current student acquiring Raises PISA score of current students to 420, implying Indonesia’s 0.6

basic skills average PISA scores are around Thailand’s

Higher educational attainment Raises average years of schooling of population by 2 years in 0.22
addition to the increase of 2.7 years in the baseline.

Improved rule of law Improvement in rule of law index to the OECD median country, 0.72
equivalent to an increase of 1.8 point in the index

Narrower gender gap in Difference in employment rates narrows by an additional 7 0.12

employment percentage points compared to the baseline (8 percentage points)

Less stringent employment The OECD Employment Protection Legislation indicator gradually 04-1.23

protection legislation declines to the OECD average

More competition-friendly product ~ The OECD Product Market Regulation indicator gradually declines to 0.2-0.73

market regulation the OECD average

1. Estimates are based on OECD/Hanushek/Woessman (2015). These estimates are the average annual growth
boost over 2015 to 2095.

2. Estimates are based on the OECD’s long-term scenarios described in Guillemette (2018).

3. Estimates are based on Chalaux, Kopoin and Mourougane (forthcoming). The range shows the estimate
assuming the productivity differential between the formal and informal sector is 5% and 20%. The calculation
is over 30 years.

Source: OECD calculations.

Complementing higher education with reforms that narrow gender gaps in employment rates
and improve the rule of law could raise GDP growth by a further 0.8 percentage points
annually. The estimated effect of reforms to labour and product markets regulations via
channels typically estimated for OECD countries is modest but the effect is much larger
when the effects of informality are accounted for (Table 9). Although these figures are only
illustrative, they highlight the huge potential gains from bringing policy settings closer to
those in OECD countries.

Using tourism to diversify the economy and support regional development

Two challenges for increasing the resilience and inclusiveness of Indonesia’s economic
growth are the reliance on commodities for foreign currency earnings and the concentration
of activity in Java. Java’s economy generates 55% of Indonesia’s GDP, and regional
differences in income per capita are larger than in other large emerging economies
(Figure 29). While it is not a silver bullet, tourism can help address both these challenges.

Tourism’s potential is high but not fully exploited

The number of visitors to Indonesia has nearly tripled over the past decade to 14 million by
2017, accelerating to average growth of nearly 14% annually in the past three years
(Figure 30, Panel A). This is thanks to global growth in tourism — 4% annually — and also
gains in market share following infrastructure development and more aggressive promotion.
However, growth can be volatile due to the seasonal nature of tourism and because Indonesia
is particularly vulnerable to natural disasters. Most visitors originate from Asia, especially
from China, now the top source. Arrivals are geographically concentrated: Bali — less than
0.5% of Indonesia's land mass — received almost half and Jakarta about a fifth (Panel B).
More recently, tourism to other destinations — such as Borobudur and Lake Toba — has
grown. The potential for job creation in many regions is large, as the sector is highly labour
intensive. Likewise, the job mix in tourism implies that its expansion could raise the
employment rate of women.
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Figure 29. Regional income inequality is high in Indonesia
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Indonesia, 2015 for Colombia and Mexico, 2014 for Brazil and 2013 for China and India.

Source: Statistics Indonesia; OECD, OECD Regional Database; OECD calculations.
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Figure 30. Indonesia is attracting more visitors
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Most countries reap far higher revenues from tourism relative to GDP (Figure 31). Together
with the expanding Asian middle-class, this points to an opportunity to attract more visitors,
especially high-spending tourists. The Travel and Tourism Competitiveness Index highlights
Indonesia’s natural and cultural resources and price competitiveness as strengths relative to
regional competitors (WEF, 2017). The same index reveals large gaps in various types of
infrastructure, including transport, tourist services and ICT.
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Figure 31. Earnings from tourism are still low
Foreign tourists’ expenditure, % of GDP, 2016
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Government plans foresee 20 million visitors by 2019. Tourism is prioritised in the 2015-19
medium-term development plan, which includes the development of 10 destinations — “10
new Balis”. The strategy emphasises closing infrastructure gaps and concentrates investment
in four locations. Four destinations have also been designated special economic zones. To
improve marketing the Ministry of Tourism’s budget was quadrupled in 2015, to 1% of total
public spending (although it was cut in 2017 by 30%). This boosted the reach and quality of
its promotional campaign. The Ministry also monitors social media at the destination level
through a comprehensive digital tool to better target its marketing efforts.

Despite the medium-term plan and the associated tourism strategy, gaps in planning remain.
Tourism affects numerous industries and depends on many public institutions, which makes
co-ordination difficult. A lack of capacity is a challenge, especially in sub-national
governments. Led by the central government and supported by the World Bank and
Switzerland, the 10 priority destinations are gradually developing destination management
plans (DMPs) — a standard management tool in this sector — but they will only be finalised
in 2019, at the earliest. Effective use of DMPs can ensure that growth is inclusive by
incorporating local characteristics and needs. Currently, local governments are often not
involved in the planning process; indeed, special economic zones partly aim to circumvent
excessively complicated local regulations.

Destination management organisations, comprising local government and private agents, are
effective ways of managing transport, land use and the local effects of tourism (OECD,
2018e). Different forms are possible, to wit the independent agency for Langkawi island in
Malaysia (LADA, 2018), or integration in the provincial government in the case of Bohol
island in the Philippines (UNWTO and Griffith University, 2017). In Indonesia for example,
there is a local authority for Lake Toba and a state-owned enterprise for Mandalika; however,
they lack close relationships to local government or community representatives. The
government should establish these in key destinations where they are missing, in partnership
with local stakeholders, and encourage existing organisations to involve local stakeholders.
Local governments also need more data to improve planning, monitoring and evaluation.

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018


https://doi.org/10.1787/888933833331

KEY POLICY INSIGHTS | 53

Tackling the infrastructure gap is crucial for scaling up tourism

The expansion of air transport infrastructure has facilitated the recent rapid growth of
tourism. But capacity at the two main airports (in Jakarta and in Denpasar, Bali) is now fully
utilised. Their quality is also weak relative to those in neighbouring countries. For example,
Jakarta’s airport has a user rating of 65% compared to 80% for Bangkok and 94% for
Singapore (Flightradar24, 2018). This suggests investment is needed to improve existing
airports and build new ones. The government is planning to contract out the operation of
some airports, which could improve their efficiency. In addition seven new airports were
recently built and eight additional ones are planned by 2019, which should expand tourism
to new regions. Given the government’s revenue constraints, private-sector participation
should be encouraged. Cost-benefit analysis should be systematic for project selection,
which is not currently the case (World Bank, 2018c). It should incorporate operation,
maintenance and disposal costs as well as environmental and social impacts.

While transport is key, other infrastructure is also essential for continued growth in tourist
inflows and spending. Better reach and reliability of 4G technology would enable visitors to
use their smartphones more easily, including for e-payments. In addition, broadening
internet availability would help local firm creation and growth and reduce the wide gap
between urban and rural Internet users (72% versus 48%) (APJIL, 2017). Environmental
infrastructure such as waste, water, sanitation and sewerage facilities is still lacking; for
example, the lack of potable tap water increases the use of plastic bottles in Jakarta.

Foreign investors can help plug some of the investment gaps that hamper tourism where the
returns are sufficiently high to make projects viable. However, restrictions are significant in
the transport sector, and to a lesser extent for hotels and restaurants, notably due to foreign
equity limitations and restrictions on foreign personnel (Figure 32). Foreign land ownership
restrictions also constrain the development of hotel and restaurants although a right to build
can be issued to foreign companies for 30 years (renewable for 20 years). Easing those
restrictions would facilitate private investment.

Figure 32. Restrictions on foreign direct investment across emerging market economies
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0.7

O Total @ Hotels & restaurants M Transport
0.6

0.5
04

0.3

0.2

) I H H I

o .m . [ . |_| . . . I . .
coL ARG CR BRA VNM TUN IND

| MYS IDN PHL

Note: The FDI Regulatory Restrictiveness Index measures statutory restrictions on foreign direct investment
across 22 economic sectors. It gauges the restrictiveness of a country’s FDI rules by looking at the four main
types of restrictions on FDI: 1) foreign equity limitations; 2) discriminatory screening or approval mechanisms;
3) restrictions on the employment of foreigners as key personnel; and 4) other operational restrictions, e.g. on
branching and on capital repatriation or on land ownership by foreign-owned enterprises.
Source: OECD, FDI Regulatory Restrictiveness Index Database.
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Given Indonesia’s highly decentralised government framework, the role of local
governments in developing local opportunities should be promoted. Local initiatives are
more effective in realising the potential of experience-based tourism and the creative
economy (OECD, 2014). The community-led development of Banyuwangi is a successful
example for other destinations (Kompas, 2016). Destinations are often missing tourist
information centres that in other countries promote local businesses and provide services
like Internet access. The availability of central government transfers for local governments
to use for tourism-related projects is welcome: in 2018 “special allocation funds” of
IDR 632 billion (USD 43 million) were allocated for 319 local government tourism-related
projects, up from only 58 projects in 2016. However, as recommended in the previous
Survey, monitoring of such projects should be stepped up. Allowing local governments to
levy an accommodation tax on tourists would provide local areas with a direct benefit from
increased tourism and provide additional funds for infrastructure that supports this sector.

Facilitating firm creation and growth to foster local development

The tourism sector is mostly composed of small firms. A business-friendly environment can
help local populations to seize opportunities to start and grow companies. Although
Indonesia’s regulatory environment has improved significantly over recent years —
recognised in its Ease of Doing Business ranking — its ranking of 72" indicates that there is
still substantial scope for further improvement. Starting a business and enforcing contracts
are especially difficult. An online single-submission system for licensing and permits has
been launched but is not fully implemented yet.

Raising basic competencies, as discussed above, will facilitate the creation and growth of
formal-sector firms. The tourism industry relies on specialised workers, such as chefs, hotel
managers and tour guides, who are usually trained through vocational education and training.
Several higher-education institutions specialise in tourism, but the supply of training will
need to expand to meet growing needs. The government is now developing vocational
higher-education institutions in more regions but should also better monitor private schools,
which are the major provider of education and training in tourism. On-the-job training could
be developed through more work placements. Closer and more local interaction between
education institutions and employers would help in designing appropriate curricula.
Colleges' focus should be flexible enough to respond to changing needs. Adult training
programmes could help ensure that existing workers, including women outside the labour
force, can benefit from tourism’s growth. Skills shortages are currently difficult to monitor
but are evidenced in some areas such as in Lombok where the authorities are now
establishing a new vocational higher-education institution. Forthcoming destination
management plans should assess current and future skills shortages. Easing procedures for
recruiting foreign workers, as currently envisaged, would help mitigate existing shortages
and facilitate knowledge transfer to local personnel.

Like in other countries, the tourism sector has been an early adopter of digitalisation. The
process of digitalisation, particularly relevant for tourism, can promote greater competition,
create jobs and, by reducing the barrier of geographic distance, make growth more inclusive
(OECD, 2017c). Digital platforms can provide opportunities for small businesses
specialising in local services, such as accommodation and transportation. The Indonesia
Travel X-Change, launched in 2016 to ease business-to-business connections, provides a
booking and online payment system. However, it is still being developed and manages only
2 270 rooms (Nurdin, 2018). The platform should be finalised quickly and advertised more
widely. Online delivery of training could help reach many people at lower cost than
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traditional programmes. Online applications for filing income tax and VAT and for paying
local licence fees can reduce compliance costs.

Policies need to manage the sustainable development of tourism

Indonesia’s exceptional natural assets are key attractions for tourists, but its environmental
sustainability is lower than in regional competitors, reflecting insufficient wastewater
treatment, deforestation and a large number of threatened species (WEF, 2017). The recent
growth in tourists adds to pressure on infrastructure that is already insufficient, such as
sanitation, waste and water-treatment facilities. This especially affects some remote regions,
but also Bali (OECD, 2016a; Bali, 2015). Moreover, tourists’ consumption tends to be
higher. The government’s plan is ambitious and counts on rapid growth in a limited number
of destinations, which highlights the need to have the acceptance of the local population.

Shifting towards revenue-based targets, and relying less on tourist numbers, in planning
would help focus on less but higher-quality tourism, and mitigate the environmental impact.
Iceland’s experience highlights the importance of planning supporting infrastructure. There,
tourist numbers quadrupled between 2010 and 2016, but investment failed to catch up,
rapidly creating social and environmental strains (OECD, 2017d). Environmentally related
infrastructure needs should be systematically incorporated in tourism planning, and
infrastructure development plans should consider tourism projections. Risks of “white
elephants” due to projection errors could be mitigated by designing scalable projects.
Destination management plans would help identify these local needs. The creation of five
sustainable tourism observatories with UNWTO can improve monitoring of the
environmental impacts of tourism.

Recognising the high opportunity cost of exploiting natural resources and the economic
value of tourism to these areas could reduce deforestation and preserve landscapes. Protected
areas cover a relatively small share of Indonesia’s land compared to Brazil and Costa Rica,
which are also rich in biodiversity (Figure 33). Eleven biosphere reserves have been created
to better link preservation of biodiversity and local communities. More areas could be
protected, but at the same time, a higher share could be used for sustainable tourism. User
fees, combined with quantitative restrictions in highly sensitive areas, are an effective way
of controlling the number of visitors to avoid over-exploitation and providing funds for
maintenance and preservation (Eagles, McCool and Haynes, 2002). Raising awareness and
involvement of the local population would expand what is on offer for tourists and enhance
tourism's economic benefits, thereby boosting local approval, which is also crucial for
sustainability. For example, Costa Rica has successfully implemented small-scale
ecotourism projects in rural zones. These projects provide revenues and employment to the
local community and have helped to preserve the local environment (OECD, 2016d). Costa
Rica also uses a “Social Progress Index” in tourist destinations to assess and promote
sustainable social and environmental development (Stern, Wares and Epner, 2017; ITC,
2017).
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Figure 33. Protected areas in Indonesia are mostly highly restrictive
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wilderness protection, and national parks managed mainly for ecosystem protection.

Source: A. Mackie et al. (2017), “Indicators on Terrestrial and Marine Protected Areas: Methodology and
Results for OECD and G20 countries”, OECD Environmental Working Papers, No. 126, OECD Publishing,
Paris.
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Adjusting to a greener growth path

Natural-resource-based production (minerals, energy, agriculture, forestry and fishing)
accounted for one-fifth of value added in 2017. Indonesia is one of 17 “mega diverse”
countries rich in biodiversity, having, for example, 18% of the world’s coral reefs (CBD,
2018; UNEP-WCMC, 2014). Previous Surveys emphasised the importance of sound
management of these resources to ensure sustainable growth over the long run (OECD,
2016a; 2015a). The Indonesia Biodiversity Strategy and Action Plan 2015-20 aims to
improve co-ordination and set priorities to preserve Indonesia’s wealth of biodiversity. The
upcoming Green Growth Policy Review of Indonesia will provide timely policy advice on
managing Indonesia’s unique natural resources.

Deforestation and pollution threaten sustainability

Indonesia’s forest cover has declined at a decelerating rate in the past decade (Figure 34).
However, the change during 2005-15 was the world's largest after Brazil's. Illegal forest
and peatland fires used to clear land, notably for oil palm and timber plantations, also
generate pollution and health costs. A moratorium on new concessions for plantations and
logging of primary forests and peatlands has been in place since 2011 but has not been fully
effective (Austin et al., 2017; Busch et al., 2015). In 2018 the President signed a three-year
moratorium on new licences for oil palm plantations. More clarity over land rights and
better law enforcement would help control deforestation (Table 10). The 2015 “One Map”
initiative to establish a cadastre and resolve conflicting property rights is also crucial; co-
operation across institutions should intensify to finalise it by 2019 as planned. Better forest
management would help preserve biodiversity and also raise revenues; only one-third of
potential revenues from forest use were collected over 2003-14 (KPK, 2015). Protecting
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more forest areas and using satellite imagery to assist enforcement could also reduce
deforestation, as in Brazil (OECD, 2018f).

Figure 34. Deforestation in Indonesia is the second largest in the world
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Note: The ten countries have the largest loss of forest area in million hectares.
Source: FAO, FAOSTAT Database.
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Table 10. Past recommendations related to environmental sustainability

Recommendations in previous Surveys Action taken since the October 2016 Survey

Phase out all remaining energy subsidies. To meet  During 2017 electricity subsidies were removed for non-poor
rising power needs, invest in low-carbon generating  households with 900 volt-ampere connections. However, energy
capacity, including renewables and geothermal  subsidies have increased in 2018.

sources.

Tighten and strengthen enforcement of laws on  In December 2016 the President signed a regulation (PP No. 57/2016)

forest clearing. Improve productivity in the palm oil  to better protect peatland by imposing a moratorium on clearing,

and timber industries. banning draining and allowing the restoration of degraded land. In
September 2018 the President signed a three-year moratorium on new
licences for oil palm plantations.

Air pollution has increased sharply in recent years, with the year-to-year severity driven by
forest and peat fires (Figure 35, Panel C). Transport, especially by road, is a major driver of
the surge in NOy and CO, emissions, while coal-fired power generation is driving up SOy
emissions (Yudha, 2017). The number of vehicles in use almost tripled over 2005-15 (OICA,
2018). Jakarta has become the third-most congested city in the world (TomTom, 2018).
Licence plate-based restrictions are in force in Jakarta, and toll roads are common. In
addition to the environmentally-related tax reforms discussed above, further use of road
pricing should be considered in large cities. Emissions standards for heavily polluting
industries, such as coal-fired power plants, should be raised to international norms.

Marine pollution is a growing concern. Indonesia is the second-largest contributor to sea-
borne plastic pollution, and its coral reefs are the most plastic-ridden in the Asia-Pacific
(Lamb et al., 2018; Jambeck et al., 2015). Marine pollution is largely driven by improper
disposal of municipal waste, only half of which is collected (according to the Ministry of
Environment). Public education can help fight pollution, complemented by better co-
ordination and capacity for waste management at local government level.
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Transitioning to a low-carbon and energy-efficient economy

Growth in CO; emissions had decoupled from GDP growth during the 2000s, but that trend
stopped recently (Figure 35, Panel B). The government’s objective of reducing greenhouse
gas (GHG) emissions by 29% from a business-as-usual scenario by 2030 (Republic of
Indonesia, 2016) is challenging because of deforestation and peat fires and rising energy
consumption. The Low Carbon Development Plan launched in 2017 in preparation for the
next medium-term plan focuses on using the agriculture, forestry, waste, transport and
marine sectors to reduce GHG emissions. Coal accounts for over half the energy supply, and
this share will undoubtedly increase. But the potential of geothermal and hydroelectricity is
huge. Renewables account for 12% of electricity supply, implying that massive investment
is needed to reach the targeted 23% by 2030 (IISD, 2018). Removing foreign equity
restrictions in renewables generation could boost investment, as would more cost-reflective
pricing. The 2017 regulation imposing locally based tariffs limits investment incentives in
some regions (like Java) and should also be reviewed (Allen and Overy, 2017).

Figure 35. Some environmental indicators have deteriorated recently
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As discussed above, Indonesia has one of the lowest tax rates on energy among OECD and
G20 countries (OECD, 2018d). Phasing out energy subsidies would help make the implicit
price of emissions positive. Following that an explicit carbon tax should be introduced,
initially at a low level.
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Annex. Progress in structural reform

This Annex reviews actions taken on recommendations from previous Economic Surveys
that are not covered in tables within the main body of the Key Policy Insights.
Recommendations that are new to this Survey are listed at the end of the Executive

Summary and the relevant chapters.

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018



66 | ANNEX. PROGRESS IN STRUCTURAL REFORMS

Recommendations in previous Surveys

Actions taken since October 2016

A. Promoting inclusive and sustainable economic growth

Direct more public resources to improving education access and
outcomes. Continue regular teacher assessments and professional
development, and link teacher salaries more closely to qualifications and
performance.

Raise public spending on infrastructure. Focus on transportation and
logistics to support industry, as well as natural disaster prevention and
water treatment.

Avoid protectionist measures that inhibit openness to trade and foreign
investment with uncertain development payoff.

To meet rising power needs, invest in low-carbon generating capacity,
including renewables and geothermal sources.

Introduce a sub-minimum wage for youth directly linked to the general
minimum wage.

Reduce impediments to hiring and dismissal. Reduce onerous severance
payments, and ease dismissal procedures in the formal labour market. In
return, introduce unemployment benefits coupled with individual
unemployment savings accounts.

Improve the enforcement of intellectual property rights.
Remove formal education from the negative investment list.

Encourage tertiary education financing through establishing a student
loan system.

Provide incentives for investment in skills. Create a national training fund
to consolidate resources allocated to training and direct them to their most
cost-efficient use.

The 2019 State Budget targets 20.1 million students to be
reached by the “Smart Indonesia” programme, which provides
financial support to poor students who stay in school.

The 16t economic policy package, released in July 2017,
focused on reducing logistics costs. It includes the
development of regional distribution centres, and aims to
speed up processing of imports and exports by simplifying and
reducing documentation.

In 2018 the authorities relaxed foreign investment restrictions
in the insurance sector and decided to allow foreign
universities to open branches in Indonesia in co-operation with
local private universities. The regulation relating to employing
foreign workers was also changed to ease procedures. .

In 2017 the government signed 68 power purchase
agreements with private companies who will build renewable
energy power plants.

No action taken.

No action taken.

No action taken.

In January 2018 the government decided to allow foreign
universities to open branches in Indonesia in co-operation with
local private universities.

In collaboration with the Ministry of Research, Technology and
Higher Education, the state-owned bank BRI launched a
student loan programme in March 2018 named "Briguna Flexi
Pendidikan". It is targeted at master and doctorate students
who already have a fixed income.

No action taken.

B. Reducing poverty and inequality

Increase, and further improve targeting of, spending on poverty
alleviation and health measures.

Expand existing programmes to tackle stunting, including by encouraging
breastfeeding.

Liberalise the importation of food. Refocus National Logistics Agency
(BULOG,) activities on managing emergency supplies.

Increase financial inclusiveness by further developing branchless
banking, drawing lessons from such countries as India, Mexico, the
Philippines and Kenya.

Tackle labour market informality by reducing rigidities in the formal sector,
and by enhancing the effectiveness of the tax-transfer system for poverty
alleviation and paying other social benefits.

Streamline social assistance, and integrate social security payments with
the income tax system. Boost funding for the most efficient measures,
such as conditional cash transfers. Continue efforts to create a unified
database of beneficiaries.

Conditional cash transfers continue to expand with the Family
Hope Programme (PKH) granted to the 10 million poorest
families by the end of 2017. The unified database of
vulnerable households is being used to improve targeting.

In August 2017, the government launched the Accelerated
Stunting Reduction Strategy which focuses efforts in 10
priority districts. The President committed in 2018 to reduce
the stunting ratio to 28% by 2019 from 30% in 2017.

No action taken.

As of December 2017, the Laku Pandai programme which
aims to expand branchless banking covered 13.6 million
customers in 27 banks compared to 3.7 million in 20 banks a
year before.

The coverage of the unified database of vulnerable
households has continued to improve.

