Submission No 29

Inquiry into Australia’s Relations with Indonesia

Organisation: Department of Industry, Tourism and Resources

Contact Person: Mr Ken Miley
General Manager, Trade and International Branch

Address: GPOQO Box 9839
CANBERRA ACT 2601

Joint Standing Committee on Foreign Affairs, Defence and Trade
Foreign Affairs Sub-Committee

475



476



Submission No 29

DEPARTMENT OF INDUSTRY, TOURISM AND RESOURCES

Submission

to the Joint Standing Commiftee on
Foreign Affairs, Defence and Trade Inquiry

Building Australia’s Relationship with Indonesia

The purpose of this submission is to provide factual material to the Committee in relation to the
Terms of Reference :

The Joint Standing Committee on Foreign Affairs, Defence and Trade shall inquire into and
report on Australia's relationship with the Republic of Indonesia, focussing in particular on
building a relationship that is positive and mutually beneficial.

The Committee shall review the political, strategic, economic (including trade and investment),
social and cultural aspects of the bilateral relationship, considering both the current nature of

our relationship and opportunities for it to develop.

The Department has several current activities in relation to the country under inquiry. These are
outlined in the following pages.

25 October 2002 9:51 AM

ghiphintemational trade & industry ilateral countries\indonesia\submission to jscdfat inquiry oct02.doc

477



PETROLEUM DEVELOPMENT

Indonesian Government involvement in the Joint Petroleum Development Area (JPDA) -
formerly the Timor Gap - ceased in October 1999 following the East Timor's decision to separate
from Indonesia. Since disengagement from the JPDA, Indonesian involvement has been limited
to supply activities for industry involved in current developments:

e employment on the current Elang-Kakatua oil producing facility; and
e construction of some of the structural facility for the Bayu-Undan project.

In the event that East Timor requests a permanent maritime delimitation of the current JPDA
boundaries with Australia there is a possibility that Indonesia will be drawn into the discussions.
This is a matter properly dealt with by the Department of Foreign Affairs and Trade.

MINING INDUSTRY

Indonesia is a major international producer of oil and gas, as well as several metallic minerals
and coal; this contributes significantly to Indonesia’s GDP and balance of payments, providing a
major source of foreign currency. The investment environment in the mining sector has changed
rapidly since the financial crisis of the late 1990s. Political devolution, for example, may make
government more responsive to the needs of local investors, but it also generates uncertainty.
Miners also have concemns about social stability in some regional areas, stringent new
environmental requirements and illegal mining.

The mineral potential of Indonesia and the Contract of Work (CoW) system together have
encouraged foreign mining companies to have invested an accumulative total of $US10.8 billion
over 30 years. In 2000, US mining companies accounted for 60% while Australian mining
companies, including Rio Tinto, BHP Billiton and Newcrest, account for some 30% (or US$3.2
billion). Many investors have contracted Australian consulting and engineering companies
known to them from their Australian operations. This has resulted in the use of Australian
geological, consultancy, construction and contracting skills, giving Australia one of the largest
foreign investor networks in the Indonesian mining industry.

But the Indonesian Government's reform process is creating uncertainty in the mining sector. Its
devolution policies have led to confusion over demarcation of central and local roles, and an
uncertain delegation of authority. The mining industry generally supports the principle of
regional autonomy but preparations are complex and confusing, undermining investor certainty
and confidence. Mining legislation to replace the CoWs and the 1999 Forestry Law, which
prohibits mining and exploration in protected areas, have added to uncertainty for mining
company investments in Indonesia.

Illegal mining causes severe environmental and social damage. Under the previous CoWs,
mining companies possessed a sole right to mine in a designated area. Mining companies
consider the environmental issues generally are heavily politicised and lacking in scientific
underpinnings, while foreign companies are singled out for the cause of any environmental
incidents that are often the result of the cumulative impact of illegal mining. Industry believes
that illegal mining may also have underlying support in the Indonesian political scene and

administrative system.

Devolution

Devolution eventually may improve the investment environment for miners. It offers the regions
greater share of mining revenues, ensuring local communities benefit more directly from mining
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activity. In future, local govemnments, rather than the central government may sign miners’
contracts of work, potentially strengthening local support for miners. Devolution delegates the
issuing of permits for mining investment and exploration to the regions; eventually this may
reduce the cost of obtaining approval. It also requires local government to conduct
environmental inspections. Devolution may encourage regions to compete for new foreign
investment, benefiting miners.

However, the transition to a new system of government is raising some concerns amongst
miners. Miners are uncertain whether contracts of work drawn up between mining companies

and the central government will remain relevant.

Devolution may reduce coordination between neighbouring districts, increasing administrative
costs for mining projects encompassing more than one district. The central government is
seeking to quell these concerns. New Ministry of Mines and Energy regulations establish
procedures for provinces to issue mining permits for investment, exploration and production in
areas lying within two or more districts and up to 12 miles offshore from their coasts. Initially,
some regions may find it difficult to meet previous standards in issuing permits and inspecting
environmental performance. If some regions are unable to control the environmental
degradation associated with illegal mining, this could undermine public support for the
operations of legitimate miners.

Some analysts also are concerned transparency issues at the local government level may increase
risk. As the allocation of taxation responsibilities between central and local governments is not
fully clarified, concerns exist local governments may seck to impose ad hoc taxes. During the
transition phase, investors should seek to strengthen relationships with all three levels of
government and local communities. New firms should seek assistance from firms with
established networks of contacts and information.

Illegal Mining

The increase in illegal mining since the financial crisis is concerning the Indonesian Government
and the mining community alike. Illegal mining is most serious in the gold, coal and diamond
sectors; estimates of its value vary widely, but in the case of