Conditional cash transfers continue to expand with the Family
Hope Programme (PKH) granted to the 10 million poorest
families by the end of 2017. The coverage of the unified
database of vulnerable households has continued to improve.
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Recommendations in previous Surveys

Actions taken since October 2016

C. Making the most of natural resources while preserving the environment

Refocus the mineral ore export ban based on an evaluation of the
costs and benefits of onshore processing for each mineral. Provide
infrastructure and electricity to the new smelters.

Increase agricultural productivity by providing technical assistance
and training, including through agreements between smallholders
and large estates. Increase farmers’ access to credit by accelerating
land titling.

The export ban was relaxed in January 2017 for firms
that get a new mining licence. The new licences
impose divestment of up to 51% and the obligation to
build a smelter within five years.

In 2017 the Ministry of Agrarian Affairs and Spatial
Planning had mapped 5.3 million plots of land as part
of a Land Certification Programme. By June 2018
2.3 million land certificates had been issued.

D. Enhancing regional development

Work with the sub-national governments to move the regulation of
business to best practice.

Experiment with different incentives in special economic zones,
including more flexible labour regulation, with a view to extending
proven good practices to the whole economy.

Expand assistance to help regions to improve budget planning and
implementation capacity. In the interim, make greater use of special
allocation funds to prioritise sub-national spending.

Do more to encourage sub-national governments to develop their
own sources of revenue, such as by offering matching grants. Modify
the transfer formula so that it does not penalise jurisdictions that
exploit more fully their own fiscal capacity.

Make explicit villages' service delivery responsibilities, and develop
audit mechanisms to oversee their budgets.

An online single submission system was launched in
2018; after it is fully implemented it will centralise all
licensing procedures of all levels of government.

No action taken.

Performance-based budgeting has been developed in
several provinces such as West Sumatra, West Java,
Riau and Yogyakarta in 2017 and Gorontalo in 2018.

In the 2017 budget the proportion of the general
allocation fund (DAU) basic allocation covering
personnel costs was reduced.

In the 2018 budget, the proportion of the village funds
basic allocation (equal across villages) was reduced
and more weight put on poor villages, the size of the
area, the population and the construction cost index.

No action taken.
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Chapter 1. Raising more public revenue in a growth- and equity-friendly
way

Indonesia’s government needs more revenue to fund spending that can boost GDP growth,
raise well-being and reduce poverty. The tax-to-GDP ratio is low relative to other
emerging market economies. The difficulty is to raise revenues without denting growth or
worsening inequality. Successive reforms have modernised the tax administration and
increased the number of taxpayers. Nonetheless, raising compliance is an ongoing
challenge. Investing in the tax administration, particularly human resources and
information systems, rightly remains a government priority. This will help ease compliance
costs and strengthen enforcement, raising revenue. There is also scope to improve the
design of various taxes. Broadening the bases of income and consumption taxes would
raise more revenue and reduce distortions. Expanding property taxation, if appropriately
implemented, could provide additional funds for local governments, which have substantial
responsibilities in Indonesia’s decentralised system of delivering government services.
Taxes can also be used more extensively to discourage activities and behaviours with
negative health and environmental externalities. Strengthening property rights and fighting
illegal extraction would increase revenues from Indonesia’s natural resource wealth.
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Indonesia's government aims to raise the tax-to-GDP ratio by around 2 percentage points
in coming years. This would finance much-needed spending on infrastructure, human
capital and social protection, which would spur growth, reduce poverty and raise well-
being. The 2012 OECD Economic Survey of Indonesia highlighted significant scope to
improve the tax system by broadening tax bases, removing distortionary exemptions and
improving tax administration (OECD, 2012). It also proposed ways of increasing revenues
from natural resources through more efficient taxation. Six years later, this chapter revisits
options for tax policy, given that raising the tax-to-GDP ratio has proved difficult. The
chapter begins with an overview of government revenue. It then assesses the administration
of the tax system and ways of enhancing tax compliance, which is a pre-condition for a
sustainable increase in the revenue-to-GDP ratio. In light of the research on the effects of
taxes on growth and inequality it then looks at ways of growing revenues from key taxes:
on incomes, consumption and property. It finishes by considering raising revenues from
Indonesia’s vast natural resource wealth.

Main characteristics of the Indonesian tax system

Tax revenues have remained low

Total government revenue across all levels of government was equivalent to 14% of GDP
in 2016 (Figure 1.1, Panel A). The decline in the ratio to GDP over 2012-16 was driven by
falling oil and gas receipts, which have been growing again since 2017 thanks to higher
prices. Tax revenues amount to only 12% of GDP (according to the OECD’s definition),
little changed since the early 2000s, despite efforts of successive governments. This is low
relative to other countries at similar income levels (Panel B). A higher ratio would provide
funds for government priorities and reduce dependence on volatile oil revenues.

Figure 1.1. Fiscal revenues have been low

A. Revenue over time B. Tax revenues including social security contributions
% of GDP % of GDP
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Note: Tax revenue data are based on the OECD’s definition of tax revenues and can differ from national
definitions. In Panel A the diamonds exclude revenue raised during the tax amnesty for individuals and firms
that began in July 2016 (0.8% of GDP). Data for Indonesia do not include social security contributions; those
that would be classified as tax revenue are estimated to total less than 0.5% of GDP. In Panel B data are for
2016 or latest available.

Source: OECD, Revenue Statistics Database, OECD Economic Outlook Database; World Bank, World
Development Indicators Database; IMF, World Economic Outlook Database; World Bank (2018), Indonesia
Economic Quarterly: Towards Inclusive Growth, World Bank, Jakarta.
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Cross-country research suggests that historically when countries have raised their tax
revenue above a "tipping point" of around 13% of GDP, GDP per capita has been
0.7 percentage points higher each year for the following decade (Gaspar, Jaramillo and
Wingender, 2016a). This can happen if social norms improve tax compliance, and in turn
higher tax revenues strengthen the government’s accountability, which in turn supports
growth. This result is closely related to the evidence that state capacity — better enforced
property rights, growth in the formal sector and other improvements in fiscal and economic
institutions — also support growth and tax revenues (Gaspar, Jaramillo and Wingender,
2016b; Besley and Persson, 2014). Overall, it suggests Indonesia can move to a better
equilibrium.

One way to shed light on Indonesia’s low tax-to-GDP ratio is to estimate the predicted level
of tax revenues given the economy’s features and compare it with actual revenue collected
(following OECD (2015a)). The difference gives an indication of “tax effort” and its
evolution over time as well as structural factors weighing on revenues. Indonesia’s GDP
per capita, agriculture’s share of the economy and openness to trade imply an expected tax-
to-GDP ratio of around 22%, 10 percentage points above the current ratio, while income
alone predicts 25% (Figure 1.2; Box 1.1). Indonesia’s high share of agriculture and low
openness to trade reduce its predicted tax ratio, which means that structural transformation
can be expected to support higher tax revenues. But the consistently large gap between
actual and predicted revenues points to the huge effort that is still required. The gap is likely
to be linked to widespread informality (with 70% of employment and half of all dependent
employees estimated to be informal), as well as tax evasion and narrow tax bases, which
were all highlighted in the 2012 Survey (OECD, 2012). Increasing the tax ratio will likely
involve raising voluntary compliance, through greater willingness and strengthened
administration, along with reforms to broaden bases.

Figure 1.2. Revenues could be considerably higher

% of GDP
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Note: The predicted ratio is based on a fixed-effects regression using: the log of GDP per capita (in constant
prices); the log of trade openness; and agricultural value-added as a share of GDP. See Box 1.1 and Annex A
for details of the specifications.

Source: OECD calculations based on OECD, Revenue Statistics Database, B. Egert, P. Gal and 1. Wanner
(2017), “Structural policy indicators database for economic research (SPIDER)”, OECD Economics
Department Working Papers, No. 1429, OECD Publishing, Paris; World Bank, World Development Indicators
Database.
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Box 1.1. Tax capacity and tax effort

The potential tax revenue that an economy can generate depends on its structural
features as well as its institutions. Higher levels of income per capita, greater
trade openness and a lower agricultural value added share are all associated with
higher tax revenues, as are public expenditure on education, less corruption and
less inequality (Fenochietto and Pessino, 2013). Institutional factors such as the
tax administration’s resources and governance quality also influence revenue-
raising potential (Besley and Persson, 2014; Akgun, Bartolini and Cournéde,
2017). Tax effort and the tax design will then determine actual revenue.

Similar to OECD (2015a), the following equation is estimated for 77 countries
covered by the OECD’s Revenue Statistics Database (shown in Figure 1.1,
Panel A), over 1997-2016, subject to data availability:

Tax

—— = a + B1In(GDP per capita);; + B, In(openness);;
GDP;;

+ B3Agriculture's share of GDP;; + ¢; + €;¢

Predicted tax ratios and corresponding gaps depend somewhat on the model used
(Annex A). Using GDP per capita alone, the predicted ratio for Indonesia is 25%,
while the ratio is 22% using the model shown. These are consistent with earlier
estimates of a maximum ratio of 28% based on stochastic frontier analysis
(Fenochietto and Pessino, 2013). Over the period, Indonesia’s revenues have
been 10 percentage points below their predicted level; by contrast, South Africa
has attained its predicted ratio on average, while Brazil has exceeded its by
7 percentage points.

Since 2002 there have been four successive phases of reforms focussed on raising tax effort
by modernising tax administration and building administrative capacity. Reforms have
sought to modernise processes and the administrative system, improve human-resource
capacity, enhance the tax office’s integrity, expand the number of taxpayers and reduce tax
evasion. The 2015-19 medium-term plan prioritises administration and legislative reform.
Over 2017-2020 reform is focussed on improving: services for taxpayers; business
processes and databases; risk management; and organisation and human resource
management. In 2017 a tax reform team including experts from outside the government
was created to advise the Minister on reforms and their implementation. Increasing
consultation and transparency during this process could help build stakeholder support for
difficult reforms and enhance credibility. The reform team could be tasked with consulting
stakeholders and the public on policy reforms and publishing reports on these. An example
is the “Davis Tax Committee” in South Africa, which was created in 2013 to review the
country’s tax policy by conducting research and public consultations and has produced
reports in 14 areas of revenue policy. OECD countries have used similar committees.

Most tax revenues are from income and consumption taxes raised by the central
government

Around half of all tax revenue is raised from income taxes and a further 40% from taxes on
goods and services (Figure 1.3). Overall, the share of revenues from key tax bases —
corporate income, labour and goods and services — is similar to an average emerging-
market economy but the level of revenues relative to the size of the economy is lower. The
single-largest source of revenue is the value-added tax (VAT) — which is considered to be
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a less harmful tax for growth than income tax (Akgun, Cournéde and Fournier, 2017;
Acosta-Ormaechea and Yoo, 2012; Arnold et al., 2011). Taxes on labour (personal income
tax and social security contributions) were around one-quarter of tax revenue in Indonesia
and other emerging economies, whereas OECD countries rely more heavily on these taxes.
The low share partly reflects the difficulties of taxing individual incomes in economies with
a sizeable informal sector. Corporate income tax, which is more harmful from a growth
perspective, has declined in importance since the 2012 Survey (from almost 30% of revenue
to 20% in 2016), partly due to the commodity price cycle.

Despite a high degree of decentralisation in spending policy, taxation is relatively
centralised. Sub-national governments raise little tax revenue directly, even though they
are responsible for half of all spending (Figure 1.4) (OECD, 2016a). Provinces raise more
of their own revenue than districts; capacity is heterogeneous but weaker at lower levels of
government (ibid.). Legislative changes in 2000 increased sub-national governments’ tax-
raising powers, but these were partly unwound in 2009 and a prescribed list of taxes was
established to address concerns that a proliferation of taxes and user charges was harming
the business environment (National Legal Development Board, 2013). Consequently,
funding for services continues to be through central government transfers and, to a lesser
extent, equalisation funds that share revenues from natural resources across governments.
Further decentralisation is still constrained by lower levels of administrative capacity at the
local level (OECD, 2016a). Indeed, after some taxes were transferred from districts to
provinces, the total share of sub-national tax in total tax revenue increased from 7% in 2009
to 10% in 2017. Ultimately, additional revenue should be raised by sub-national
governments to strengthen local responsibility and accountability, taking into account
administrative constraints and principles of local taxation (OECD, 2016a). Options are
discussed in the tax design sections below.

Figure 1.3. Most tax revenue is from income and consumption taxes

Tax revenue by type, % of total tax revenue, 2016 or latest
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taxes” include property taxes and local government taxes that could not be allocated to revenue types. Countries
are ordered by the share of income taxes and social security contributions and payroll taxes in tax revenues.
Social security contributions are not included for Indonesia but these are estimated to amount to less than 0.5%
of GDP.
Source: OECD, Revenue Statistics Database, OECD Economic Outlook Database.
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Figure 1.4. Sub-national governments raise relatively little tax revenue

A. Across countries, % of total tax revenue B. In Indonesia, % of revenue, by level of
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Note: Data in Panel A are for 2016 or latest available. Panel B shows tax revenues relative to total revenue at

that level of government.

Source: OECD (2017), Revenue Statistics in Asian Countries: Indonesia, Japan, Kazakhstan, Korea, Malaysia,
the Philippines and Singapore; OECD (2017), Revenue Statistics: 1965-2016, OECD et al. (2018), Revenue
Statistics in Latin America and the Caribbean 2018, Statistics Indonesia.

StatLink su=r https://doi.org/10.1787/888933833464

Administrative reform remains a priority

Reforms to tax administration are improving performance

The authority for administering the bulk of tax revenue lies with the Ministry of Finance’s
Directorate General of Taxes. The other key authorities are the Directorate General of
Customs and Excise and sub-national levels of government. The government has made
major efforts to increase registration and filing rates, including through better co-operation
between parts of the government, new mobile tax units, e-registration, same-day
registration service, e-filing options and amnesties on penalties for not previously
registering. A high-profile tax amnesty from July 2016 to March 2017 saw
IDR 4 884 trillion (USD 329 billion) of assets declared and resulted in 52 700 new
taxpayers (Box 1.2). Reflecting these efforts, the number of registered taxpayers has been
growing steadily (Figure 1.5, Panel A). Nonetheless, registration levels remain low by
international standards (Table 1.2). Filing rates have risen, particularly for individuals with
non-wage income (Panel B). The share of income tax returns filed electronically reached
82% in 2017 but still lags behind Brazil, Chile and Mexico where rates approach 100%.

Box 1.2. The 2016-17 tax amnesty

The aims of the amnesty were to raise revenue via a “clearance levy”, to help reduce
future tax evasion and to boost repatriation of assets for investment in Indonesia. Key
elements were:

o A “clearance levy” was calculated as a rate applied to net asset values. Funds
that were repatriated in the first phase were subject to a levy of just 2%. The rate
increased twice during the programme (in October 2016 and January 2017). It
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was lower for firms and self-employed individuals with gross turnover below
IDR 4.8 billion (USD 323 000). It was higher if the assets were not repatriated.

e Assets that were repatriated must be kept in an approved vehicle for three years.
Domestic assets may not be transferred out of Indonesia for three years. A breach
would lead to income tax obligations of 30% on the declared assets.

e Participation conferred protection from investigation by other parts of the
government, including from law enforcement agencies.

The amnesty collected IDR 135 trillion (USD 9 billion) in payments and saw
IDR 4 884 trillion (USD 329 billion) of assets declared, although only 3% of that was
repatriated (Table 1.1). Three-quarters of offshore assets were in Singapore. In terms of
assets declared raised it was the world's most successful campaign (World Bank, 2017a).
However, there were only 52 700 new taxpayers, which was below expectations. The
bulk of assets declared and income raised was from individuals (87% of income). Large
firms accounted for a further 13% of income raised.

Table 1.1. Value of the tax amnesty

IDR trillion % of GDP
"Clearance levy" 135 1.1
Total declared assets 4884 384
Declared domestic assets 3701 29.1
Repatriated assets 147 12
Declared foreign assets 1037 8.2

Source: Directorate General of Taxes.

Figure 1.5. Registration and compliance have improved
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Note: Married couples typically pay tax as a household using the same taxpayer number. Compliance rates are
calculated as the number of annual income tax returns filed in a fiscal year as percentage of those obliged to
file a return at the beginning of that year. Unregistered taxpayers are not included. “Non-employees” are
individuals with non-wage income, including professionals.

Source: Directorate General of Taxes.

StatLink s https://doi.org/10.1787/888933833483

Besides registration and filing rates, the tax administration can be assessed against other
core functions including effectiveness of assessment, collection of overdue payments and

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018


https://doi.org/10.1787/888933833483

78 | RAISING MORE PUBLIC REVENUE IN A GROWTH AND EQUITY FRIENDLY WAY

dispute resolution (OECD, 2017a). Data are limited, but on available metrics Indonesia's
performance is still mixed. In 2015 around 40% of personal and corporate income tax
returns were filed late, which is similar to the rates in the average OECD emerging market
economy (Table 1.2). Tax debt is low relative to revenue, and the rate of disputes is also
comparatively low. Yet, the tax office wins a relatively small share of cases compared to
other countries, suggesting that it may have inadequate legal resources or documentation
(OECD, 2012). Darussalam (2017) argues that the nature of disputes indicates a lack of
“co-operative compliance” and that dispute-resolution mechanisms like mediation are
needed. Therefore, key reforms should include strengthening the tax administration,
lowering compliance costs and increasing enforcement as discussed below. Investing in the
tax administration could reap dividends: evidence from OECD countries highlights a
positive relationship between expenditure on the tax administration and tax capacity and
therefore revenue (Akgun, Bartolini and Cournéde, 2017).

Table 1.2. Tax administration performance indicators

Indonesia Non-OECD average OECD emerging OECD average
market economies

Registered personal income taxpayers (% of Between 17.8!
pogulation a?ged 15+) paers{ and 35.7 291 i B
On-time filing (%)
- Personal income taxpayers 60.6 78.6 63.5 90.6
- Corporate income tax 57.6 719 59.8 84.5
On time payment — VAT (%) 86.0 90.4 . 93.3
Tax debt (% of revenue) 8.6 30.3 42.6 234
Disputes
- Number of cases initiated per 1000 active 0.7 44 18 124
taxpayers
- % of cases resolved in favour of tax office 32,5 61.6 58.3 69.3

Note: Data are for 2015 except for on-time payment, which is 2014 for Indonesia. The number of countries
covered varies with response rates to the questionnaire, up to 54 countries. “OECD emerging market
economies” is the average of Chile, Hungary, Mexico, Poland and Turkey; the average is not shown where
there is only data for one country.

1. Calculated from data provided by the Directorate General of Taxes. Registered taxpayers are at end 2016.
Note that married individuals typically pay tax at the household level; the lower bound is calculated by adjusting
the number of taxpayers for the share that file tax jointly and the upper bound assumes that every taxpayer
represents a two-taxpayer household.

Source: OECD (2017), Tax Administration 2017: Comparative Information on OECD and Other Advanced
and Emerging Economies, OECD Publishing, Paris; Directorate General of Taxes; OECD calculations.

The current reform agenda rightly focuses on improving human resources and information
systems. Spending on staff has risen to be comparable with other non-member countries by
2016 (Table 1.3). The administration has been expanding and now has around 40 000 staff,
but in 2015 there were still almost 5 000 adults per staff member compared to 3 000 in the
average non-OECD country with such data (Table 1.3). The relatively low number of active
taxpayers mitigates the number of staff currently needed; as the tax base expands,
exploiting economies of scale and greater use of technology may slow staffing needs. As
well as hiring, the tax administration has been upskilling existing staff. Nonetheless,
important employees such as auditors, analysts and IT professionals are still in short supply.
New units, such as the Centre for Tax Analysis, can concentrate expertise. Further training
will be crucial in strengthening the administration and enabling staff to adapt to new
technologies and challenges. Building a reputation for staff integrity can help raise taxpayer
morale, which is particularly important following high-profile cases of corruption. Recent
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steps to limit staff meeting taxpayers outside the tax administration reduce the risk of
corruption; such reforms should continue so that taxpayers’ confidence in the system
increases.

Transformation has been hampered by the administration’s lack of power to change its
organisational structure and skill mix. All changes to its structure must be approved by the
Ministry of Administrative and Bureaucratic Reform and it does not have the power to
dismiss staff. One option is to establish the tax administration as an agency outside the
Ministry, as is the case in many OECD countries, although the powers of such agencies
vary across countries (OECD, 2017a). An alternative would be to temporarily give the tax
administration more autonomy to make the transformation it needs, with appropriate
oversight. Skills gaps can be filled through a combination of hiring, training and
reallocation. Attention should be also be given to human resources at sub-national level,
where constraints are even larger. The central tax administration has a help desk and
provides training. Further initiatives could include secondments to the central tax
administration and more sharing of best practices within provinces. Technology could
deliver more training and also be used to upgrade processes.

The current modernisation programme aims to replace ageing IT infrastructure through a
seven-year programme beginning in 2018. This is crucial, given the enormous amounts of
data being generated from electronic reporting and third-party systems and the need to
improve monitoring of the tax administration and taxpayers. The new ‘“core tax
administration” system is expected to capture all business processes including compliance
system management, taxpayer account management, internal knowledge-management
systems and managing new sensitive data, for example arising from exchange of
information. Investment appears overdue: the recurrent IT budget is small compared to
other countries, suggesting past under-investment (Table 1.3). (Although in 2015 capital
expenditure from external suppliers increased 3.5-fold (OECD, 2017a)). The new system
is estimated to cost around IDR 3.1 trillion (USD 209 million). Managing important risks,
especially procurement of new IT systems and their implementation, will be critical for
realising the potential benefits. The procurement process should be clear, transparent and
adhere to good procedures. Training will need to be stepped up so that staff can adapt to
these new technologies.

Table 1.3. Indicators of tax administrations’ resources

OECD emerging market

Indonesia Non-OECD average . OECD average
economies
Citizens (15 + years) per staff member 4893 3030 1917 1269
Active personal income taxpayers per staff member 446 562 1065 635
Total budget as % GDP 0.08 0.12 0.14 0.19
Staff costs as % total recurrent budget 61.0 64.3 749 726
Training budget as % total recurrent budget 0.4 0.3 1.2 0.5
Recurrent IT budget as % total recurrent budget 33 11.0 3.8 134

Note: Data are for 2015 except for staff costs, which are 2016 for Indonesia to improve comparability. The
number of countries covered varies with response rates to the questionnaire. “OECD emerging market
economies” is the average of Chile, Hungary, Mexico, Poland and Turkey.

Source: OECD (2017), Tax Administration 2017: Comparative Information on OECD and Other Advanced
and Emerging Economies, OECD Publishing, Paris; Directorate General of Taxes; OECD calculations.
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Voluntary compliance and enforcement should be raised together

Compliance costs for businesses appear high relative to other countries, although progress
has been made in recent years. For instance paying some taxes is still time-consuming
(Figure 1.6). Payments are monthly, whereas many countries allow less frequent payments
for small firms, for example (OECD, 2017a). High compliance costs can deter
formalisation and, due their fixed nature, disproportionately burden small firms. Greater
use, and ease, of online filing could reduce these costs. The refund process has been
especially burdensome, which can particularly affect SMEs’ cash flows. In general, refund
requests trigger a compulsory audit, which can take up to 12 months. Until 2018, only
relatively few “golden taxpayers” that were deemed low risk received refunds
automatically. In 2018 reforms provided for certain low-risk taxpayers to receive VAT
refunds within one month and income tax refunds within three months, with audits later.
To be effective the group of eligible taxpayers will need to be sufficiently broad but with
monitoring to guard against fraud. Technology should be used to expand risk-based

auditing.
Figure 1.6. Complying with taxes takes firms longer than elsewhere
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Source: World Bank / PwC (2018), Paying Taxes 2018.

StatlLink s https://doi.org/10.1787/888933833502

Indonesia uses withholding taxes extensively to shift the compliance burden from more
risky taxpayers to designated taxpayers, with the aim of increasing overall compliance. Tax
is withheld on wages, interest, royalties and dividends, as is common, as well as rental
income and 62 types of business activities (for example, accounting, consulting, mining
support, gardening and childcare services). Withholding taxes are also imposed on imports,
which are credited against company income tax liabilities; in 2018 these were raised as part
of the government’s policies to reduce the current account deficit. In addition, construction
activities are subject to final withholding tax at rates of 2-6%, depending on firm size and
the type of activity. Lower-income countries often use withholding taxes to shift the burden
of compliance to more trusted taxpayers, as do some OECD countries, for particular
business activities, SMEs or self-employed taxpayers (OECD, 2017a; Joshi, Prichard and
Heady, 2014; OECD, 2009).
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Empirical evidence on the overall effectiveness of withholding taxes on business income
is still patchy (Joshi, Prichard and Heady, 2014). In the near-term the priorities are to ensure
that businesses are aware of their obligations, to minimise the associated compliance
burden and to ensure that penalties for administrative mistakes are not disproportionate
(Darussalam, 2018). The current pilot programme of e-withholding returns is being
extended progressively and is a step in the right direction. Looking ahead, growing
capabilities to monitor actual and potential taxpayers may reduce the need to cover so many
business activities, as well as for differential treatment of income from construction-related
activities. The costs and benefits of these business withholding taxes should be evaluated
in light of other administrative reforms, and revisions made accordingly.

Complexity and uncertainty add to compliance costs and create opportunities for tax
evasion. The tax regime is perceived as more contradictory and less consistently enforced
than in most regional comparators but is perceived to have improved in recent years
(Deloitte, 2017). Investors highlight uncertainty surrounding the tax environment as one of
their concerns in Indonesia (IMF/OECD, 2017). Legislative ambiguity and overlaps create
multiple interpretations and lead to different advice from tax administration staff. This
uncertainty generates costs when firms seek advice and dispute interpretations. Frequent
and hasty policy changes have added to uncertainty and caused implementation problems,
which must be redressed. For example, the requirement to record an electronic
identification number for all customers was initially announced with only three weeks for
implementation, but an outcry led to its delay. Government plans to revise the income tax
legislation to clarify key ambiguities are welcome. It should consult widely, ideally
allowing public comments. A more stable environment could be established by focussing
more tax changes in an annual window (e.g. following the budget) and standardising
procedures for public consultation, as in South Africa.

Technology is easing compliance costs, for example through online filing and more
payment options. Electronic invoice systems that report data automatically have been
piloted since 2015 and will be rolled out nationwide in 2018. The tax administration uses
multiple platforms, including social media, to increase the reach of its communication, and
offers assistance via its call centre and live chat service. Planned changes to the tax
administration’s website are expected to make it more user-friendly. Clear and simple
explanations of current obligations and online calculators, for example, would assist
taxpayers in complying. However, alternatives to online processes will need to be retained
while ICT infrastructure and internet connectivity are still developing. Greater use of
technology can further reduce administrative burden, for instance online verification
systems could validate data as they are submitted (OECD, 2017a). Systems for monitoring
firms more closely can predict payment difficulties and facilitate early intervention. Using
third-party data to pre-fill returns would lower the compliance burden. Risk-based auditing
should continue to be expanded as it is an effective way of allocating limited resources.

Increasing registration and compliance of self-employed workers is an ongoing challenge,
as in many emerging economies. Self-employed workers account for 40% of all
employment, and around 70% appear to be informal. Reducing informality and under-
reporting requires increasing the probability of detecting non-compliance as well as
inducing voluntary compliance. The tax administration is raising the probability of
detection of evasion by using third-party data, such as bank accounts and social media
presence. Other countries have reported success in fighting under-reporting of income
through e-invoicing and campaigns against cash payments in sectors such as construction
(in Canada and New Zealand) (OECD, 2017b). Some have found that incentives for
taxpayers to adopt e-invoicing paid for themselves (OECD, 2017b). Several European
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countries, Mexico, Uruguay and India limit the value of cash payments (OECD, 2017c;
Sands et al., 2017). The Chilean government provides online accounting software that
allows small businesses to record transactions and generate pre-filled tax returns. In
Indonesia, a turnover tax for SMEs (discussed below) aims to encourage formalisation but
it should be linked more closely to access to additional non-financial benefits.

Fighting tax evasion by wealthy individuals remains a priority, particularly to reinforce the
success of the tax amnesty. Indonesia’s participation in the Automatic Exchange of
Information under the Common Reporting Standard contributed to the credibility of the
amnesty and will provide the tax administration with significant amounts of data. As at late
September 2018 86 countries had activated the Multilateral Competent Authority
Agreement with Indonesia, including Singapore, which is particularly important, as almost
three-quarters of offshore assets declared under the tax amnesty were there. The first
Automatic Exchange of Information was in September 2018. In addition, in 2017 the tax
administration gained access to domestic bank account information. The challenge is
therefore to use these new tools effectively, as they will create huge demands on staff and
IT systems. Setting up dedicated units within the tax administration in high-risk areas
would concentrate valuable expertise.

Given the low rate of registration, enforcement efforts should be complemented by
developing a stronger culture of voluntary compliance built on fairness and trust. The
administration is shifting in this direction with the ending of the “gizjeling” practice
(imprisoning taxpayers until they paid their taxes) and greater use of behavioural nudges
like reminding people by SMS to pay their tax. Other penalties should be reviewed to
ensure that they are appropriate and are not preventing formalisation. Fairness can be
increased by making the tax legislation gender-neutral: it is written for a household headed
by a man, which means that women must complete paperwork to change their taxpayer
type and file returns as an individual. Women cannot claim the dependent allowance unless
they prove that their husband has no income. Continuing to invest in service centres for
taxpayers, including staff training, and enhancing taxpayer rights through a stronger
ombudsman would help to create a culture of co-operative compliance (Darussalam, 2017).

Education and awareness campaigns are expanding. Tax literacy has been introduced into
education curricula through programmes like “Pajak Bertutur”. In 2016 eight tax offices
began offering business development services to SMEs. From July 2018 all regional offices
must offer such services, although they have discretion over the content. Services have
included fairs bringing SMEs and large retailers together, as well as seminars on paying
taxes and account keeping. Regional tax offices may also use private providers. SMEs are
being targeted for participation based on the tax administration’s databases although some
offices use other methods, such as social media, to advertise these events. Monitoring and
evaluating these programmes will enable the services to be better targeted over time. The
range of services should also be expanded based on lessons learned across the country.

Income taxes are levied on narrow bases

At 5% of GDP, income tax revenues are low relative to other emerging-market and OECD
economies (Figure 1.7, Panel A). Other emerging market economies and OECD countries
also typically rely more heavily on social security contributions and payroll taxes. The
prevalence of informal employment and micro-enterprises in Indonesia makes for a narrow
tax base: labour force data suggest that just under half of all employees and 28% of self-
employed were formally employed in 2017. By some estimates, 93% of firms are informal
(Rothenberg et al., 2016). There has been some progress in raising personal income tax

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018



RAISING MORE PUBLIC REVENUE IN A GROWTH AND EQUITY FRIENDLY WAY | 83

revenue, even abstracting from the tax amnesty, which likely reflects the rise in the number
of taxpayers (Panel B). On the other hand, corporate income tax revenue has grown more
slowly than GDP.

Figure 1.7. Income tax and social security collections are low
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Note: “EME average” is the unweighted average of emerging-market economies shown. OECD is an
unweighted average across OECD member countries. Indonesia’s income tax data for 2016 includes revenue
from the tax amnesty, of which individuals contributed the equivalent of 0.7% of GDP and companies 0.1% of
GDP. Social security contributions are not included for Indonesia; those that would be classified as tax revenue
are estimated to be equivalent to less than 0.5% of GDP in 2016.
Source: OECD, Revenue Statistics Database; CEIC; OECD calculations.

StatLink Sa=r https://doi.org/10.1787/888933833521

Relatively few individuals must pay personal income tax

Personal income taxes are charged on income at progressive marginal rates of 5%, 15%,
25% and 30%, typically at the household level. There is a standard tax allowance of
IDR 54 million (USD 13 000 PPP-adjusted) and additional allowances for dependents (up
to one spouse and three children). In 2015 and 2016 the tax allowances were increased
sharply to stimulate consumption: the threshold for beginning to pay tax jumped from 1.2
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times average employee earnings in 2014 to just over twice by 2016, (and almost three
times for taxpayers with a dependent wife and three dependent children) (Figure 1.8,
Panel A). This substantially reduced the number of personal income taxpayers as well as
effective tax rates. The top tax rate is not payable until high multiples of income — around
20 times the average wage — although bracket creep has reduced this ratio over time
(Panel B).

Figure 1.8. The threshold for paying tax increased but tax brackets have narrowed overall
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Note: There is a standard allowance of IDR 54 million and a further allowance of IDR 4.5 million for each
dependent up to one spouse and three children. Panel B shows the rates for a single taxpayer. Data shown are
based on the ILO harmonised measure of mean nominal monthly earnings of employees. The general trend
over time also holds if average income is proxied by GDP per capita.

Source: ILO, ILOSTAT Database; OECD calculations.

StatlLink s https://doi.org/10.1787/888933833540

The social security system has been expanding, most recently in 2015 with a new pension
plan. Employees must now pay 2% of their monthly gross salary towards health insurance
and pension contributions and employers pay 6.54-8.04% of the salary (contributions for
work-accident insurance vary across sectors). Health insurance and pension contributions
are capped. Even after recent changes to increase social security contributions, the average
(and marginal) tax wedge for average income earners is still low in international
comparison, partly because workers with average earnings do not pay tax (Table 1.4).
(Employees and employers also contribute a combined 5.7% of the salary to compulsory
old age insurance but as this is a defined contribution scheme it is not included in the tax
wedge.) The low tax wedge helps reduce the disincentive to work in the formal sector. The
government’s drive for universal health coverage with contributions from all but the
poorest individuals will, in principle, contain the gap between taxes on informal and formal
employment for low-income earners. However, in practice, registering all informal workers
will be challenging (Dartanto, 2017).
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Table 1.4. The average tax wedge is low

Income tax plus employee and employer contributions less cash benefits (% of labour costs, 2016)

Family type
Single, no children Married, 2 children Married, no

children
Wage level (% of average 67 100 167 100-0 100-33 100-67 100-33
wage of each earner)
Brazil 325 325 36.3 325 304 32.5 32.3
China 324 329 35.2 329 34.8 32.7 34.8
India (if no social security 0.0 22 1.6 22 1.7 1.3 1.7
contributions)
India (with social security 26.1 8.3 7.7 8.3 13.1 15.9 13.1
contributions)
Indonesia 7.8 7.8 7.8 7.8 7.8 7.8 7.8
South Africa 11.4 15.2 20.7 15.2 121 137 121
OECD unweighted 32.3 36.0 404 26.6 28.2 30.9 32.8
average

Note: Social security contributions are defined as a tax if they are compulsory unrequited payments to general
government.
Source: OECD, Taxing Wages Database.

The distribution of income, together with the current personal income tax rate structure
means that relatively few individuals must pay income tax. Only 20 million taxpayers were
obliged to file a return in 2016. This is a small fraction of the adult population (even if
some taxpayers represented two-income households rather than individuals). In 2012 over
half of all personal income tax revenues were paid by less than 0.5% of households
(Jellema, Wai-Poi and Afkar, 2017). Data for 2016 suggest the distribution remains highly
skewed. Each taxable income bracket is reached at a much higher multiple of income than
in Brazil, China or South Africa (Figure 1.9, Panel A). The relatively high thresholds for
paying higher marginal rates of tax make the system less progressive than in many other
countries, including emerging economies (Panel B). Moreover, the top statutory tax rate is
relatively low compared to the OECD average and other emerging economies, although it
is closer to other Asian countries’ rates (Panel C). A more progressive tax structure with
lower tax thresholds, for example, would be closer to that in other emerging economies and
help address distributional concerns by increasing the effective tax rate of higher income
earners.
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Figure 1.9. Top personal income tax rates bite at high levels of income
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1. Calculations are for a single earner. Rates shown are statutory rates. They take into account the basic tax
allowance but do not include other tax allowances that reduce effective tax rates.

2. The structural progressivity indicator shown measures the percentage point change of the average effective
tax rate for a single person with no children if their income increases from 67% to 167% of the average wage.
Source: OECD, Taxing Wages Database, Tax Database; 1LO, ILOSTAT Database; EY (2016), Worldwide
Personal Tax and Immigration Guide 2016-17; PwC, Worldwide Tax Summaries Online, OECD calculations.

StatLink Sism™ https://doi.org/10.1787/888933833103

Tax exemptions and deductions also narrow the tax base. Fringe benefits paid to workers
and employer allowances (for transport, for example) are not included as taxable income,
which benefits high-income earners relative to low-income earners (OECD, 2012). (These
benefits are taxed at the company level as they are non-deductible expenses for employers.)
Such benefits account for 2% of income among the top 5% of earners in the labour force
survey compared to 0.8% among the top 15% (according to 2017 labour force survey data).
Other allowances include a 5% tax allowance for employees’ expenses (which is almost a
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basic tax allowance in practice) and for contributions to approved pension or saving funds.
These are capped, which limits the fiscal cost of these allowances but they are still likely
to be regressive across taxpayers. Estimates of forgone revenues would inform such
assessments. These estimates should be published annually in future tax expenditure
reports. Discussions are underway to recognise fringe benefits as personal taxable income
and as expenses for corporate income tax. Incorporating non-monetary compensation in the
tax base would broaden it and improve horizontal and vertical equity.

Options for raising more revenue include lowering the standard tax allowance, narrowing
the brackets or increasing rates. Lowering the standard tax allowance would increase the
number of taxpayers but may be difficult in practice, given that the allowance has recently
been raised. It should therefore be held constant in nominal terms for several years: if the
average wage grew by 10% per year, the allowance would return to the average wage after
five years. Lowering the top threshold to be IDR 300 million (10 times average earnings in
2017), for example, could raise an additional 0.9% of total tax revenue, under simplifying
assumptions including that there was no behavioural response. Lowering the second-
highest threshold to be IDR 150 million (5 times average earnings) could raise a little more
(2.7%). Increasing marginal tax rates can be ineffective in the presence of a large informal
sector (Besley and Persson, 2014). High-income earners can more easily engage in tax
planning than those with lower incomes. In both cases, the elasticity of tax revenue may be
low (ibid). Simulations of similar reform combinations also highlighted the potential drag
on economic growth from raising rates (Nugroho and Tenrini, 2014). The administration
would need to monitor the effects of such changes to ensure they do not increase informality
or avoidance.

Investment income is currently taxed at different rates depending on its source and to whom
it is paid. Resident individuals typically face a final withholding tax, at rates of 10% (on
dividends and rental income from land and buildings), 15% (on interest income from
bonds) and 20% (on interest from bank accounts). Foreign-sourced capital income is taxed
as ordinary income. Non-residents are subject to higher rates of taxation unless their
country of residence has a tax treaty with Indonesia. Individuals’ capital gains are taxed as
ordinary income, except the sale of Indonesian real estate (taxed at 2.5% of the property’s
value) and listed shares (0.1% of the value). Such large differences in tax rates distort
saving decisions and open up tax planning opportunities. For instance, combined marginal
tax rates for high-income earners range from 10% for rental income to 32.5% on dividend
income (including the 25% corporate income tax rate). While effective tax rates will depend
on holding periods, in general this differential creates incentives to invest in real estate,
diverting funds from Indonesia’s already thin capital markets. The tax rates should be
reviewed and adjusted to minimise such distortions.

Corporate income taxation can be broader and more growth-friendly

Slower economic growth, lower commodity prices and policy decisions have weighed on
corporate income tax revenues. Between 2008 and 2010 the standard statutory rate was
lowered in two steps from 30% to 25%, which is around G20 and OECD averages. A raft
of tax incentives were introduced and expanded, including an import duty facility (2009),
tax allowances for specific investment (2011 and 2016) and tax holidays (2011, 2015 and
2018). The number of special economic zones is increasing. In April 2018 eligibility for
tax holidays was broadened and the process simplified to try to attract more investment.
New incentives are planned, including for smaller investments that do not qualify for tax
holidays, R&D investment and provision of vocational education and training.
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There is now a long list of tax incentives aimed at attracting investment, especially to
particular locations (special economic zones and free trade zones) and sectors (Table 1.5).
Indeed, even before the latest changes Indonesia's tax incentives were relatively generous
for certain investments (OECD, 2018a). Under specific assumptions, tax incentives would
reduce the effective average tax rate that a manufacturing firm could face by 13 percentage
points (Figure 1.10). The Investment Coordinating Board is promoting these incentives to
investors together with regulatory reforms and faster licensing processes.

Table 1.5. Overview of tax incentives

Type of incentive Description

Tax allowance incentive  Targets new investment or expanding a current business.

Eligible investments: 71 categories of business sectors and 74 other categories of industries in certain
locations may qualify for the tax incentives. Industries include subsectors of agriculture, power generation, oil &
gas and manufacturing.
Instruments:

o Accelerated depreciation and amortisation

Extended period of 10 years for the carry-forward of a tax loss (normally 5 years).

Reduced tax rate of 10% for dividends paid to non-residents (normally 20%).

Investment allowance: reduction of net income by 30% of the amount invested in land and buildings, and

plant and equipment. Claimed over six years at 5% per year.

Other requirements include: investment value or export orientation, labour intensity, local content and project
location.

Tax holiday Targets new taxpayers in “pioneer industries”, defined as having a wide range of connections to other parts of
the economy, providing additional value and high externalities, introducing new technologies, and having
strategic value for the national economy.

17 industries are specified but a taxpayer may still qualify if approved by the Ministry of Finance, other relevant
Ministries and the Investment Co-ordinating Board (BKPM).

Industries include: upstream metal; refinery; petrochemicals; chemical industry; types of manufacturing;
economic infrastructure.

100% corporate income tax holiday for 5-20 years depending on the size of the investment, with a minimum
investment of minimum capital investment of IDR 500 billion (USD 34 million).

Special economic zones  Special economic zones allow for incentives such as additional corporate income tax deductions for up to 25

and other special years, VAT exemptions on imports of raw materials and duty-free importation. Other zones also benefit from
locations exemptions on trade taxes and VAT and tax holidays in some cases.
Other incentives A reduction of the withholding rate on dividends paid to non-residents to 10%.

Reduced CIT rate of 20% for companies that are publicly listed (at least 40% traded).

A reduced CIT rate of 12.5% for qualifying SMEs on the first IDR 4.8 billion of income.

Income earned by venture capital companies in the form of profit sharing from investments in Indonesia is
permanently exempt from tax (under some conditions).

Source: OECD (2018), OECD Investment Policy Reviews: Southeast Asia; EY (2018), Worldwide Corporate
Tax Guide; Ministry of Finance.

International experience cautions against tax holidays and income tax exemptions,
particularly for specific sectors (IMF et al., 2015; IADB, 2013; IMF, 2011). Sector- and
location-specific tax incentives, particularly tax holidays, can be costly in fiscal and
economic terms by eroding the revenue base, creating tax-planning opportunities,
distorting competition and creating the potential for policy capture (OECD, 2018a; OECD,
2012). Other sectors and locations face a competitive disadvantage. Moreover, tax holidays
are inefficient, as they do not address the non-tax related factors that are often more
important determinants of investment decisions. For instance, executives cite corruption
and inefficient government bureaucracy as the most problematic factors for business in
Indonesia, well ahead of tax rates (7th) or tax regulations (9th) (World Economic Forum,
2017). A lack of infrastructure has also hampered investment by adding to transport costs,
for example. The current incentives also impose a heavy administrative burden, even after
the recent changes, for instance due to the need to monitor attached conditions.
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Figure 1.10. Incentives substantially reduce corporate income tax bases
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%

= [ncentive resulting in lowest tax burden @ EATR without incentive A Combined statutory tax rate

40
35
30
25

20 Y
15 A I
Y

0 v 1 1 1 1 1 1 1 1 1 1 1 1 1 1 )

HKG  SGP  KHM  RUS THA  VNM LAO KOR  CHN IDN MYS MNG MMR  PHL IND

ASEAN average without incentives &

H—»

F

—-aep

—eop
—e
—»

Note: The effective average tax rate is based on a manufacturing firm with assets in the form of buildings,
intangible assets, machinery, financial assets and inventory (20% each). Finance is from retained earnings
(55%), new equity (10%) and debt (35%). The real interest rate is 5%, pre-tax real rate of return is 20% and the
inflation rate is 2%.

Source: V. Wiedemann and K. Finke (2015), “Taxing investments in the Asia-Pacific region: the importance
of cross-border taxation and tax incentives”, ZEW Discussion Papers, No. 15-014.
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Rethinking tax incentives could broaden the tax base and be more effective in encouraging
investment. The publication in late September 2018 of detailed tax expenditure estimates
for 2016-17 increases transparency and is a welcome first step in evaluating the incentives.
The tax expenditure report should be published annually, as planned. Because many
countries in the region offer tax holidays, Indonesia could lead a co-ordinated approach
within ASEAN. It would be preferable to shift away from tax holidays to cost-based
incentives (tax deductions or credits) linked to investment in capital or skills (OECD,
2018a; IMF et al., 2015). Cost-based incentives could include the planned R&D tax credit,
or allowances or credits for providing workplace training or for incorporating SMEs in
supply chains, as in Malaysia (OECD, 2018a). Such incentives would better target new
investment by more effectively lowering the cost of capital, even when profitability is low
(IMF et al., 2015). They would still require ensuring sufficient administrative capacity to
oversee them.

All incentives should be monitored carefully to detect abuse and subject to a sunset clause
to ensure regular reviews. Investor concerns related to the regulatory environment would
be better addressed directly rather than through the tax system. The special economic zones
should focus on promoting a more business-friendly regulatory and legal environment, as
in the new tourism economic zones, or piloting less stringent employment regulations, as
previously recommended (OECD, 2016a).

A final turnover tax was introduced in 2013 for firms with turnover up to IDR 4.8 billion
(USD 323 000) to encourage formalisation and increase voluntary compliance. By 2017
the regime had attracted 1.5 million registrants, of which 205 000 were incorporated
businesses and 1.3 million were individuals. While this growth is impressive, the sheer
number of SMEs in Indonesia means that increasing registration remains a challenge
(Table 1.6). The rate was initially 1% but was halved in July 2018 to further encourage
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formalisation. This will, however, generate windfall gains for firms that were already
registered. In addition to awareness and willingness amongst businesses, take-up is
hindered by the large standard tax allowance in the personal income tax scheme which is
an alternative for unincorporated micro enterprises and that many professions are excluded
from the scheme. From July 2018 access to the turnover tax is limited to three years for
incorporated firms and to up to seven years for individuals. Larger SMEs with turnover
below IDR 50 billion (USD 3.4 million) pay half the statutory corporate income tax rate —
12.5% — on income up to IDR 4.8 billion; this smooths the transition to the standard regime

somewhat.
Table 1.6. Micro enterprises dominate the business landscape
Cut-off values for each By number By employment
category (IDR)

Net assets Annual revenue Thousand % of total Thousand % of total

(excluding

premises)
Micro enterprises 50 million 300 million 23 864 89.3 41032 58.4
Small enterprises 500 million 2.5 billion 2399 9.0 12 609 17.9
Medium enterprises 10 billion 50 billion 412 1.5 8132 11.6
Large enterprises 35 0.1 8 547 12.2
Total 26 711 70 320

Note: Data are for establishments in 2016 and exclude the agriculture, forestry and fisheries sector, government
administration, defence and social security sector, and household activities as employers or own production
sector. Unregistered businesses are included.

Source: Statistics Indonesia, Economic Census 2016.

A presumptive turnover tax has the advantage of simplifying taxation for start-ups and for
small firms that have low growth prospects. But it has two drawbacks: (i) that the effective
tax rate is higher for low-profit firms than their more profitable counterparts; and (ii) that
any size-related incentive can reduce incentives to grow, reducing productivity (Benedek
etal., 2017). In Indonesia’s case, these effects are mitigated by the fact that firms can
choose whether to opt into this scheme or the regular system and that there is a time limit
on the scheme. Nonetheless, the threshold is high compared to those in other countries with
turnover taxes, which adds to the fiscal cost of the scheme (Box 1.3). The threshold should
be lowered so that the scheme better targets very small firms, which would also contain its
cost. Estimated costs of the scheme should be included in forthcoming tax expenditure
reports. The time limit will disadvantage firms that do not have the capacity to comply with
the standard tax system. Micro enterprises could be allowed to remain on the simplified
scheme. Firm behaviour should be monitored, particularly to ensure that firms are not being
“reborn” to avoid joining the regular corporate income tax regime or bunching just below
the turnover threshold.

The trade-off for registration should be improved by offering more benefits linked to
registration for the turnover tax. Such benefits include further simplifying processes (for
example allowing quarterly filing of tax and social security contributions) and clearly
linking registration to access to additional services such as account-keeping applications
and business development programmes. In Brazil, Mexico and Colombia such non-tax
benefits appear to have helped increase formalisation. A more lenient approach to honest
mistakes may also lower barriers to formalisation. The cross-country evidence suggests
that measures to broaden the tax base to small firms are unlikely to generate substantial
short-term revenue, they can form part of a longer-term strategy to encourage firms to grow
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(Joshi, Prichard and Heady, 2014). To further smooth firms’ transition to the standard
regime, all small firms could be allowed to make less frequent payments.

Box 1.3. Examples of simplified tax schemes from other countries

Many OECD and non-OECD countries offer simplified tax regimes to lower the
burden on firms that may otherwise operate informally. Two common
approaches are a lump-sum tax, which typically targets the smallest firms, or a
turnover tax. The appropriate thresholds must then be determined based on the
targeted group of firms. Some examples of these are:

Brazil has three presumptive tax schemes, targeted at micro, small and medium-
sized businesses. A lump-sum tax is available for individuals with up to one
employee and revenue below BRL 60 000 (USD 14 000). This replaces other
taxes and contributions and offers other benefits including social security. At the
other end, a turnover-based scheme with rates varying by sector (an indicator of
profit margins) is available for firms with turnover up to BRL 78 million
(USD 19 million).

Hungary has a lump-sum scheme for very small self-employed taxpayers with
revenue up to HUF 8 million (USD 29 000). This replaces income taxes and
social security contributions. Firms with turnover below HUF 30 million
(USD 107 000) can calculate taxable income as 37% of turnover. This replaces
value-added tax and income taxes. Firms with up to 25 employees and both
turnover and assets below 500 million (USD 1.8 million) may pay a reduced tax
rate of 13% of the tax base, which is based on cash-flow profit and increased by
staff costs.

Italy has a turnover tax for businesses with revenue thresholds varying by sector,
from EUR 15 000 (for professionals) to EUR 40 000 (for trade and hospitality)
(USD 17 000 to 46 000). This replaces all other taxes for businesses.

Source: A. Thomas et al. (2017), "Taxation and investment in India", OECD Economics

Department Working Papers, No. 1397, OECD Publishing, Paris; OECD (2015), Taxation of SMEs
in OECD and G20 Countries, OECD Publishing, Paris.

In Indonesia, as in many countries, the growing digital economy is challenging the
effectiveness of the existing income tax system to deal with new business models. This
may raise equity issues across firms if income from such models and from more
conventional models are not taxed similarly. It may also lead to misalignments between the
location in which profits are taxed and where value is created because of the difficulties in
determining where and how much value is being created. Countries are working toward a
consensus-based solution within the OECD's Inclusive Framework on Base Erosion and
Profit Shifting (BEPS). Indonesia and some other countries are considering moving ahead
with unilateral non-income tax measures in the interim (OECD, 2018b). However, there is
no consensus in the Inclusive Framework on the need or merit of taking such action.

The Inclusive Framework on BEPS Interim Report on tax challenges arising from
digitalisation includes guidance on design principles that need to be taken into account by
countries considering taking immediate unilateral measures, such as Indonesia’s planned
tax on some e-services. These principles include that the measure should be temporary and
targeted and should minimise over-taxation, compliance burdens and the effect on start-ups
(OECD, 2018b). To ensure fair treatment of firms (and also employees) that earn income
through online platforms, the authorities could follow the examples of Estonia, Finland,
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Mexico and Ecuador, where governments have worked with platforms to obtain access to
their data (ibid.).

More generally some international tax challenges, including base erosion and profit
shifting, are of particular concern in emerging economies, where corporate income tax is a
more important revenue source (Thomas etal., 2017). Indonesia has committed to
implementing the minimum standards of the Inclusive Framework on BEPS. This is a key
step in the fight against cross-border tax planning and will help to level the playing field
between domestic and multinational firms (OECD, 2018b). Incorporating more measures
from the Inclusive Framework on BEPS could yield substantial benefits (IMF, 2017). But
more broadly, the complicated and intricate nature of cross-border taxation means that
building up core teams of highly skilled staff is crucial, both in tax policy-making and
administration. A transfer pricing taskforce was established to work on policy, but a unit
could be established in the tax administration. The Tax Reform Team could conduct a study
of international taxation. Given the complexity of the topic, an OECD study may be helpful.

Taxes on goods and services have further potential

Taxes on goods and services are the largest source of revenue — raising almost 5% of GDP
in 2016 — but their GDP share is only half that of other emerging-market and OECD
countries (Figure 1.11). This is partly because value-added tax, the most important, raises
a small amount of revenue relative to most other countries. Excise taxes are the next largest
type. As in many emerging economies, trade taxes are not negligible; Indonesia levies
import tariffs as well as export taxes on some unprocessed commodities. There is also a
luxury goods sales tax of 10-125% depending on the product, but it raises little revenue
(0.2% of GDP). Revenues from local government taxes on goods and services totalled
around 0.5% of GDP in 2016, primarily due to motor fuel and cigarette tax at the provincial
level and district and municipal taxes on restaurant and hotel sales and on electricity
consumption (“street-lighting tax”).

Figure 1.11. Goods and services tax revenues are low and rely on value-added tax
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Note: Data are for 2016 or latest available year. The VAT for Indonesia includes the luxury goods sales tax, but
this is just 3% of the VAT amount shown. Other taxes include taxes on exports, investment goods, specific
services and the use of goods.
Source: OECD, Revenue Statistics Database, OECD Economic Outlook Database; Ministry of Finance; OECD
calculations.
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A more efficient value-added tax would raise more revenue

Indonesia's VAT has only two rates: (i) 10% applied to domestic supplies of goods and
services and imports of goods and certain services, and (ii) 0% applied to exports of goods
and certain services. By comparison, the OECD average standard rate is 19%, but countries
with high rates typically have reduced rates on some goods and services, which aim to
increase equity but in fact create distortions. A zero rating on exports is in line with the
destination-based principle of VAT (although in other countries a wider range of services
have a zero rating than is the case in Indonesia).

Despite having a single standard rate, the design of the VAT is relatively complicated.
There are numerous exemptions (that remove the right to deduct input tax), which limit its
efficiency and add to its compliance costs. Exemptions include:

e “basic necessities” (rice and some other grains, corn, table salt, soybean, meat,
eggs, milk, fruit, vegetables, sago, tubers, sugar and spices);
financial and insurance services (fundraising, mortgages, insurance, money orders);

e social-type services (education services, medical services, orphanages, funerals,
religious services, public transport, public services, postal services);

e “strategic goods” (plant machinery and equipment, livestock, poultry, fish feed,
seeds, clean piped water, low-wattage electricity);

e services for which there are local government sales taxes (entertainment,
restaurants, hotels, parking);

e goods and services delivered inside free-trade areas;

e other goods and services such as: money and valuable documents; coal, oil and
other raw mining or drilling products; catering services; and services supplied to
local shipping companies.

While many countries exempt financial and insurance services and meritorious services
like education and health care from VAT, the application of exemptions in Indonesia is
particularly broad. Not only do exemptions narrow the tax base but they also weaken the
self-enforcement mechanism of the VAT, because customers of VAT-exempt suppliers of
goods or services cannot claim back VAT paid on their inputs, which reduces their
incentive to demand compliance from their suppliers. Exemptions on intermediate inputs
generate distortions, because non-deducted tax is passed on at each step of the supply chain
(“cascading”) (OECD, 2016b). In terms of revenues, this leads to overpayment of VAT,
which may slightly offset the losses from the exemptions on final consumption (by 0.1%
according to IMF estimates) (IMF, 2017). But because exemptions also indirectly reduce
revenue by weakening compliance, the net revenue effect of reducing exemptions could be
positive overall.

One way of assessing the VAT is to compare revenue collected to potential revenue. By
this measure — the VAT Revenue Ratio — Indonesia's performance was above the median
of OECD and other Asian economies in 2014, although it has fallen since (Figure 1.12).
This measure is an approximation; overpayment due to exemptions on intermediate
consumption and difficulties in obtaining refunds discussed above inflate the revenue ratio.
With more detailed data on consumption and tax expenditures this recent decline could be
apportioned to: (i) reduced compliance; (ii) policy changes; and (iii) changes in
consumption patterns; or (iv) changes in VAT refund policy on exported goods and
services.

One factor behind the decline is the eight-fold increase in the turnover threshold for VAT
registration and collection in 2014 to IDR 4.8 billion, which considerably reduced the
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number of firms covered by the VAT (IMF, 2018). The expansion of exemptions to include
“strategic goods” has also likely played a role. So has the decline in the international oil
price: the VAT revenue ratio is strongly correlated with the US dollar oil price, which is
consistent with the link between oil prices and import VAT highlighted by World Bank
(2017b) but also implying that an improvement is likely in 2018. National accounts data
suggest that shifts in consumption towards goods taxed at lower rates do not explain the
decrease.

Figure 1.12. The performance of the VAT is reasonable but has deteriorated
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The near-term priority is to broaden the VAT base by removing exemptions and lowering
the threshold for VAT registration. Such changes would harness the efficiency of the VAT
and raise more revenue without increasing the rate. The VAT exemptions for strategic
goods and other intermediate inputs are not an effective or efficient way of raising
investment. However, the exemptions on basic food necessities appear reasonably well
targeted. Expenditure data (from Susenas) show that poorer households spend a larger share
of their budgets on items such as cereals and tubers than the better-off (Figure 1.13).
However, affluent households spend much more on meat, suggesting that this particular tax
exemption is regressive. Overall, the expenditure pattern for “basic necessities” is
consistent with research that finds that Indonesia’s VAT has a broadly neutral distributional
effect (Jellema, Wai-Poi and Afkar, 2017). Imposing a reduced VAT rate, or even a 0%
rate, on necessities would be a “second best” way of supporting low-income households
until coverage of social protection systems is more complete (OECD/KIPF, 2014). It would
also create incentives for VAT compliance, because input tax credits could be claimed. The
definition of basic necessities could be narrowed (for example, excluding meat), but this
may be difficult in practice.

Making restaurant, hotel, entertainment and parking expenditure subject to VAT rather than
sales tax would improve efficiency and may increase overall revenue through better
compliance, even though VAT on inputs could be deducted. Over 90% of local
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governments now impose hotel and restaurant tax, but the proceeds are modest compared
to consumer spending, suggesting that compliance is low. In 2016 revenues were the
equivalent of 1.2% of consumer spending on hotels and restaurants (based on national
accounts data), which was barely changed from 2010 (1.1%). Replacing these taxes with
VAT would strengthen compliance by creating an incentive for hotels and restaurants to
pay tax. It could therefore increase overall revenues. Transfers to local governments could
be increased to compensate for lost revenue from the removal of sales taxes. Local
governments could also be allowed to supplement their revenue with a small occupancy
(accommodation) tax, as proposed in Chapter 2 to incentivise them to encourage tourism.
Compliance costs associated with switching to VAT (and e-invoicing) would be mitigated
by the VAT registration threshold, but a transition period could also be allowed.

Figure 1.13. VAT exemptions for food generally benefit poorer households
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Source: Statistics Indonesia.
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As elsewhere, there are concerns that digitalisation and the growth of international e-
commerce are eroding the VAT base. Over the last decade e-commerce transactions are
estimated to have grown by 17% annually (The Jakarta Post, 2018). While they are only
1.3% of household consumption, further rapid growth is expected (ibid). Indonesia
currently uses a reverse-charge mechanism, in line with the OECD's International
VAT/GST Guidelines, for business-to-business transactions in services and intangibles.
However, business-to-consumer transactions have proved more difficult to capture. The
OECD’s Guidelines point to ways of taxing such transactions. Such measures are usually
supported by simplified supplier registration. These measures have boosted VAT revenues
where they have been implemented: for instance, South Africa collected ZAR 585 billion
USD 39 million) through these measures (OECD, 2018b). The 2015 BEPS Action 1 Report
outlines options to facilitate collection of VAT on the importation of low-value goods via
online sales (OECD, 2015b). In addition to levelling the playing field with other retailers,
the revenue gains could be sizeable.

Lowering the threshold for VAT registration would strengthen the self-reinforcing nature
of the VAT. The turnover threshold of IDR 4.8 billion is around USD 323 000 at market
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exchange rates, or USD 1.1 million at 2017 purchasing power-adjusted exchange rates.
This threshold is well above those applied in OECD countries (which range from zero in
Chile and Mexico to USD 119 000 in the United Kingdom). It is also well above the
USD 100 000 that is typically prescribed to leave firms who are unable to keep adequate
accounts outside the VAT system (IMF, 2011). Broadening the VAT base by lowering the
threshold could also reduce the risk of “bad” VAT chains forming, whereby firms have
incentives to buy inputs from other vendors outside of the system (de Paula and
Scheinkman, 2007). Evidence from Chile shows that the self-enforcing mechanism of VAT
is important up the VAT chain (Pomeranz, 2015). Small businesses in upstream industries
(e.g. manufacturing and wholesale trade) in the Indian state of Karnataka were found to be
willing to bear an administrative cost of 1% of turnover to be part of the VAT regime rather
than the simplified turnover tax regime (Rios and Seetharam, 2017).

A combination of changes that lifted the efficiency of the VAT by 13 percentage points
(equivalent to raising the VAT Revenue Ratio to its 2013 level) would have increased VAT
collection in 2016 by IDR 100 trillion, or 0.8% of GDP. Some estimates of revenue forgone
due to exemptions and zero-rated goods and services have recently been published. They
should continue to be improved and expanded to assist policymakers in evaluating VAT
performance in coming years. After the design of the tax regime is made more efficient,
further revenue could be raised by increasing the VAT rate. Assuming the same
performance as in 2016, a 1 percentage point increase would have raised an additional
IDR 41 trillion — 0.3% of 2016 GDP. The effect of the VAT increase on poor households
could be mitigated using existing cash or non-cash transfers.

Higher excise taxes can raise revenue and improve health outcomes

As in most OECD countries Indonesia is increasingly using excise taxes to influence
consumer behaviour to achieve health outcomes as well as raise revenue. Almost all excise
collected is from tobacco tax (1.2% of GDP in 2016). Local governments may also impose
tobacco tax, although the rate is capped; such revenues amount to around 0.1% of GDP.
Revenue from alcohol excise tax is comparatively low, at 0.04% of GDP, reflecting low
consumption (OECD, 2017d). Both alcohol and tobacco are also subject to import duties.
Empirical research based on OECD countries suggests that there is no growth penalty of
excise tax (Akgun, Cournéde and Fournier, 2017). This may result from the relatively
inelastic tax base, which makes the tax efficient. The distributional impact depends on
consumption patterns but is mitigated by the distribution of health costs, which are often
higher for poorer individuals as well.

There is a strong case to increase the taxation of tobacco. Indonesia has one of the highest
rates of smoking and tobacco use — three-quarters of men smoke, though few women do —
and is one of the few countries where rates of smoking have increased in the past decade
(Figure 1.14, Panel A) (OECD, 2017d). Moreover, taxation has proved to be a cost-
effective means of reducing smoking (WHO, 2017). Indonesia's tax rates are still below the
World Health Organisation’s recommended level of 70% of the retail price and other
countries’ rates (Panel B). The number of levels in the excise structure was reduced from
12 to 10, but it should be simplified further, as planned, to limit substitution across products
and tax avoidance more generally. Tobacco tax appears less regressive than may be
expected: spending on tobacco and betel accounted for a lower share of the poorest
households' budgets (5% for those spending less than USD 48 PPP-adjusted monthly), than
for households with incomes of USD 119-239 PPP-adjusted (9%). Tobacco excise
increased by 10% on 1 January 2018, but the rate could be raised further. Providing a
predictable path for excise would help farmers to adjust.
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The government is considering implementing a sugar tax, which is an increasingly common
tool to fight obesity in OECD and emerging economies, including Hungary and Mexico
(OECD, 2017e; OECD, 2018c). Indonesia's obesity rates are still comparatively low (at 5%
for men) (OECD, 2017d). But the incidence of being overweight or obese has almost
doubled over two decades to one-quarter in 2014 (Aizawa and Helble, 2016). The incidence
of diabetes and other non-communicable diseases linked to lifestyle are rising (Fountaine
et al., 2016). Stronger preventative action is needed to contain future human, economic and
fiscal costs. Policy tools include regulatory measures, education, voluntary initiatives with
agreed targets and taxes that increase the price of these goods (Sassi, 2016).

A simple tax on sugar-sweetened beverages could reduce consumption of taxed products
and, if the tax is sufficiently high, can have positive health outcomes (Thavorncharoensap,
2017). Studies from Mexico’s tax on sweetened beverages shows a correlation with lower
consumption when healthier untaxed alternatives were available (OECD, 2018c). Lower
socio-economic groups would likely experience greater health improvements (Sassi et al.,
2014). The soft drink market (excluding consumption at restaurants and hotels) was
estimated at 0.8% of GDP in 2015, implying that a 20% tax would raise around 0.2% of
GDP in revenues (but less to the extent that consumption falls or producers reduce the sugar
content of their drinks).

Figure 1.14. Tobacco use is high, and taxes are relatively low
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Source: World Health Organisation (2017), WHO Report on the Global Tobacco Epidemic 2017, Appendix IX
and X.
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Well-designed environmental tax reform could work toward several goals

Environmentally related tax revenue is relatively low in Indonesia. OECD estimates
suggest that it is equivalent to less than 1% of GDP, compared to an average of 2.3% across
OECD and non-OECD economies. Revenue is mostly from sub-national government taxes
on motor vehicles (around 0.5% of GDP), in contrast to most countries where taxes on
transport fuels are the largest source. As Indonesia’s economy grows, environmental
pressures will intensify. By increasing the price of pollution or of other negative
environmental externalities, taxes and charges can reduce their production in a cost-
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effective way by creating incentives for behavioural change, as well as raising revenues
(OECD, 2017f).

Air pollution is already an environmental and health challenge, with three-quarters of
Indonesia’s population exposed to pollution levels above World Health Organisation
guidelines (PM» s concentrations). Exposure to particulate matter and ozone is projected to
cause around 115 000 premature Indonesian deaths annually by 2060 (OECD, 2016c).
According to OECD estimates accounting for direct and indirect effects, air pollution could
lower annual GDP by 0.8% in 2060 (ibid). Likewise water pollution and waste are growing
(OECD, 2016d; OECD, 2014). To address the threat of climate change the government has
committed to lowering greenhouse gas emissions by 29% by 2030 compared to “business
as usual”, which will require bold measures. There is scope to use existing taxes more
effectively to address these challenges, as well as to introduce new taxes and charges.

Motor vehicle taxes are paid at the time of purchase as well as annually. They include
luxury goods sales tax, transfer fees and annual registration fees (Table 1.7). The
government has started incorporating environmental objectives into the design of these
taxes. In 2013 it lowered the rate of luxury goods sales tax for “low-cost green cars” (with
small engines and minimum fuel efficiency) that meet local-content requirements. But
focusing on fuel efficiency (or CO, emissions) can favour diesel cars, which often emit
more air pollutants. Moreover, higher rates on imported vehicles (including hybrids and
electric vehicles), along with import tariffs, mean that environmental and industry
protection objectives are working at cross purposes. The Ministry of Finance and the World
Bank estimate that aligning motor vehicle taxes better with negative environmental
externalities by converting the luxury goods sales tax on vehicles to a specific tax and
changing the rates according to environmental impacts could raise the equivalent of 0.6%
of GDP (World Bank, 2018). This would also reduce opportunities for tax avoidance (due
to the current structure).

Annual registration fees vary with the assessed value of the car. In Jakarta there is a 0.5%
surcharge for each additional car after an individual’s first car to deter car ownership and
an additional charge for SUVs. Using the car’s assessed value as the tax base means that
the tax declines over time, discouraging fleet renewal. Converting the tax to a flat tax that
varies based on car types and their emissions would provide a more effective signal. For
instance, it could be based on cylinder volume (which would exempt electric cars and
provide a reduction for hybrids). Higher fees could be charged for additional cars, as in
Jakarta.

Tax rates on energy and associated CO; emissions, and associated revenues, are among the
lowest across OECD and G20 countries (OECD, 2018d). There is no fuel excise tax at the
national level and only a low tax at the provincial level, which is charged on fuel for road
transport and capped to maintain competitiveness. There is also a small sub-national
electricity tax (“street lighting tax”) with a capped rate. Indonesia has made important
progress in reducing energy subsidies, which is a first step towards better pricing of the
externalities associated with its use, including carbon emissions. But subsidies for
production and consumption, price caps and tax exemptions still serve to lower the relative
price of energy. Because of the close link between the carbon content of fuels and the
associated CO, emissions, higher fuel taxes would be an efficient tool to reduce these
emissions. In the near term the cap for regional governments could be raised. Coverage
could eventually be extended to off-road fuel usage, taking into account effect on poorer
households. Congestion charges or distance-based driving charges are efficient tools for
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addressing other driving-related externalities like congestion, air pollution and road
damage (van Dender, forthcoming).

Table 1.7. Key environmentally related taxes

Tax Tax base Level of Revenue sharing Maximum tax 2016 revenue
government with across government rate allowed as % of GDP
the taxing power  (central/regional/local)

Vehicles
Motor vehicle taxes Vehicle value Province 0/70/30 5% for annual 0.52
(annual registration registration fee,
fee, transfers) 10% for transfers
Luxury goods sales tax Vehicle value Central n.a. 200% 0.01
Energy use
Motor vehicle fuel tax Fuel consumption Province 0/30/70 5%, 7% in some 0.13

excluding VAT regions
Street lighting tax Electricity consumption, Local 1.5% for self- 0.08

excluding VAT produced, 3% for

industry, 10% for
households

Other
Surface and ground Water consumption Province 0/30/70 10% and 20% 0.01
water extraction taxes
Parking tax Parking fees Local 30% 0.01
Swallows nest tax Local 0.00

Note: Import tariffs on motor vehicles are not included.

Source: A. Nasution (2016), “Government decentralization program in Indonesia”, ADBI Working Paper
Series, No. 601; L. Hakim, (2016), Pajak Daerah - Pajak Penerangan Jalan (Regional Tax and Regional
Levies: Local Taxes - Street Lighting Tax), http://padjakdaerah.blogspot.com/2016/04/pajak-penerangan-
pajak.html; Ministry of Finance; OECD calculations.

As proposed in the 2012 OECD Economic Survey, a carbon tax could be introduced to
ensure prices better reflect climate-change-related externalities and help put Indonesia on
a low-carbon growth path. Although the government began considering a carbon tax in
2009, there has been little progress since. Meanwhile, numerous emerging market
economies have introduced a carbon prices, including Mexico, Chile and Colombia and
others, such as South Africa and Thailand, plan to. Introducing a carbon tax at a modest
level initially, scaling up over time, could help overcome resistance to the tax and allow
firms to adjust. To be effective and efficient, the tax should ideally apply a uniform
marginal rate across all sources of emissions, particularly within the same sector.
Competitiveness concerns are mitigated by the growing threat of border taxes and the rising
number of countries levying carbon taxes. Acting sooner, while the economy is less carbon-
intensive, would help reduce the carbon intensity of Indonesia’s growth at lower cost.
Recent OECD research suggests that income-related transfers are the most efficient tool to
address energy affordability concerns (Flues and van Dender, 2017). Accordingly, a
combination of current social assistance programmes and income tax credits could be used.

There is scope to broaden taxation of other environmental “bads” to simultaneously reduce
harmful behaviour and raise revenue. Because many environmental externalities are local
(e.g. water pollution), these could be sub-national taxes. Poorer local populations would
likely benefit disproportionately from lower pollution. Environmentally related taxes could
include taxes on plastic bags, chemicals (especially pesticides) and waste, such as tyres, in
line with the polluter-pays principle. Indeed, the 2018 national budget proposed a plastic
bag tax, which could raise around IDR 1.9 trillion; although this is equivalent to only 0.01%
of GDP it could mitigate the growing problem of plastic marine pollution, which has
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propelled Indonesia to be the world’s second-largest marine polluter (Jambeck et al., 2015).
Such reforms should be reinforced by regulatory measures and complemented with
increased enforcement (OECD, 2005). Enforcement of existing taxes should be stepped up.
The Jakarta government is increasing enforcement of water abstraction fees, which will
also bring lessons for other governments. Fees for wastewater could also be charged but
would need to be well regulated. The relationship between taxation, regulation and
enforcement underscores the importance of involving environmental authorities in
planning the expansion of environmentally related taxes.

Property tax is currently low

Property taxes raise around 3.5% of tax revenue (0.4% of GDP), well below other countries'
shares (Figure 1.15). Recurrent taxes on immovable property account for around three-
quarters of property tax revenue, but, unlike many other countries, they come mostly from
taxes on plantations, mining and forestry properties, and are collected by the central
government. Following devolution of responsibilities over 2009-13, local governments
levy recurrent taxes on urban and rural land and buildings and transfer taxes on motor
vehicles and real estate. These taxes each raise revenue equivalent to 0.1% of GDP, or
around one quarter of total district and municipality tax revenues.

The low level of revenues from property taxation suggests that there is considerable
unexploited potential to increase revenues, particularly given the empirical evidence that
some types of property tax are less harmful for growth than taxes on incomes or
consumption (Akgun, Cournéde and Fournier, 2017; Blochliger, 2015; Acosta-Ormaechea
and Yoo, 2012). In particular, recurrent taxes on immovable property are considered least
distortionary, whereas transaction taxes deter households from moving to another location
for work, for example, or individuals or firms from reallocating assets to their most valuable
use (Arnold etal., 2011). Property taxes can also help address high levels of wealth
inequality: the wealthiest 1% of Indonesian households are estimated to hold 45% of total
wealth (Credit Suisse, 2017).

Figure 1.15. Revenue from property tax is low in Indonesia
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Recurrent taxes on immovable property are underused

For recurrent taxes levied on land and buildings which are the responsibility of sub-national
governments, the tax is typically levied at low and progressive rates. But their application
appears heterogeneous. National legislation sets a minimum exemption of IDR 10 million
(USD 673) and a maximum rate of 0.3% on the taxable value. This cap limits the revenue
that can be raised in some areas. But local property taxes have also been found to be far
below their revenue-maximising level given current legislation (von Haldenwang et al.,
2015). There are strong arguments for raising more revenue from recurrent tax on
immovable property by increasing the cap on tax rates: it can in principle raise additional
revenues for local governments in an economically efficient way, and increase local
government accountability; moreover, evasion is difficult. Allowing a higher rate would
also mitigate the incentive for governments to inflate property values to raise additional
revenues. With 88% of Indonesians’ wealth held in real, rather than financial, assets
according to Credit Suisse (2017), greater use of this tax would also be progressive.

Updating property registers and establishing systems for fair and predictable valuations
would lay the foundation for higher rates but to do this, local governments still need more
support. Because there is no national cadastre, the property tax registers are at the local
level. But when taxing powers were decentralised and the register transferred to local
governments, the valuations and taxpayer information in the register were out of date (von
Haldenwang et al., 2015). This means that even though regulations prescribe that
valuations be undertaken every three years with a mass valuation method, there are likely
to be many errors in the records. Moreover, in rural areas where property rights are less
clear, raising taxes may be difficult. Smaller districts also appear more likely to struggle to
manage arrears than larger districts (von Haldenwang et al., 2015). This can make the
administrative costs of the tax outweigh the benefits and may explain why some
governments appear unwilling to raise taxes (ibid.).

The central government already provides support to local governments and shares
information from geographic information systems with them. Nonetheless, given the
potential importance of the tax for local governments, the central or provincial governments
should ramp up assistance so that it can be implemented well and rates can be raised. In
particular local government staff need more training in using and updating their IT systems,
updating business processes and improving client relations. Provincial governments could
facilitate sharing of good practices and troubleshooting across local authorities. Local
governments could be encouraged to use property taxes by offering matching grants and
ensuring that the transfer formula does not penalise jurisdictions that enhance their revenue-
raising capacity, as recommended in the previous Survey (OECD, 2016a).

Ensuring the tax is fair and linking it to better local services can improve its acceptance
(Blochliger, 2015). Appropriate exemptions or allowances can ensure that poor households
are excluded from the tax. Many local governments appear do not appear to apply
thresholds above the IDR 10 million minimum (von Haldenwang et al., 2015). It is possible
to apply for tax relief due to individual circumstances, but the most vulnerable households,
such as welfare recipients, could be explicitly exempted. Low-income older households
could be allowed to defer their debt so that it is only payable when the property is sold
(Blochliger, 2015). In the South African City of Johannesburg there are rebates for
pensioners, those below the poverty line and those temporarily without income (OECD,
2015¢c).
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Transaction taxes are a significant local government tax

Transaction taxes on real estate and motor vehicle transfers raise one-quarter of district and
municipal governments’ tax revenues. A maximum rate of 5% may be charged on land and
building transfers, payable by the purchaser, although some local governments, such as the
city of Jakarta, have lowered this to stimulate development. There is also a central-
government transaction tax of 0.1% of the value of listed shares when sold. Transaction
taxes are common in emerging-market economies because they are easy to administer and
perceived to affect wealthy households more than the poor. But because transaction taxes
deter people from moving to take advantage of better opportunities and the reallocation of
assets to more valuable uses, they should be phased out as other revenues increase.

Although there are taxes on asset transactions, there is no inheritance or gift tax. Since 2016
some local governments, including Jakarta’s, ruled that transfers of land and buildings
through inheritance to direct relatives are no longer subject to the 5% local government
transfer tax. This benefit should be reconsidered as it disproportionately benefits wealthy
households.

Better management of natural resources could raise related revenues

Indonesia’s large and diverse natural resource wealth is a source of tax and non-tax revenue,
as well as growth, employment and environmental services. In 2015 Indonesia produced
6% of the world’s coal output, 2% of its gas and 1% of its oil (International Energy Agency,
2017). It is also the world's second-largest producer of fish, crustaceans and aquatic plants
(OECD, 2017h). With 48% of its land forested — representing 2% of the world’s forests —
Indonesia is major timber producer as well as an important carbon sink. It is also the top
producer of crude palm oil and has the largest geothermal energy potential. Mining, oil and
gas contribute 7% of gross value-added. The government raises revenues by developing
the resources itself or selling rights to do so. Under the Constitution, resources are under
the power of the state; for decades the central government controlled access and retained
the revenue that assets generated, but since the decentralisation of the early 2000s sub-
national governments have received a larger share and received revenue-raising powers for
some resources (Nasution, 2016).

Government revenues from natural resources had been sizeable before they collapsed over
the past decade (Figure 16, Panel A). Most revenue is raised from crude oil via production-
sharing contracts, which is common in the petroleum sector, but income tax is also
significant (Panel B). A combination of the sharp oil price fall during 2014 and 2015 and
an unattractive fiscal regime has weighed on activity and revenue (OECD, 2015d).
Likewise, revenues from the gas industry have fallen dramatically. Mining is the next-
largest source of revenue, with royalties usually being used as an alternative to production-
sharing contracts. There are also a number of state-owned mining companies. Other
revenue instruments include: the reforestation fund; levies on resource extraction; permits
and concessions (in forestry); and levies and cost recovery (for fisheries). There are also
export taxes on some raw materials. Each sector pays income taxes and recurrent property
taxes calculated using the value of the land as well as production. Some of the revenues,
such as from property tax on land and structures related to oil and gas, mining, forestry and
plantations, are shared with local governments, while mining royalties for non-metallic and
rock minerals are levied by local governments directly.
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Figure 1.16. Revenues from natural resources
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The fiscal regimes for oil and gas and mining have been overhauled in recent years. In oil
and gas the government has switched from a cost-recovery method to a new “gross-split”
scheme whereby production is split with the government based on a pre-determined
percentage. The aim is to boost exploration in the oil sector, which has been depressed by
uncertainty and the previous unattractive fiscal regime (OECD, 2015d; OECD, 2012). The
gross-split system aims to provide more certainty for investors and removes the incentive
for producers to inflate costs (as under a cost-recovery method). Nonetheless, the regime
still involves challenges, particularly setting the split at a sufficiently attractive level. After
the first bidding round for exploration tracts in 2017 saw no investor interest, the
government responded with more favourable terms that led to a more successful later
round. Another round is underway and will be an added test of the new regime.

A new fiscal regime for mining became effective in 2014, replacing the “Contract of Work”
system, which was a contract between the government and a foreign mining company
setting out the latter’s rights (including the automatic right to exploit a deposit following
its discovery) and obligations (OECD, 2015d). The new mining business licences (/zin
Usaha Pertambangan, or IUPs) impose obligations to add value to raw materials through
onshore processing as well as partial divestment. Exports of raw materials were initially
restricted, but this was scaled back. Royalty rates are 2-7% of revenue depending on the
mineral but may be changed by the government. The regime and subsequent amendments
have generated considerable uncertainty, hurt exports and further reduced incentives to
undertake exploration activity (Sullivan, 2017).

Economic theory points to the benefits of taxing economic rents rather than output (either
value or volume) as a way of ensuring that the country benefits from windfall gains when
commodity prices rise while maintaining incentives to invest. However, the design and
implementation of a profit-based tax on resource rents often proves difficult in practice.
Instead, countries often opt for royalty (output-based) regimes or state participation.
Previous Surveys have recommended shifting towards greater taxation of resource rents
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(OECD, 2015d, 2012). In the near term, however, there is little government appetite to
change the fiscal regimes for extractive industries. But the government should work with
mining firms to reduce uncertainty and some of the new costs. The Corruption Eradication
Commission (KPK) (2015) argues that forest royalty rates are too low to capture economic
rents and “provide implicit incentives for unsustainable forest management”. These should
be raised. The government plans to improve fisheries management through quotas, capacity
rules and multi-stakeholder institutions managing 11 maritime areas. Giving well-defined
rights to the resource creates incentives to reduce costs, rather than maximise the catch, and
is therefore more sustainable (OECD, 2017h).

Governance problems including insufficient enforcement and unclear property rights
hamper effective resource management and revenue collection. Illegal extraction weighs
on revenues as well as generating environmental costs. For instance, KPK (2015) estimates
that forestry revenues were only one-quarter to one-third of their correct value over 2003-
14. Moreover, land clearing and higher timber prices drove up the value of lost revenue
due to unreported timber production to USD 5-7 billion in 2013 (at current exchange rates)
(ibid). lllegal fishing has depleted fish stocks (OECD, 2014). Likewise, illegal mining
generates environmental costs through poorer environmental management and failure to
rehabilitate the land afterwards (OECD, 2015d). The government has stepped up its fight
against illegal (and unregulated and unreported) fishing and timber production since 2014.
It has banned transhipment at sea, required all large boats (over 30 gross tonnes) to use
vessel-monitoring systems, initiated a controversial campaign of sinking illegal (foreign)
boats, and, in 2015, doubled the budget of the Ministry of Marine Affairs and Fisheries
(OECD, 2017h). The crackdown has reportedly added to revenues. Technology should be
used more in monitoring, law enforcement and inter-agency co-operation.

Property rights for resources are still not clearly allocated. Only 35% of the country is
covered by the cadastre and the geospatial data are not co-ordinated (Design, 2017). For
example, 89% of Indonesia’s forests were under no regulation or permit in 2015 (OECD,
2015d). Conflicting maps are a common cause of land disputes, including when different
government agencies grant competing rights in overlapping jurisdictions (MacDonald,
2017). The government’s “One Map” initiative aims to create a single map for all of
Indonesia's forests to clarify landholdings. Base maps to which thematic maps will be
overlaid are now freely available online, but consolidation of overlapping property rights
and therefore achieving a definitive map of property rights has been slow. Co-operation
across institutions should be stepped up to meet the 2019 target completion date.

Stronger law enforcement and clearer property rights are also needed to fight corruption.
Indonesia’s participation in the Extractive Industries Transparency Initiative (EITI) is
driving governance improvements in that sector; in March 2018 the government announced
that beneficial ownership of mines must be revealed. Nonetheless, there is some way to go:
according to the EITI one-quarter of mining-sector contracts do not include taxpayer
identification numbers. Ambiguity in the national legislation together with the
decentralised property registers also widens the scope for corruption in allocating property
rights (Design, 2017). Allocating property rights appropriately and enforcing them are pre-
conditions for maximising revenues from natural resources. It would also pave the way for
more efficient fiscal regimes in the future.
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Recommendations to raise revenues
(Key recommendations are shown in bold)

Tax administration and legislation

e Increase investment in tax administration, particularly staff, electronic
services and databases.

o Establish standard procedures for public consultations on tax legislation before
implementation.

e Make greater use of information technology to strengthen monitoring and
facilitate tax compliance. Increase use of risk-based assessment for conducting
audits of all taxes.

e Continue to expand and improve tax expenditure estimates and publish them
annually, as planned.

e Build tax capacity at sub-national government level through training and sharing
of best practices.

Income taxes

e Freeze the basic tax allowance for individuals to broaden the tax base.
Gradually lower thresholds for paying the top two rates of personal income
tax.

e Include fringe benefits and employer allowances in taxable income. Reduce
differences in the tax treatment of personal savings across sources.

e Shift from tax holidays towards cost-based tax incentives. Impose sunset clauses
on all new tax incentives to ensure regular reviews.

e Tighten eligibility for the turnover tax to very small firms and link registration
to access to additional non-financial benefits.

Goods and services taxes

e Broaden the VAT base by removing most exemptions, especially for
intermediate goods, replacing local sales tax with VAT, and lowering the
threshold for compulsory registration. Compensate sub-national governments
for lost sales tax revenue. Over the medium term, raise the VAT rate.

e Increase and harmonise tobacco excise across products.

e Link the level of motor vehicle taxes to their carbon emissions. Continue to phase
out energy subsidies, then increase taxation of energy. Introduce a simple carbon
tax at a low rate.

Property taxes

e Increase training and assistance for sub-national governments to improve the
quality of property tax databases, valuation methods and tax administration.
Raise the cap on property tax rates.

Non-tax revenues

e Finalise the One Map Initiative, and step up the fight against illegal resource
extraction at all levels of government.
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Annex A.

As explained in Box 1.1, the potential tax revenue that an economy can generate depends
on its structural features as well as its institutions. Following OECD (2015a) and earlier
papers, the following equation is estimated using income per capita and structural variables
(X;¢) from the OECD SPIDER database (Egert, Gal and Wanner, 2017) and country fixed
effects (¢;):

Tax

GDP;;
The equation is estimated over 1997-2016 and 77 countries with annual income per capita
ranging from USD 744 to USD 94 765 (PPP-adjusted). In general the results are in line
with other studies (Table 1.8):

= a + LIn(GDP per capita) ;s + yXir + ¢; + &;¢

e GDP per capita is consistently related to higher tax capacity.

A larger agricultural sector is associated with lower tax capacity.

e Greater trade openness (in log form) is associated with higher tax capacity.
However, this is not statistically significant when using an alternative size-adjusted
measure of openness (the residual from a regression of the absolute value of exports
plus imports to GDP on population).

e Qreater (perceived) control of corruption is associated with higher tax capacity but
with diminishing effects as income rises.

Table 1.8. Estimating tax capacity

Dependent variable: tax-to-GDP ratio
) @ @) ) () (6) )

GDP per capita (log) 4.603** 2.466* 2.958** 2.521* 2847 5.461** 7.133*
(1.181) (1.397) (1.397) (1.390) (1.309) (0.820) (1.462)
Agriculture share in GVA -0.286*** -0.266*** -0.272** -0.243*** 0.157
(0.0929) (0.0978) (0.0870) (0.0802) (0.172)
Openness (log) 2.082* 1.562* 1.927** 0.130
(0.955) (0.936) (0.948) (1.979)
Openness (size-adjusted) 0.00465
(0.00950)
Control of corruption -0.540 18.40***
(0.664) (6.903)
Control of corruption x GDP -1.993*
per capita
(0.7086)
Constant -17.68 -4.057 0.0303 -2.187 -5.292 -25.92+** -43.96%*
(11.33) (15.16) (13.98) (15.08) (14.13) (7.741) (18.05)
Observations 1,462 1,374 1,374 1,234 1,234 1,462 1,374
R-squared 0.083 0.138 0.120 0.125 0.161 0.350 0.382
Number of countries 77 76 76 75 75
Country fixed effects? Yes Yes Yes Yes Yes No No

Note: Robust standard errors in parentheses. Errors are clustered at the country level in pooled regressions. ***
p<0.01, ** p<0.05, * p<0.1
Source: OECD calculations
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Chapter 2. Making the most of tourism to promote sustainable regional
development

Tourism has boomed in Indonesia in recent years and is already one of the main sources
of foreign-currency earnings. Indonesia has rich and diverse natural assets, whose tourism
potential remains underutilised. The government has an ambitious target of attracting 20
million tourists by 2019, up from nearly 14 million in 2017. The main destination will
continue to be Bali. Using Bali as the preferred development model, the government wants
to develop other destinations, particularly through infrastructure programmes to improve
connectivity, which is a longstanding challenge for tourism as well as for regional
development more generally. Enhancing the tourism-related skills of local populations will
provide them with expanded job opportunities. This calls for reforms to vocational
education and training. Moreover, recent efforts by the authorities to improve the business
environment need to continue, including through helping firms embrace digitalisation.
Tourism may be growing too fast in some destinations without adequately taking into
account sustainability issues, both for the environment and local communities. Better
planning and co-ordination at all levels of government and across relevant policy areas
can facilitate more sustainable tourism development.
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Indonesia has diverse and rich landscapes and ecosystems that position the country as an
attractive destination for tourists. However, the province of Bali, with less than half of 1%
of Indonesia’s landmass, has been the dominant destination, receiving half of all foreign
visitors. Tourism also represents a smaller share of Indonesia’s economy than comparator
countries like Thailand or Malaysia. Traditionally, Indonesia has earned most of its foreign
currency by exporting primary products. Government efforts to diversify the economy
towards manufacturing have proved difficult. In 2014 the new President decided to use
tourism as a new pillar of the economic strategy to achieve faster and more inclusive
growth. Indonesia’s competitiveness as a tourist destination improved from 70" in 2013 to
42" in 2017, according to the World Economic Forum's Travel and tourism
competitiveness index (WEF, 2017). Even so, the country still lags behind its regional
competitors in a number of dimensions, particularly those related to infrastructure and
environmental sustainability (Figure 2.1).

Tourism is special in that it touches many sectors of the economy including hotels,
restaurants, agri-food and transport and also affects spatial development and the
environment. It also involves multiple administrative levels (national, provincial, district
and municipal). The horizontal and vertical nature of tourism complicates the role that
governments can play in supporting the development of the industry. The Indonesian
authorities expect a surge in the number of tourist arrivals in the near future, which will put
pressure on infrastructure, local communities, cultural heritage and environmental assets
like forests, coral reefs, beaches and wildlife. Digitalisation is also reshaping the tourism
sector worldwide, which requires policy attention to ensure infrastructure and regulations
are appropriate. Finally, the market is growing but is also increasingly competitive. In 2016
there were 1.2 billion international tourists, with an average annual growth rate of 4.4%
since 2012 (UNWTO, 2018). Emerging economies, notably in Asia, have improved their
competitiveness; for example, Thailand rose from 12th to 4th place in 15 years with regards
to foreign visitor spending (WTTC, 2018).

Figure 2.1. Indonesia’s competitiveness as a tourist destination

Score from 1 to 7 (best), 2017

Business environment
Cultural resources and business travel ; Safety and security
Natural resources Health and hygiene
Tourist service infrastructure Human resources and labour market
Ground and port infrastructure ICT readiness
Airport infrastructure Prioritization of travel and tourism
Environmental sustainability International openness
———DDN Price competitiveness Range of competitors

Note: Competitors are Malaysia, Philippines, Singapore and Thailand.
Source: WEF, Travel and Tourism Competitiveness Report 2017.

StatLink Sa=m https://doi.org/10.1787/888933833635
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This chapter is organised into three sections. The first one summarises recent
developments in Indonesia’s tourism industry and examines the government's strategy.
The second section considers how tourism can improve regional development in terms
of employment, infrastructure and the business environment. The last part covers the
sustainability of tourism development with particular attention to the environment and
local communities.

Recent developments and tourism prospects in Indonesia

Recent developments and the size of the industry

At the national level the number of foreign tourist arrivals remained around 5 million per
year over 1995-2007, despite a near doubling in worldwide tourism. Since 2007 the number
of international arrivals has soared, reaching 14 million in 2017 and boosting Indonesia’s
market share to around 1% (Figure 2.2). The authorities aim to reach 20 million foreign
visitors by 2019. Most of the recent increase has originated from Asian countries. Chinese
tourists became the largest source market in 2017, surpassing Malaysia, Singapore and
Australia. The tourism product portfolio is mostly culture and nature related, accounting
for 95% (60% and 35%, respectively) of survey respondents’ purpose of visit (Teguh,
2017). Only a small share of tourism is related to sport or business events (5%). Within
culture, “culinary/gastronomy or shopping” represents the largest share (45%) of responses,
followed by “city and village tourism” (35%). Nature-based tourism is focused on eco-
tourism (45%) and marine tourism (35%).

Figure 2.2. Tourist arrivals in Indonesia

miions A Arrivals and share of world tourism % B. Visitors' country of residence Millions
14 14 16
14
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Source: CEIC.
StatLink Su=r https://doi.org/10.1787/888933833654

A more stable and welcoming environment likely contributed to the recent growth of
foreign visitors. Terrorism damaged the country’s reputation in the early 2000s; new
attacks occurred in the recent past but did not specifically target tourists. In 2015 the
government made visa policy changes to attract more foreign tourists. Now citizens of 169
countries do not require a visa to enter and stay in Indonesia (for a maximum period of 30
days). The free visa policy is expected to bring significant foreign exchange earnings per
year, as the loss of the visa receipts (USD 35 per person) is more than compensated by the
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spending of additional tourists in the country (around USD 1000 per visit). In 2016 the
government also legislated to allow international cruise liners to embark and disembark
passengers at five seaports, which should facilitate arrivals by sea.

Bali remains the principal destination of foreign tourists, accounting for half of the rise in
the number of arrivals over 2007-17 (Figure 2.3, Panel A). In 2018 tourists nominated it
the preferred destination in Asia (TripAdvisor, 2018). Jakarta has also experienced strong
growth over the same period (1.4 million additional tourists), partly driven by business
tourism. Other areas (besides Batam island) also vastly increased their importance, with
2.5 million more tourists over 2007-17, and half of that growth in 2017 alone. Borobudur
(Central Java) and Lake Toba (North Sumatra) are the two main new destinations. The
growing importance of these new destinations can be linked to a recent government strategy
to develop tourism outside Bali. As an expansive archipelago, air transport is the mode of
transport used by the vast majority of inbound tourists, making effective air connectivity
crucial (Panel B).

The direct contribution of tourism (domestic and foreign) to the economy, computed from
the statistics office’s Tourism Satellite Account, is in line with the average for OECD and
G20 countries (at around 4.3% of GDP in 2015) but lower than countries that have a focus
on tourism such as Spain, Croatia, Portugal, the Philippines or Mexico (Figure 2.4). The
indirect measure also includes tourism’s downstream effects. Assuming the direct and
indirect effects to be of the same size (Box 2.1), the total contribution is estimated to be
around 8.5% of GDP for 2015. Given that arrivals have increased by about one-third since
then, the importance of tourism is likely to be higher now. Input-output tables also show
that most of the value added is generated within the country.

According to UNWTO, there were nearly 120 million domestic guests in commercial
accommodation in 2016, up from around 40 million in 2009. Domestic tourism is
concentrated around the Muslim holiday Eid ul-Fitr (Lebaran); the authorities also
increased the number of public holidays to facilitate and encourage travel. Internal
movements both facilitated and were facilitated by the rapid growth of low-cost airlines
(Schlumberger and Weisskopf, 2014). This will likely continue in the future with the
growing middle class, the expansion of airports and the quality improvement of some
airlines (no Indonesian airline was left on the European Union’s ban list by 2018).
However, a domestic tourist spends about USD 70 per trip compared to over USD 1 000
for a foreign visitor (Indonesia-Investments, 2016). Thus, the economic impact of domestic
tourists remains limited, and the rest of this chapter focuses on foreign tourism.
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Figure 2.3. Entry points and transport mode of foreign tourists
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Figure 2.4. Contribution of tourism to the economy
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Note: Direct contribution means that it only takes into account the output generated from a direct relationship
between the visitor (foreign or domestic) and producer of a good or services. 2015 data for Indonesia. Data for
France refers to internal tourism consumption. Data for Germany and Greece refer to gross value added.
Source: OECD, Tourism Database; Statistics Indonesia.
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Tourism brings in substantial foreign-currency earnings, helping diversify Indonesia’s
exports away from natural resources (e.g. mining and crude palm oil). Foreign tourist
spending has already gradually become one of the main sources of foreign currency for
Indonesia (Figure 2.5, Panel A). However, the importance of tourism exports is still much
lower than for other countries (Panel B). Input-output tables show that the biggest
beneficiaries from foreign tourism are hotels and restaurants (8.5% of sector output), the
transportation and storage sector (1.3%), and other community, social and personal services
(1.3%). Using the same approach shows that these sectors benefit much more from foreign
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tourism in Thailand, with tourism representing 32%, 10% and 15% of sector output
respectively. To some extent, this is related to the size of the domestic economy in
Indonesia. There is considerable room to attract higher spending tourists: Indonesia ranks
only 12" amongst 53 Asia-Pacific countries in terms of spending per arrival (UNWTO,
2017).

Figure 2.5. Foreign-currency earnings
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Box 2.1. Measuring the indirect economic impact of international tourism

The OECD Inter-Country Input-Output tables (ICIO) can provide new insights into the
economic benefits of tourism activities by revealing the origin of value added generated
by non-residents’ household expenditures within a country. The current ICIO tables
describe the monetary flows, within and between countries, of intermediate and final
goods and services for 63 economies and 34 industrial activities over the period 1995 to
2011.

Using ICIO tables the direct and indirect value added embodied in final demand by
tourists can be estimated. The direct value is computed from the sales of final goods and
services to tourists (e.g. spending in a restaurant) while the indirect contribution comes
from inputs, both domestic and imported, required for those sales (e.g. food purchased
by restaurants).

On average for Indonesia, as well as for OECD countries, around half of the tourism
value added comes directly from core industries that sell directly to tourists. Those
sectors produce mostly services, while most industries indirectly related to tourism (such
as agriculture and food manufacturing) provide goods. The importance of international
tourism trade is estimated to be relatively low for Indonesia (Figure 2.6). However given
the surge in tourism since 2011, the forthcoming update of the ICIO tables will likely
show a larger contribution. Domestic value added in the purchases of non-residents was
around 88% in 2011, down slightly from about 91% in 1995. In Thailand and Malaysia
the domestic share has decreased more substantially since 1995 (by 11 percentage

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018


https://doi.org/10.1787/888933833711

MAKING THE MOST OF TOURISM TO PROMOTE SUSTAINABLE REGIONAL DEVELOPMENT | 119

points), to 73% and 66%, respectively. This high share of domestic value-added means
that future growth in tourism can benefit many parts of the economy.

Figure 2.6. Foreign tourists’ expenditure
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Note: The direct contribution comes from the sales of final goods and services and the indirect contribution
from inputs required from those sales. The indirect contribution includes both domestic and foreign value
added.
Source: OECD, Input-Output Database.
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The medium-term perspective

Since 2014 tourism has become one of the government’s top priorities. The National
Medium-Term Development Plan (RPJMN) for 2015-19 and the accompanying tourism
strategy (“Pengembangan Destinasi dan Industri Pariwisata”) set policy directions for the
sector related to:

Connectivity, basic services and tourist service infrastructure;
Tourism workforce skills development and SME support;

Tourism services, international marketing and investment promotion;
Integrated destination master planning; and

Institutions and mechanisms for programme implementation.

Different planning exercises at the central government level interact, including the
medium-term plan, the Long-Term National Development Plan (RPJP) and the Long-Term
National Tourism Development Plan (RIPPARNAS) for 2010-25. In the latter the
government selected 50 tourism destinations nationwide to be developed by 2025.
Bappenas (the national planning ministry) leads the planning stage, and the Ministry of
Maritime Affairs co-ordinates the implementation of tourism-related plans across line
ministries. Despite a high degree of decentralisation in government, planning is largely top-
down; in addition to local stakeholder involvement, it also lacks ex ante and ex post
evaluations.

The objectives set out in the medium-term plan are ambitious (Box 2.2) and will depend
on massive infrastructure investment (more below). The initial focus on 10 “New Balis”
has thus gradually switched to four priority destinations (Borobudur, Mandalika, Lake
Toba and Labuan Bajo). So far, the increase in tourist arrivals has still been largely
dependent on Bali, but from 2017, other destinations started to gain importance. The target
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for some destinations implies an enormous increase, and it is not clear that the population
and the environment can sustain such levels (more below). To reach the objectives, the
government aims to attract 10 million Chinese tourists by 2019 (up from 1.6 million in
2016). The UNWTO forecasts that international tourist arrivals in the whole of Southeast
Asia will increase by 5 million people per year between 2010 and 2020 and by 6 million
between 2020 and 2030, mostly through an increase in intra-regional flows (UNWTO,
2017). Competition in the region may delay the realisation of the government’s target.

Box 2.2. The Government medium-term plan for tourism

The government’s medium-term plan for 2015-19 set ambitious targets for 2019:

e 20 million international arrivals, up from 9 million in 2014.

e 275 million domestic visits, up from 250 million in 2014.

e 8% share in GDP, up from about 4% in 2013 (using the national tourism satellite
account).

e Doubling of foreign exchange revenues from tourism to IDR 240 trillion (about
USD 16 billion).

e Increase in employment in the industry by 2 million to nearly 12 million.

e Improvement in the World Economic Forum ranking of tourism competitiveness
to 30™ from 70™,

As part of its tourism development strategy, the government has prioritised 10
destinations for significant infrastructure development. The underlying aim is to learn
from Bali’s experience as a major international tourist destination and replicate the
model in destinations across Indonesia with high potential. The selection of the
destinations was in large part driven by the pre-existence of a tourism industry; however,
it did not take into account locations’ viability to develop as an international tourism
destination including with respect to natural and cultural attractions. The need to promote
geographical diversity also played a role. The 10 priority destinations are located in 10
of the 34 provinces with targets that represent sizeable increases (Table 2.1). Four
destinations (Mandalika, Tanjung Lesung, Tanjung Kelayan and Morotai) have been
designated as Special Economic Zones (SEZs).

Table 2.1. Tourist arrivals objectives for the 10 priority destinations

Number of people

2013 2019 target
Borobudur (Central Java) 227 337 2000 000
Mandalika (West Nusa Tenggara) 125 307 1000 000
Lake Toba (North Sumatra) 10 680 1000 000
Labuan Bajo (East Nusa Tenggara) 54 147 500 000
Morotai (Maluku Utara) 500 500 000
Mount Bromo (East Java) 33 387 1000 000
Tanjung Kelayan (Belitung) 451 500 000
Tanjung Lesung (Banten) 1739 1000 000
Thousand Islands (DKI Jakarta) 16 384 500 000
Wakatobi National Park (Southeast Sulawesi) 3315 500 000

Note: Respective provinces for each destination are in parentheses.
Source: Ministry of Tourism.
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Figure 2.7. Locations of the 10 New Balis
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The Ministry of Tourism is the lead institution for developing tourism in Indonesia. Its
budget quadrupled in 2015 to IDR 1.2 trillion (about USD 80 million, less than 1% of
public expenditure) mostly to improve tourism promotion (although it was cut by 30% in
2017). Marketing includes 100 Pesona Indonesia events for domestic visitors and 100
Wonderful Indonesia events for foreign tourists. WEF (2017) ranked the country’s brand
strategy 47" for its level of accuracy, ahead of Malaysia (85™) and Thailand (68™).
However, the campaign’s effectiveness in attracting tourists ranks only 51%, versus 7" for
Malaysia and 20" for Thailand. The Ministry of Tourism bases its promotion efforts on
market potential, using a weighted average of the number of tourists (40%), the previous
rate of growth (30%) and total spending per visitor (30%); the latter favours Europeans
because they tend to have a longer stay. At the end of 2017 this formula was prioritising
spending on promotion in China, followed by Europe, Australia and Singapore. Digital
tools help the Ministry to better focus its strategy (see below).

Another approach used by the authorities to grow the tourism industry is to promote events
(Meetings, Incentives, Conferences and Exhibitions, MICE). Development of the MICE
sector can bring benefits beyond short-term profits and jobs by adding competitive
advantage to destinations and diversifying source markets. MICE can also hasten
infrastructure development. In 2018 the biggest events are the summer Asian Games and
the October IMF-World Bank annual meeting. For the latter Bank Indonesia estimates that
the economic gain will be around IDR 5.7 trillion (nearly 0.1% of GDP), from around
15 000 delegates. The authorities have also promoted packages for attendees to visit other
parts of the country. With MICE, it is crucial to ensure that the supporting infrastructure is
in place and that relevant facilities are optimally utilised afterwards.
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Boosting regional development through tourism

Being an archipelago of around 17 500 islands, with 300 distinct ethnic groups, is an
opportunity for tourism but can be a challenge for regional development. Income
inequalities persist across provinces and districts despite government policies aimed at
reducing disparities, notably in terms of infrastructure investment and budget
decentralisation. The variance in GDP per capita is larger within Indonesia than in other
emerging economies (Figure 2.8). As discussed in OECD (2016a), disparities exist on
many dimensions, including basic services like access to safe drinking water and electricity.
Those differences are usually even starker inside provinces than between them. Tourism
could boost some regions that are currently lagging behind and complement other policy
tools aiming to reduce inequalities across the country, such as education and health care
spending as well as decentralisation more broadly, as documented in the previous
Economic Survey (OECD, 2016a).

Figure 2.8. Regional income inequality is high in Indonesia
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Indonesia and Mexico, 2015 for Colombia, 2014 for Brazil and 2013 for China and India.

Source: Statistics Indonesia; OECD, OECD Regional Database; OECD calculations.
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Building relevant infrastructure will be crucial for scaling up tourism

Achieving the planned growth of tourism requires substantial investment in infrastructure,
notably in the area of transport connectivity. Transportation across Indonesia by road, sea
and air has historically been difficult (OECD, 2016a). The government has pushed up
public infrastructure investment, also supported by state-owned enterprises’ active
involvement. For example, 7 airports were recently built and 8 additional ones are planned
by 2019 which should expand tourism to new regions; 27 airports have also been upgraded
with runway extensions. However, the profitability of some projects is low in some remote
regions. While infrastructure should also take into account the needs of local communities,
tourism can be one way to improve returns on relevant infrastructure.

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018


https://doi.org/10.1787/888933833293

MAKING THE MOST OF TOURISM TO PROMOTE SUSTAINABLE REGIONAL DEVELOPMENT | 123

The close interdependence of transport and tourism activities requires coherence in policy
formation, notably in terms of planning. Synergies between transport and tourism can
improve visitor mobility and satisfaction, and help to secure the economic viability of local
transport systems by servicing both residents and tourists. At a national level, rail, road,
cruise and aviation policies are usually developed within separate Indonesian agencies in
relatively segregated processes, even though there are consultative mechanisms that aim to
facilitate communication and co-ordination. The effectiveness of information exchange and
learning across policy sectors determines how transport interests are taken on board in
tourism policies and how tourism interests are in transport policies (Haxton, 2015). For
example, in Switzerland, various working groups, comprised of representatives of the
tourism industry, cantons, municipalities and the federal administration identify challenges
and develop potential solutions around the Tourism Forum Switzerland.

Infrastructure needs are enormous compared to government funding capacity. For example,
it takes about 14 hours to drive the 810 kilometres from Jakarta to Surabaya, the second
largest city. Needs are also important because the population is scattered across many
islands (mostly Java, Sumatra, Kalimantan and Sulawesi). Adequate prioritisation is thus
key. However, the selection of public investment projects in Indonesia suffers from a lack
of transparency (World Bank, 2018a). Pre-feasibility studies and selection criteria are also
not systematically applied. International best practice highlights the importance of socio-
economic cost-benefit analysis to improve government decision-making, even though
broader impacts should also be incorporated, such as the implications for relocation and
reorganisation of households and businesses (ITF, 2017). Long-lived assets are especially
risky and uncertain; thus, strategic planning by the central government with clear objectives
is crucial to complement project-by-project assessment. Analytical tools such as scenario-
based approaches — to include finance ability, public acceptance and sustainability — are
also useful to assess project quality.

The emphasis on the initial investment should be complemented by attention to the future
phases of the project lifecycle, including operation, maintenance and disposal (OECD,
2017a). Poor maintenance and operation weigh on quality and durability of infrastructure.
For example, Jakarta’s airport has a rating based on user reviews of only 65% compared
with 80% for Bangkok and 94% for Singapore (Flightradar24, 2018). Skytrax (2018) ranks
Jakarta’s airport 44" out of 100 international airports, while Singapore’s is 1%, Kuala
Lumpur’s 35" and Bangkok’s 38", Recent renovations at 12 airports should improve their
quality. Road transport is also affected by a lack of proper maintenance. For example, in
some provinces more than half of the roads are in disrepair due to co-ordination issues,
ineffective planning and weak capacity in some institutions (OECD, 2016a).

New planned infrastructure should be built with ambitious targets of high-quality services,
and existing facilities must be properly maintained to ensure their longevity and quality.
Indonesia should conduct analysis of its infrastructure assets over their whole life cycle to
monitor their state, as, for example, Turkey is doing (OECD, 2017a). Some government
initiatives have already aimed to improve the management of roads with an asset-
management system (James, 2016). In addition it is now possible to use private firms for
maintenance. The government is also planning to contract out the operation of some
airports, which could improve their efficiency.

Land acquisition difficulties have been the main reason for delays of many infrastructure
projects. For instance, the 75km Batang-Semarang toll road was scheduled to open in 2018,
but construction started in 2006, as various land acquisition issues slowed down the project;
by end September the road was 88% complete (Jakarta Globe, 2018a; Kompas, 2018).
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Several recent government economic policy packages have sought to ease land acquisition
and the granting of permits (OECD, 2016a). The Land Acquisition Law (Presidential
Regulation 71/2012), effective as of 2015, was an important improvement as it limits the
procedure for land acquisition to 583 days and allows for revocation of private land rights
in the public interest (PwC, 2016). In addition, the State Asset Management Agency
(LMAN) has been capitalised with USD 2.5 billion to finance the acquisition of land for
priority projects: the costs incurred for acquiring the land are reimbursed by LMAN when
construction commences. Planning, capacity building, co-ordination between the central
and sub-national governments together with law enforcement all need to improve. The lack
of consolidated and accepted land-tenure information would be addressed by the rapid
implementation of the One Map policy (a unique cadastre for Indonesia), which was
launched in late 2015 and is to be completed by 2019.

Other infrastructure also matters. For example, waste and water treatment are important to
ensure the sustainability of tourism (more below). In addition, internet access is
increasingly a necessity. Indonesia’s geography hampers easy deployment of optical fibre
across the country, as it often implies crossing seas. The launch of Project Loom for
Indonesia in 2015 may facilitate reaching remote and rural areas using balloons. However,
the project appears to be making only slow progress. Some reports also point to the lack of
ATMs in tourist areas; also, even when present, they often malfunction or do not accept
foreign cards. In that regard, WEF (2017) reports that Thailand had twice as many ATMs
per person, with 113 versus 55 per 100 000 adult population. In the end, the infrastructure
needed to support significant and sustainable tourism growth is sizeable and will take years
to be in place. Private investment has an important role to play. The focus of the
government on four "new Balis" (Box 2.2) is a positive step, even though sustainability
remains an issue (see below). Better planning will help reduce the major gaps (see below).
The authorities should also continue removing hurdles for private investment, notably law
and regulatory complexity, and improving the depth of local banking and capital markets.

Private infrastructure is also lacking in some areas. To accompany tourism targets, the
medium-term government plan called for an additional 120 000 hotel rooms, 15 000
restaurants, 10 000 travel agencies, 300 international-class recreation parks, 2 000 diving
operators and 100 marinas. To achieve these targets barriers to investment need to be
removed and a more business-friendly environment supported (see below).

Tourism can generate employment opportunities in more areas

Statistics Indonesia produces tourism satellite accounts that indicate that tourism is labour
intensive as it represented 10.4% of total employment and 4.3% of GDP in 2015 (compared
to 6.8% and 4.3%, respectively, on average in the OECD). In 2016, employment in
tourism-related activities increased further to reach 12.3% of total employment. Using that
ratio for 2015 (employment over GDP) as a simple rule of thumb implies that additional
activity in tourism will add at least twice as many jobs as an equal expansion in all sectors.
The ILO (2011) also estimated that one extra job in Indonesia’s core tourism industry
(hotels and restaurants) indirectly generates roughly 1.5 additional jobs in the related
economy. Overall, this implies that the tourism sector has huge job-creation potential. But
this potential varies across regions. Using the share of workers in hotels, restaurants,
wholesale and retail as a proxy — reveals huge differences (Figure 2.9). To some extent that
can be partly explained by the level of income: a richer population spends more on services.
A recent study highlighted that the employment multiplier, measuring the impact of one
additional unit of final aggregate demand on regional employment, for the tourism-related
sector is for instance over three times higher in East Nusa Tenggara than in Jakarta
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(Faturay, Lenzen and Nugraha, 2017). There is an opportunity to develop tourism in areas
with higher leverage on employment when such development is sustainable (see below).

The range of skills levels available in Indonesia corresponds well to the needs of the tourism
sector, as tourism-related industries employ a relative high share of low-skilled workers
(Figure 2.10). In Bali, the share of high-skilled workers in accommodation and food
services is much higher: 17.5% compared to 5.5% at the national level; the share of low-
skilled workers is also much lower in Bali at 37% compared to 60% for Indonesia. Bali’s
success in promoting higher-skilled jobs in tourism could be emulated, suggesting the
potential for tourism development to not only provide job opportunities, but also to allow
workers to climb the skills ladder. The sector is also well suited for women, young people
and disadvantaged groups such as ethnic-minority populations (Ashley, Boyd and
Goodwin, 2000). Some jobs can also be part-time and supplement income from other
activities. The variety of jobs and the flexibility of the sector make it a natural and efficient
tool for regional development.

Figure 2.9. Share of employment in the wholesale, retail, restaurant and hotel sectors

By province, 2017
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Figure 2.10. Educational attainment of employees across sectors
In percent, 2017
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The quality of human resources is weighing on Indonesia’s ranking in tourism
competitiveness compared to Singapore, Malaysia, Viet Nam, Thailand and the Philippines
(WEF, 2017) (see Figure 2.1 above). This is partly related to lower educational attainment.
Enrolment in primary education has improved nationwide and completion is close to
universal, but stark differences remain across provinces in secondary education, likely
hiding even larger disparities inside provinces (Figure 2.11). In 2016 a survey highlighted
that tourism-related businesses in APEC economies have difficulties recruiting staff
because they lack a proper education (APEC, 2017). As recommended in the previous
OECD Economic Survey, improving the quality of secondary education, especially in some
provinces, is essential for providing the necessary skills to give all regions the wherewithal
to continue to boost living standards. Introducing regular teacher evaluations and a
remuneration with stronger links to performance and training could help to improve quality.
Better pay has made teaching more attractive; this should be used to strengthen selection
into teacher training programmes so that over time retiring teachers are replaced by
increasingly committed and competent teachers. Moreover, by improving basic
competencies, more Indonesians will be able to upgrade their skills throughout their adult

lives.
Figure 2.11. Net enrolment ratio in lower secondary schools
By province, 2017
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Going forward, there could be massive numbers of vacancies for various positions in
tourism and intense global competition to recruit workers with necessary competencies;
however, there are no official reports on the sector’s current labour needs in Indonesia. The
large tourism workforce in Bali is sometimes used to provide missing skilled workers, but
training the local population would be preferable in the medium term. The authorities
should promote the monitoring of shortages and give the education system enough
flexibility to adapt curricula and class sizes quickly. This could be facilitated by setting up
a national information service beyond the tourism sector that provides up-to-date labour
market information for all involved parties including students and teachers (OECD/ADB,
2015). Such a system can take the form of a website providing trends in demand and supply
by occupation, industry and district, complemented with skills shortages and surpluses.
Information on occupation remuneration and requirements in terms of qualifications and
experience could also contribute to increase the flexibility of the system. For example,
ministries of education and labour in Peru provide data on the cost and employment
outcomes at all higher-education institutions (McCarthy and Musset, 2016).

It is crucial to involve local communities more heavily in the development of tourism and
eventually contribute to improving the matching between job opportunities and the skills
of the local population. The government has launched several higher-education institutions
specialised in tourism close to major tourist destinations. The government is now
developing vocational higher-education institutions in Lombok, Medan and Palembang
where there is evidence of skill shortages. There are plans to build similar institutions in
Kalimantan, West Papua and Manado. There are also some specific projects like WISATA
(with support from Switzerland) that aim to develop tourism education at vocational
schools in some regions (Swisscontact, 2016). Nevertheless, co-ordination and capacity
issues in Indonesia are slowing down progress in that direction. More consultation and
collaboration with local authorities would help them to build their capacity to implement
and monitor education reforms (OECD/ADB, 2015). One complementary solution could
be to have a centralised pool of teachers and curricula to send directly to priority
destinations. The Egyptian Tourism Workforce Development project, which aims at
providing better levels of service and food safety in 12 tourism regions, addressed similar
constraints by using mobile hospitality master trainers (Stacey, 2015).

Further investment in vocational education and training (VET) is important to meet the
growing needs of the tourism sector. Indonesia has one of the highest rates of secondary
school VET enrolment, with 45% of upper secondary students enrolled in VET in 2015, up
from 20% in 2005 (ADB, 2018). However, the authorities should better monitor these
schools, including private ones (as they are the major providers of education and training
in tourism) since employers report that many graduates lack relevant skills (Kadir,
Nirvansyah and Bachrul, 2016). Setting up regular retraining programmes for teachers
would reduce the shortage of high-quality vocational teachers and lecturers. Training new
and adequate teachers will become increasingly important to accompany the growth of the
tourism sector. VET is also more expensive than academic education in Indonesia (at least
twice as costly), which means that spending efficiency should be improved (OECD,
2016a). The government could introduce tools to measure activities to allow for
benchmarking (OECD/ADB, 2015).

Tightening the relationship between firms and the education system could allow early
detection of skills shortages and improve course content in VET. Brazil’s experience with
Pronatec — a publicly-funded programme that supports private and public vocational
training courses — could provide useful insights. That system is more flexible because it is
outside the main education system and tries to link training places in each region with skills
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needs using explicit requests from individual businesses (O’Connell et al., 2017). The
Indonesian government is committed to promoting more vocational training and aims to
train 1 million students in 2018 notably by having schools and firms signing agreements.
This should benefit tourism too. The authorities should also promote work placements as a
way to improve the school-to-work transition. Further developing on-the-job training is
also crucial to allow for career progression and new technology adoption.

There are currently not enough incentives for employer involvement in tourism-related
VET (Kadir, Nirvansyah and Bachrul, 2016), notably because the sector relies heavily on
casual and temporary staff (Stacey, 2015). The focus is then more on initial skills provision
rather than on up-skilling. One particular issue with the involvement of firms in VET is the
fear that trained people leave the firm or the area after completing training. There could be
more information to employers on the benefits of skills development for service quality
and competitiveness. A tax incentive for providing training is also planned.

In the tourism sector mastering foreign languages is particularly important. For example,
because of the language barrier Singaporeans tend to prefer Malaysia as holiday destination
rather than Indonesia (Indonesia-Investments, 2016). English is important, but given that
the country aims to attract more tourists from China, Mandarin training courses should also
be further developed, especially in areas where China is a large and growing source market.

The use of foreign workers could be facilitated to help mitigate near-term skills shortages.
The 2012 ASEAN mutual recognition agreements ease the procedure to recruit foreign
tourism experts. More advertisements of that agreed procedure could encourage firms to
use those opportunities more, for example to attract English-speaking Filipinos or
Malaysians. The recent initiative, led by Indonesia, that facilitates mutual recognition of
skilled workers amongst the members of the Organisation for Islamic Co-operation is also
welcome (OIC, 2018). In addition, there are costs implied by migration, which are
particularly high in APEC economies, notably due to fees charged by agents,
intermediaries, travel agents and officials that are involved in the recruitment process. This
represents a barrier to recruitment and reduces the demand for migrants (APEC, 2017). The
government should promote and ease foreign migration as a tool to mitigate shortages of
high-skilled workers in the tourism sector in the near term.

Improving the business environment to boost entrepreneurship

The tourism industry is characterised by the importance of micro and small firms: on
average in OECD countries nearly half of all employees in accommodation and food
services work in firms with 1-9 workers (nearly 60% for Turkey) (Stacey, 2015). A stable
and conducive business environment can enable quick and robust growth in the number of
firms in the tourism industry since not much capital is required. The environment in
Indonesia has improved vastly: the 2015 World Bank Enterprise Survey shows that the
average time to obtain an operating licence was reduced from 21 days in 2009 to just 6 in
2015 and is now much lower than the average for East Asia and Pacific (19 days) and
lower-middle-income countries (22 days). Similarly, Indonesia's Ease of Doing Business
ranking has improved considerably from 122nd in 2010 to 72nd in 2018. However, some
issues remain and drag down its relative position; for example, even if getting an operating
licence has become easier, starting a business and enforcing contracts are still complex
(Table 2.2). Effective regulations are important to support tourism, especially regarding
health and safety conditions in hotels, restaurants and transport.
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Table 2.2. Ease of doing business

Ranking in 2018
Malaysia Thailand VietNam  Indonesia China India Philippines

Aggregate rank 24 26 68 72 78 100 113
Starting a business 1M1 36 123 144 93 156 173
Construction permits 1 43 20 108 172 181 101
Getting electricity 8 13 64 38 98 29 31
Registering property 42 68 63 106 41 154 114
Getting credit 20 42 29 55 68 29 142
Protecting minority 4 16 81 43 119 4 146
investors

Paying taxes 73 67 86 114 130 119 105
Trading across borders 61 57 94 112 97 146 99
Enforcing contracts 44 34 66 145 5 164 149
Resolving insolvency 46 26 129 38 56 103 59

Note: Countries are ordered by the aggregate ranking. Indonesia’s ranking is based on Jakarta and Surabaya.
Source: World Bank, Ease of Doing Business Database.

The authorities are developing some tourist destinations as Special Economic Zones
(SEZs), which removes the local government’s administrative burden. Amongst the 10
priority destinations, only some will be SEZs. In practice, SEZs can compete with another
part of the same province for the same industry, potentially generating significant
distortions. There is a risk that using SEZs bypasses the spirit of decentralisation and
disconnects local governments from economic development in their areas. The previous
Economic Survey argued that SEZs could serve to pilot new regulations, notably related to
employment, but so far no such experimentation has taken place (OECD, 2016a). In
parallel, to remove the need for SEZs, local governments should continue easing the
administrative burden. To that end, the launch in June 2018 of the online single-submission
system for all licensing and permits is most welcome even though its implementation is
still in train. It is crucial that implementation be evaluated to ensure that it works well.
More specifically related to tourism, the authorities could designate a central contact person
in the government to assist proponents of significant tourism investments, as done in
Australia (OECD, 2018a).

A more dynamic business environment would allow new linkages across different sectors
to emerge more easily, for instance connecting farmers with restaurants, hotels with
restaurants and transport (taxis, buses, boats) with accommodation. More information to
tourists could also increase their satisfaction and create more opportunities for the sector.
The integration of tourism activities in domestic value chains can foster activity and
productivity. Bundling attractions and services together can increase visitors’ spending by
providing diverse tourism services and encouraging longer stays and facilitating access to
local culture, which is the primary purpose for around 60% of visitors (see above). One
way to achieve this is to improve tourist information and service centres, which rank poorly
(96™) in the WEF (2017) tourism competitiveness indicators. Tourist information centres
are a hub for reliable information and offer local knowledge to create packages. Financing
for information centres could come from local government, visitors and local firms. Extra
services could complement the trusted standard information for visitors, for instance
ATMSs, local artists’ exhibitions and free Internet. In Australia tourist information centres
have been shown to extend the time and money spent by visitors who appreciate local
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content (Ballantyne, Hughes and Ritchie, 2009). Districts could create such centres with
provincial co-ordination and promotion on provincial websites.

Another approach is to encourage the expansion of the creative economy. In tourism,
creative industries are knowledge-based activities “that link producers, consumers and
locations by utilising technology, talent or skill to generate intangible cultural products,
creative content and experiences” (OECD, 2014a). The creative economy can help offer
new products and services for new target groups away from conventional models of
environmental or heritage-based cultural tourism: that can be through unconventional
media advertisements, arts creation in a specific building, and sound-and-light shows.
Increasingly visitors are looking for experience-based, instead of destination-based,
tourism. However, in Indonesia, the tourism-related creative economy mainly exists in the
more service-based Javanese and Balinese economies, as they have access to a more highly
educated workforce (Fahmi, Koster and van Dijk, 2016). Other places can leverage the
diversity of their cultures and use a more traditional approach to attract visitors. Local
governments can provide a platform — which can be a tourist service centre — to exhibit
local arts and crafts, products and services.

Access to finance for small and medium-sized enterprises (SMEs) has improved across the
board, notably driven by the KUR programme and the recent regulation requiring banks to
dedicate at least 20% of their business loans to SMEs (OECD, 2018b). That can spur more
start-ups and business dynamism in the tourism sector, of which the great majority are
micro and small enterprises. However, banks holding more risk may increase lending
interest rates in response. The lack of collateral and seasonal nature of tourism often drives
difficulties for small enterprises seeking bank lending, all the more so given high rates of
informality and extensive use of cash, which prevent many people from building a credit
history. Indeed, in 2015 66% of SME business investment was financed by internal
resources (ibid). In addition to the establishment of a collateral registry, a recent regulation
by the banking regulator (OJK) requires banks to concentrate on business revenues in the
loan decision-making process in the absence of collateral, while sub-national government
entities offer guarantees to compensate for any such absence. However, further clarifying
land property rights and developing credit bureaus would also be beneficial.

Foreign direct investment (FDI) could complement domestic capital to grow the tourism
industry more quickly, given the sizeable investment gap. Foreign investors in the tourism
sector can be more robust and stable than their domestic counterparts as they have more
capital and experience (UNCTAD, 2007). FDI can also bring in new technologies and
skills, including advanced management, environmental and financial systems. Foreign
firms often generate proportionally more employment than local ones and tend to offer
higher wages as on average they offer higher-quality services (ibid). However, restrictions
to FDI in Indonesia remain relatively high compared to similar countries, as the negative
investment list restricts foreign equity in certain sectors (OECD, 2016a).

Constraints on FDI are particularly significant in the transport sector and less so for hotels
and restaurants (Figure 2.12). Foreign land ownership restrictions also put constraints on
the development of hotels and restaurants although a right to build can be issued to foreign
companies for 30 years (renewable for 20 years). Those in turn affect the development of
tourism. For example, foreign ownership of airports is limited to 49%. In practice, none of
the existing airports has any private capital, even though the President of Indonesia
expressed interest in their privatisation. In the example of the recently constructed Kertajati
airport, a regionally owned enterprise (PT BIJB) is participating in the project, illustrating
a new approach with co-operation between the different levels of government and an

OECD ECONOMIC SURVEYS: INDONESIA 2018 © OECD 2018



MAKING THE MOST OF TOURISM TO PROMOTE SUSTAINABLE REGIONAL DEVELOPMENT

| 131

0.7

0.6

0.5

0.4

0.3

0.2

0.1

enterprise (Jakarta Globe, 2018b). The development of airports could be faster if more
foreign private investors were encouraged to participate, including by further revising the
negative investment list. Removing limitations on foreign land ownership would also
facilitate FDI.

Figure 2.12. Restrictions on foreign direct investment across emerging market economies

FDI Regulatory Restrictiveness Index from 0 (open) to 1 (closed), 2017
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Note: The FDI Regulatory Restrictiveness Index measures statutory restrictions on foreign direct investment
across 22 economic sectors. It gauges the restrictiveness of a country’s FDI rules by looking at the four main
types of restrictions on FDI: 1) foreign equity limitations; 2) discriminatory screening or approval mechanisms;
3) restrictions on the employment of foreigners as key personnel; and 4) other operational restrictions, e.g. on
branching and on capital repatriation or on land ownership by foreign-owned enterprises.
Source: OECD, FDI Regulatory Restrictiveness Index Database.
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Firms in the tourism industry also face challenges with respect to taxation (Chapter 1).
The administrative burden discourages firm registration. A turnover tax, introduced in
2013, aims to ease the burden for small firms, but the regime could focus more narrowly
on very small firms, linked to additional non-financial support to encourage their
participation. Many services are subject to a withholding tax on total revenue if the client
elects to use this option. Tax from rental incomes, for instance through the sharing
economy, is always fixed at 10%, whatever the person’s income situation. Hotels and
restaurants are exempted from the value-added tax (VAT), but pay a local sales tax
usually at the same rate. That means that they pay more tax than with a VAT system as
VAT is included in their inputs. In practice compliance rates are low. The tax regime
would improve by shortening the list of exemptions. Merging the regimes into a fair and
simple tax system would make compliance easier. Compensation through transfers for
the sales tax would avoid a loss of revenues for local governments (Chapter 1).

Reaping the benefits of digitalisation

Digitalisation is a global phenomenon affecting all industries, including tourism. It changes
the ways of doing business even for traditional players, including via the convergence of
networks, the increasing connectivity of devices and changes in social interaction (OECD,
2018c). Some estimates evaluate the resulting gain for Indonesia at about 10% of GDP over
10 years (Das et al., 2016). The process of digitalisation as it applies to tourism is already
well underway and provides tourism operators with direct access to international markets
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and customers. In Indonesia 80% of tourists use digital media to search destinations and
share their experiences (ITX, 2018). One of the most visible changes is the development of
online travel agents and digital platforms that intermediate between customers and
providers like hotels, restaurants or taxis. Ongoing digitalisation of many other sectors —
logistics, transport, culture, retail, finance — is also affecting the tourism sector, such as
through cashless payments.

Digitalisation is an opportunity to attract more visitors, to increase competition, and to
create jobs (OECD, 2017b). The growth of the digital economy challenges regulators to
balance stimulating innovation and promoting tourism against the need to protect
consumers and ensure a level regulatory playing field for traditional businesses (OECD,
2016b). Through digitalisation new products and services are created to expand supply.
One case in point is the sharing economy; that is, the temporary sharing by individuals of
what they own (for example, their car or their house) or do (for example, making meals or
providing excursions). It establishes a direct connection between visitors and the local
population, which can foster a feeling of ownership of tourism development. When such
products or services meet demands that were not satisfied, the economic effect is
undoubtedly positive. Some of them are developing only slowly, however, as Indonesia
sometimes lacks the relevant facilities. For example, mobile payments are developing fast
internationally, with 65% of Chinese tourists using them during overseas travel in 2017
(Nielsen, 2018) but their availability is still lagging in most of Indonesia.

Digital platforms are an example of one area developing particularly quickly: in 2017
Airbnb's 11 200 hosts received a median income of USD 2 100 (which is similar to the
median income in Thailand and above that in the Philippines, Malaysia and Vietnam),
adding up to a total of USD 85 million (Airbnb, 2017). The 900 000 guests represented a
69% increase over 2016. Airbnb is also estimated to have supported 48 100 jobs in 2016
across three Indonesian destinations — the highest for the firm amongst the 21 APEC
countries excluding the United States (ibid). The government should work with digital
platforms on how tax compliance can be best assured, looking at examples in other
countries such as India.

Foreign and domestic tourists’ use of the Internet is increasing rapidly, notably via mobile
phones. It provides a strong argument for the expansion of infrastructure to offer similar
service in tourist areas as in major cities — with benefits flowing to local residents as well
as visitors. Notably, better reach and reliability of 4G technology would be beneficial as
well as investing in 5G technology. In many destinations the uptake of digital technologies
by tourism businesses and the provision of basic features, such as online booking and
payment facilities, are limited by the available infrastructure and the necessary skills to
fully reap the associated benefits. Their usage is unequal around the country. According to
the Indonesia Internet Service Providers Association, nearly 55% of the population used
the Internet in 2017, with a large gap between urban (72%) and rural areas (48%) (APJIL,
2017). The gap is a sign of demand weakness but also supply constraints, which weigh on
regional development. To alleviate inequality the government committed to offer fixed
broadband with speeds of at least 2 Mb to all government offices, hotels, hospitals, schools
and public spaces by 2019 (Andrews et al., 2018). That is welcome and can generate
spillovers to surrounding areas. Wireless broadband internet can be easier to deploy in
remote locations. As this expands it will reduce the gap between rural and urban areas.

More competition in the telecommunications market would encourage innovation, expand
supply and hold down retail prices. According to the OECD’s product market regulation
indicators, competition in the telecommunications sector is limited; Indonesia has the most
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restrictive environment across all countries covered (Koske et al., 2015). The sector is
highly concentrated with the largest company having more than half of the market share.
The degree of public ownership is also relatively high. Regulatory restrictions, notably in
the number of competitors, further limit competition. Lifting entry barriers and reducing
government influence over PT Telkom Indonesia could encourage new entrants and greater
innovation.

The Indonesian government was an early adopter of digital information systems to promote
tourism. The Ministry of Tourism dedicated 30% of its 2016 budget to digital promotion
with an objective of reaching 50% (Tempo, 2017). The Ministry has developed a digital
dashboard to monitor Indonesia's tourism reputation on social media on a daily basis (at
national and destination levels). The system compares the country with its nearby
competitors to assess its relative performance. In addition, mobile positioning systems are
utilised to monitor the number and distribution of tourists. This information allows decision
makers to better understand visitor flows and perceptions, respond to issues as they arise
and make better informed marketing decisions. In 2016 the Ministry launched Indonesia
Travel X-Change (ITX), a business-to-business platform that helps connect sellers of
tourism products and services with buyers (travel agents). The system provides a booking
and online payment system plus analytical tools, and eases communication between sellers
and buyers (Nurdin, 2018). However it is still being developed and manages only 2 270
rooms in 28 destinations. The platform should be finalised quickly and advertised more
widely.

Digitalisation and the need to be visible to potential customers can also foster the
formalisation of tourism-related businesses. Excessive bureaucracy tends to increase the
share of the informal sector. The authorities could develop and promote online mobile
applications for easing administrative tasks, for example to file income tax and VAT
(Chapter 1). Initiatives such as the one by Bank Indonesia to create a mobile application
(SI APIK) for small firms are welcome: standard and validated accounts and various
financial reports, for example, are now much easier to produce for companies whose
managers have low numeracy skills. Other applications could be developed, such as for
paying local licence fees.

Ensuring growth in tourism is sustainable

Indonesia committed to achieving the United Nations Sustainable Development Goals
(SDGs), which include eradicating poverty, improving health and education, achieving
gender equality and protecting environmental assets. The development of tourism can
directly contribute to all of the SDGs and especially in: “decent work and economic
growth” (goal 8), “responsible consumption and production” (goal 12) and “life below
water” (goal 14) (OECD, 2018a). Good policy planning is also important to preserve
environmental assets.

Tourism and the environment are deeply interconnected

Indonesia’s tourism competitiveness is boosted by its exceptional natural resources: it
ranks 14" of 136 countries (WEF, 2017), not least thanks to its five Natural UNESCO
World Heritage Sites and the sheer number of its known species (Figure 2.13, Panel A).
However, Indonesia’s overall competitiveness is dragged down by its dismal overall
score on environmental sustainability, which leads to its ranking of 131 (see Figure 2.1
above). This poor performance is broad-based across measures of environmental
sustainability but driven by the situation of threatened species, the change in forest cover
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and lack of wastewater treatment (Figure 2.13, Panel B). It is crucial that alterations to
natural assets are valued against their potential use, including as a tourism asset. For
example, forests and peatlands destroyed with man-made fires to clear land for
plantations entail losing much more than only trees and grasses but also the economic
returns from their sustainable use. The public value of those assets is higher than the
private returns because of externalities and the fact that private actors are not bearing the
cost. Given that those fires are prohibited, law enforcement should be stepped up, and
campaigns should provide information about the economic loss from the associated
environmental damage.

Figure 2.13. Components of tourism competitiveness related to the environment

Ranking out of 136 countries, 2017
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Sustainably developing tourism must take into account the impact of its growth on the
environment. Uncontrolled tourism can have a range of negative impacts, including:
depleting water resources (especially fresh water); changing land use and degradation;
using local food, energy and other raw materials that may already be in short supply;
generating air pollution and noise through increased transport; increasing solid waste, litter
and sewage; creating aesthetic pollution; and other physical impacts such as construction
activities, marina development, anchoring and other marine activities. That points to the
need for assessment and monitoring of the environmental situation in each tourist
destination, with for instance more involvement of the five Sustainable Tourism
Observatories in Indonesia (a global network under UNWTO). In some cases, that would
lead to mitigation plans to counteract the degradation. Conversely, tourism, if developed
strategically, also has the potential to contribute to environmental protection and
conservation. For instance, by raising awareness of environmental values it can serve as a
tool to finance protection of natural areas and increase their economic importance.

Most of the expected increase in the volume of tourists will take place in few destinations.
Thus, environmental pressures in these locations will be sizeable. For instance, sanitation
services are already inadequate (Figure 2.14). In Bali, average daily water consumption per
person is 60 litres in rural areas and 120 litres in cities, but tourists consume up to 200 litres,
and capacity is already insufficient (Bali, 2015). Meeting the target for visitor numbers
could degrade the natural environment, reducing future benefits from tourism. Growing
pressures on the environment from mass tourism are already forcing some countries to shut
some tourism destinations, at least temporarily. For example, the island of Boracay in the
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Philippines (which received 2 million visitors in 2017) is being closed for six months in
2018, and direct boat access to Maya Bay in Thailand is forbidden from June to October
2018 (Jakarta Globe, 2018c). To raise the sustainability of the sector, medium-term
planning should gradually refocus on increasing yield rather than numbers of tourists. That
also means improving the availability and quality of data to allow accurately gauging such
targets. As in New Zealand, the government could also have a fund to support some areas
that face pressures from tourism growth and are financially constrained (OECD, 2018a).

Figure 2.14. The coverage of sanitation services is low in many areas

Basic and safely managed sanitation coverage by province, in per cent of the population, 2016
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Infrastructure projects that raise the number of visitors should be accompanied by other
investment needed to support environmental sustainability. For example, when building a
new airport that will bring hundreds of thousands of additional tourists, the capacity of
waste and water treatment systems should also be raised, all the more so as foreign visitors
are especially heavy users of water and producers of waste (Messenger, 2017). According
to the Ministry of Environment and Forestry, 48% of the 61 million tonnes of waste
produced in 2016 in Indonesia was sent to (mostly non-sanitary) landfills and 29% was
unmanaged. Indonesia has become the second-largest contributor to plastic marine
pollution with 80% of marine waste coming from improperly disposed waste from land.
Coral reefs are consequently the most littered by plastic in the Asia-Pacific region (Lamb
et al., 2018), potentially affecting the tourism experience. That suggests the need for
appropriate integration of medium-term strategies and sustainability objectives into the
plans for all infrastructure projects. An excise tax on plastic bags is planned and would
indeed contribute to reduce waste and marine pollution. Introducing a deposit and
collection scheme for water bottles would reduce plastic pollution.

Sustainable tourism development will require the integration of responsible consumption
and production practices in the sector. Programmes already exist that aim to change
tourists’ behaviour in terms of water by encouraging guests in hotels to re-use towels rather
than have them washed daily, for example. These should be intensified. Good examples of
other private-sector initiatives include the lead taken by Chile’s tourism association,
Fedetur, to develop projects that aim to reduce energy consumption and CO; emissions
from tourism, and the development of carbon calculators for tour operators and travel
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companies by the Tourism Institute of Bogota in Colombia. In the Yucatan Peninsula in
Mexico, the government provides advice, training and financing to promote green energy
(OECD, 2018a). Companies could benefit from such actions, which not only lower their
energy costs but enhance their reputations as environmentally friendly operators and attract
new customers. More important is to adopt the polluter-pays principle. For example,
wastewater discharge monitoring should be stepped up with appropriate fees levied.
Likewise, charges for water extraction and supply can help to control water demand and
finance new treatment facilities.

There are many opportunities to make better use of environmental assets to attract more
visitors while ensuring their preservation for the benefit of future generations. For example,
Indonesia is home to 17% of the world’s wildlife species but is not protecting them well
enough, as evidenced by the megafauna conservation index, which ranks it only 89™
(Lindsey et al., 2017). Less than 12% of land is protected, which is low relative to other
countries (see Figure 2.13 above). Indonesia should intensify the protection of forests and
wildlife by increasing the share of protected areas. This will be also contribute to preserving
landscapes. In addition, public access to the vast majority of protected land is restricted,
much more so than in most other countries (Mackie et al., 2017). Greater efforts are needed
to improve the management of protected areas; in 2011 nearly all national parks failed to
reach their conservation objectives (Bappenas, 2016).

The Ministry of Environment and Forestry’s 2015-19 medium-term plan includes a specific
target of 20 million visitors in conservation areas by 2019, of which 1.5 million would be
foreigners. When the area can tolerate tourism activity, visitors should have access. User
fees should be introduced and be set high enough to pay for the cost of basic infrastructure,
maintenance and conservation, and the number of visitors to sensitive sites should be
limited (Box 2.3). Some protected areas in Indonesia are already open with an entrance fee,
such as Sungai Wain Protection Forest. The example of the Raja Ampat marine park in
West Papua could be more widely replicated: since 2015 international visitors must pay an
entry fee of IDR 1 million (USD 67) and Indonesians half as much; the funds are used to
cover operational costs of the five marine protected areas, and for conservation and
development programmes (Stay Raja Ampat, 2018).

When user fees cannot be set high enough to limit visitors to sustainable limits,
infrastructure and regulations could also limit the number of potential visitors and restrict
movement within opened protected areas. For example, in the Galapagos Islands, the
number of ships allowed to cruise the archipelago is limited. In addition, concession fees
could complement revenues and provide services to attract more tourists but with sensible
restrictions under appropriate contracts. For some areas like cultural heritage sites, the
authorities could encourage private investment to transform them into tourism facilities by
granting concession rights free of charge, as practiced in Italy since 2014 (OECD, 2018a).

Ecotourism — visiting relatively undisturbed natural areas with low impact and often at
small scale — is a way to promote some less developed regions. Costa Rica has successfully
built a strong ecotourism sector by creating a well-recognised green trademark, which has
also raised rural incomes through the resulting new job opportunities (OECD, 2016c¢). In
Indonesia, the example of Kalibiru (special province of Yogyakarta) is encouraging:
forestland was granted to the community and deforestation was stopped in the context of a
small-scale tourism project, with particular attention to sustainability (Vitasurya, 2016).
The authorities should encourage the development of small-scale ecotourism projects and
provide capacity building and supporting infrastructure (including digital) to promote
potential clusters.
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Tourism development can have some direct positive environmental impacts. First, the
increase in tourism will generate more revenue for all levels of government in terms of
taxes, fees and other levies. While earmarking is not usually desirable, these additional
revenues can help governments to preserve the environment. Second, tourism also has the
potential to increase public appreciation of the environment and to spread awareness of
environmental issues, including through greater domestic tourism as occurred in Brazil
(OECD, 2015). Finally, the economic interests of the private sector for developing tourism
can directly trigger some positive outcomes for the environment. For example, some tour
operators are donating to the Sumatran Orangutan Conservation Programme, and
Indonesian hotels regularly clean beaches in their vicinity. Efforts of the private sector to
contribute to public goods and to co-ordinate with the public sector should be encouraged.

Box 2.3. Tourism in protected areas

Depending on the purpose, protected areas are generally classified under six categories
ranging from a site reserved for scientific research and wilderness protection to a natural
ecosystem used in a sustainable way (Dudley, Stolton and Shadie, 2013). Many sites are
capable of supporting visitors, albeit in different forms, which can generate funds for
environmental protection and awareness raising. Finding the right balance between
short- to medium-term economic returns and long-term asset preservation will depend
on the optimal number of visitors (Daubanes, 2017). Demand for visits increases with
environmental quality and uniqueness, but more visitors mean more infrastructure is
required, and risks to the quality of the protected area are higher. Eventually overuse
leads to degradation, which lowers demand. Different tools can help regulate the volume
of tourists and exploit their potential without blighting the future of the protected area:

e Visitor fees, such as for access and for additional activities (e.g. diving,
trekking), can generate benefits that help cover the initial set-up costs (to
organise facilities for tourists) and operating costs, and can fund environmental
protection. The fees can be adapted to users’ characteristics; for instance, they
can be lower for locals than for foreigners. The price can be adjusted to the
season to regulate flows. However, user fees are generally not sufficient to
preserve an area, as they do not restrain bad behaviour and may not prevent
excessive flows.

e Concession fees can complement revenues to protect the area. In some places
private actors could run businesses related to food, lodging, transport, guiding,
outdoor activities and retail services. Key challenges are to design adequate
frameworks for contracts and then to monitor compliance.

e Specific regulations can be used to limit visitors to carrying capacity such as a
maximum number of visitors at any given moment.

e A regulatory framework to control the use of the protected area can take different
forms. First, rules are set to limit use and establish a minimum level of protection,
but they need enforcement. Second, signs, pathways and similar measures can
encourage visitors to follow the right principles. Third, information such as signs
and flyers make visitors aware of the consequences of their actions but leaves
them more freedom during their visit.

For successful management of protected areas, governments should establish national
frameworks that take tourism into account as well as educate local populations and
preserve the environment (Eagles, McCool and Haynes, 2002). Each protected area can
then establish a management plan under the national policy. Local stakeholders’
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involvement is important to ensure that they share in the economic benefits of opening
up the protected area. Biosphere reserves (11 in Indonesia already) are part of the
UNESCO’s Man and the Biosphere Programme which aims to achieve the
interconnected functions of conservation, development and logistic support, including
through a multi-stakeholder approach, zoning schemes and education and training
(UNESCO, 2017). Those reserves allow for the development of sustainable tourism and
should be promoted.

Improving the planning process to better include local needs

There are three main development plans in Indonesia produced at the central level: long-
term (20 years), medium-term (5 years) and short-term (1 year). The current long-term plan
(Rencana Pembangunan Jangka Panjang Nasional, or RPJPN) covers 2005 to 2025 and is
translated into the National Medium-Term Development Plan (Rencana Pembangunan
Jangka Menengah Nasional, or RPJMN), currently in its third period (2015-19). Most of
the SDG targets are aligned with national targets (under the President’s agenda, known as
“Nawacita”, and the Medium-Term Development Plan), thereby securing resources for
their achievement. Related tourism planning is also well established (see above). However,
despite a highly decentralised system, the connection with sub-national governments is not
working efficiently and local needs are then not sufficiently taken into account. The
monitoring of sub-national government spending is weak and the inter-governmental fiscal
transfer system lacks predictability (World Bank, 2018a). Co-ordination across multiple
ministries and government units is also lacking (Ministry of Tourism and ILO, 2012).

Decentralisation can help align policies with local needs, but in practice its effectiveness is
constrained by the limited capacity of officials at lower government levels and by
insufficient co-ordination between actors (OECD, 2016a). For example, in 2014 the
Ministry of Tourism, GIZ (the German Development Agency) and the province of West
Nusa Tenggara established the first Tourism Masterplan for the island of Lombok. While
a positive initiative, a lack of co-ordination with districts and villages prevented full
implementation of the plan, justifying the need for a new masterplan that is being prepared
in 2018 with the World Bank. For the development of Lake Toba, six district-level
governments are involved in the development of the area's tourism, which again suggests
the likelihood of co-ordination problems (Dong and Manning, 2017). That points to a role
for provinces in improving co-ordination between lower-level governments in tourism
matters. This could be through a provincial working group on tourism involving districts
and villages, for example. Regional tourism satellite accounts would increase awareness of
tourism at the sub-national level and also fully describe the local sectoral connections.
Given the complexity of building such accounts, an initial step would be to enhance
statistical collection at the provincial level.

The growth of tourism is expected to increase employment opportunities for the local
population (see above). For this to happen, it is essential to have the acceptance and support
of such development from the communities that will reap the benefits and costs associated
with tourism development. As in many countries, destination management plans (DMP)
can be used to support tourism development and take into account local needs and
characteristics (OECD, 2018a). They can help to co-ordinate public and private actors.
They can also help promote local ownership and encourage a more integrated and balanced
approach to tourism development when undertaken in co-ordination with national strategic
plans (see Box 2.4 for an example from Iceland). In France, “destination contracts” were
signed in 2016 to develop specific local areas. The contracts were established gathering all
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tourism actors and aimed to attract more international visitors (French Ministry of
Economic and Financial affairs, 2016). Masterplans, which are a form of DMP, will be
delivered for the 10 priority tourist destinations in 2019 at the earliest, with the assistance
of the World Bank and Switzerland. Strategic plans of this nature are necessary to put the
appropriate framework in place to promote strategic and sustainable tourism growth and as
such should involve key stakeholders from the outset. The authorities should therefore
gradually produce masterplans for all strategic tourism areas, notably to incorporate needed
infrastructure at the local level.

Box 2.4. Tourism management in Iceland: adapting to rapid growth

Tourism management issues are becoming more prominent in Iceland’s tourism
policy, as the rapid increase in tourist arrivals continues (OECD, 2017¢). In addition
to measures intended to maintain Iceland’s competitiveness as a destination and
improve the sector’s productivity and profitability, the government has recognised
that management measures are needed in order for tourism to continue to thrive in
harmony with the community, the environment and other sectors of the economy.
Measures need to be applied at many levels to moderate the growth in tourist
arrivals, increase regional dispersion, reduce seasonality and better manage visitor
flows at popular tourist sites. The following actions defined in Iceland’s Road Map
for Tourism 2015-20 have been implemented to improve the management and
distribution of tourists around the country:

o A Route Development Fund has been established to relieve the pressure
from Keflavik airport and encourage direct international flights to other
airports in the country.

e Destination Management Plans are being prepared, taking into account the
distribution and management of tourist flows in each of the seven regions.

o Reforms have been made to the Tourist Site Protection Fund together with
the establishment of a new 12-year National Infrastructure Plan for the
Protection of Nature and Sites of Cultural and Historical Value to improve
infrastructure and encourage new developments in less visited areas.

o New legislation allows local authorities to apply parking fees in rural areas
in order to better control tourist numbers at popular sites and for
maintenance.

e Official tourist information was revised to improve service quality and
visitor safety.

Destination Management Organisations (DMOs) are usually in charge of DMPs, and they
can mitigate co-ordination issues amongst public institutions and effectively integrate the
diverse views of all stakeholders. DMOs are formally constituted to deliver local tourism
benefits with the involvement of the private sector. There is no unique and recommended
DMO governance structure; they may be established at different levels of government, even
outside of the government, and can mesh and network with one another. For example,
Romania is implementing a three-tier structure for DMOs with representatives from central
and regional governments and the private sector constituting at least 50% of membership
(OECD, 2018a). In Thailand, there is one DMO doing promotion at the national level and
local DMOs that are involved in marketing and management (McDowall, 2010). Langkawi
island (Malaysia) is managed by an independent agency (LADA, 2018). The DMO in place
in Bohol island (Philippines) is integrated in the provincial government (UNWTO and
Griffith University, 2017).
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In Indonesia DMOs have been created for some of the 10 tourism priority destinations, but
they are constituted differently, depending on whether the destination is a SEZ or only a
“tourism strategic area”. For SEZs the role of the DMO is performed by the state-owned
enterprise developing the site. This is the case for Mandalika, where the ITDC (Indonesia
Tourism Development Corporation) is in charge of the site’s development. For Lake Toba
a decree (Presidential Regulation 49/2016) created the Lake Toba Authority —a DMO with
representatives from line ministries and local governments. DMOs with shared
responsibilities between public and private actors are preferable; local communities should
also be involved. The previous example of Romania’s approach can be inspiring. Another
example is the Australia’s Great Barrier Reef Marine Park Authority — an Australian
government statutory agency — which manages to gather all involved stakeholders
(including local communities) to both promote tourism (2 million visitors a year) and
protect the site despite its geographical extent (344 400 km?) and its vulnerability (Great
Barrier Reef Marine Park Authority, 2017).

The size of the area covered by the DMO is also an important consideration. For example,
on Lombok Island the development of Mandalika cannot be independent from nearby
Senggigi and Gili Trawangan, which are already attracting many more tourists, even though
they are not priority destinations and not in a SEZ. A new DMO could manage Lombok as
a destination to build synergies and complementarities between different, but nearby,
locations. More broadly, given that there is also a financial cost of running DMOs (which
could be borne at least partly by the private sector), the authorities should assess and
integrate all direct tourism linkages before designing the geographical coverage of a DMO.

Indonesia's gain from tourism will depend on local governments' capacity to provide a good
framework and services. To make decentralisation work better local governments should
raise a larger share of revenues themselves rather than through transfers, as recommended
in the previous Survey (OECD, 2016a). A small tourist tax on accommodation, as levied in
many other countries, could complement local revenues. Tourists have typically a greater
willingness to pay than residents (because of preferences and higher income), and taxation
can price in any negative externalities (OECD, 2014b). Given that Indonesia’s tourism
price competitiveness is already very high — ranked 5" by WEF (2017) — the impact will
be negligible on foreigners. But to limit the burden on domestic tourists the tax rate should
not be set too high. The tax should be part of a reform package discussed above and in
Chapter 1. Associated revenues could potentially fund tourism-related projects (like tourist
information centres) and marketing and promotion activities and improve services more
generally. With more revenues, there can also be more local public initiatives, which can
serve as examples for other regions and stimulate healthy competition amongst them.
Districts are likely to be the right level of government to collect such a tax, as they have
experience in collecting the hotel and restaurant sales tax; OECD countries tend to use
municipal governments for such taxation.

Local initiatives increase chances of success. The experience of Banyuwangi regency (East
Java) is enlightening: the number of tourists is about 10 times higher than in 2010 and
reached nearly 5 million in 2016 (mostly domestic) through festivals and a strong
participation of the population. And in 2016 Banyuwangi won the UNWTO Award for
Excellence and Innovation in Tourism for the category "Public Policy Innovation and
Governance". Local small-scale initiatives are facilitated with a special allocation fund (or
DAK, part of central government transfer to subnational entities) targeted for tourism
development. In 2018, IDR 632 billion (USD 42.5 million) was allocated for 319 local
government tourism-related projects, up from 58 projects and IDR 92 billion in 2016. Such
projects can be co-financed and have potentially large returns for local communities: for
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example, to finance an additional bus line, a taxi hub or information panels in a tourist site.
However, as recommended in the previous Survey, monitoring of those transfers should be
stepped up. With more promotion especially to local policy makers and with DAK
transfers, there could be opportunities to develop more destinations. Technical support to
assist local governments to let them prepare tourism-related projects could also be
expanded. Provinces should gradually become the main provider of such support.

Tourism as an opportunity to promote female labour participation

Gender equality is one of the SDGs. Indonesia is committed to using female labour force
participation as an enabling factor in achieving all of its SDGs (Republic of Indonesia,
2017). Globally, according to UNWTO, women make up most of the tourism workforce
and the same is true in Indonesia (Figure 2.15). Therefore women could be expected to fill
many of the new jobs generated by the development of tourism in Indonesia. However,
there is a gap in literacy and educational attainment in favour of men, as their school
enrolment was higher in the past (Figure 2.16). This is particularly the case in rural areas
and for those with lower educational attainment. Nevertheless, enrolment gaps have been
shrinking over time. For younger cohorts only a small difference exists: in 2015 the
enrolment rate for the 15-19—year-old age group was 69% and 71% for women and men,
respectively. Indeed, equality in education seems to be achievable in the near future, thanks
to active government policies (OECD/ADB, 2015).

Figure 2.15. Share of women in total employment
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Figure 2.16. Illiteracy rates and educational attainment by gender
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Women also tend to participate less than men in the labour force, but with large differences
across provinces (Figure 2.17). As expected, where the female participation rate is higher,
the difference with men is also lower. The smallest differences between men and women
in labour participation are in provinces with relatively large tourism sectors, like Bali. In
2014 women represented about 40% of employment across all industries; but using the
current structure, women would fill 6 out of 10 new jobs in the accommodation and food
services sector (see Figure 2.15 above). The development of tourism can therefore increase
their role in the workforce. Some of the inter-provincial differences could also decline with
the development of tourism. For example, Banten, which has one of the lowest female
participation rates and also has one of the 10 priority destinations, could have more women
working in the future if the sector grows. An exception in that regard is Jakarta where
employment in hotels and restaurants is mostly male.

Raising the skills of the female workforce will contribute to addressing the sector’s
employment needs. The lack of female skills is evidenced by the higher share of women in
the informal sector: about 27% of them work in the formal sector compared to 31% for
men. Being in the formal sector usually translates into higher wages and better social
protection. The increasing digitalisation of the tourism sector can ease formalisation (see
above), which will benefit women only if the official minimum wage does not exceed what
their skills can command in the labour market. Expanding access to adult training can help
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address the gender skills gap: the literacy rate of women over 40 is only around half of that
of similar-aged men (OECD/ADB, 2015).

A second earner will raise household revenues, which will be especially beneficial for
welfare in regions where poverty is high. In many countries women tend to work in tourism
in non-regular and part-time jobs (Stacey, 2015). This can enable them to maintain caring
duties, but it also contributes to the earnings gap with men. Rural areas are poorer and have
lower female participation rates. Thus, the development of tourism in such areas could be
particularly beneficial for women and their households.

Figure 2.17. Labour force participation rates by gender across provinces

In per cent of total population, 2017
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Facilitating female entrepreneurship will boost tourism activity and gender equality. Small
and medium-sized enterprises employ about 97% of the Indonesian working population,
and half of them are owned by women (FT, 2018; OECD, 2018b). Access to finance is
more difficult for women, despite better credit performance than for men (IFC, 2016). Part
of the problem lies in a lack of demand for loans, discrimination by banks against women
and their requirement of collateral (like land or buildings) when wives and daughters do
not have equal inheritance rights (World Bank, 2018b). The authorities should use training
and awareness campaigns to mitigate these problems. Financial literacy and education
could enhance the financial inclusion of micro-enterprise owners in particular. The
government is implementing a national strategy targeting in particular women (OECD,
2018Db). Clearer property rights, anti-discrimination laws and facilitating inheritance would
help women to access finance.
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Government planning

Local areas

Labour and entrepreneurship

Environment

Recommendations for using tourism for sustainable regional development
(Key recommendations are shown in bold)

Give more prominence to revenue-based targets for tourism in future plans.
Better interconnect government plans across sectors, in particular ensuring
coherence between tourism, transport and environment policy.

Incorporate expected tourism growth in all government planning, notably in the
expansion of waste and water infrastructure and of broadband Internet.

Develop destination management plans, and establish destination management
organisations in all strategic tourist areas. Adjust the size of destination areas
covered by management plans to better balance management costs and local
tourism linkages.

Incorporate needed infrastructure in forthcoming destination management
plans to ensure sustainable development of tourism.

Create a small tourist tax on accommodation nights to fund local governments.
Build tourist service centres to promote local businesses, provide trusted
information for tourists and offer specific services like free internet and ATMs.
Expand technical support to local governments on how to prepare tourism projects.
Finalise the tourism satellite account update, and collect more detailed information
at the regional level.

Expand vocational and on-the-job training to build tourism-related skills in
the workforce, especially in areas with skills shortages.

Increase interaction between high-level institutions and employers to better
monitor missing skills and design appropriate curricula.

Further ease access to finance for female entrepreneurs.

Increase capacity building for firms by developing online applications and training,
to facilitate start-ups and help them tap into foreign markets.

Increase the coverage of protected areas, and consider opening more for
tourism use, but with visitor controls including regulations, and appropriate
user and concession fees.

Take social and environmental impacts into account when selecting tourism-related
infrastructure projects.
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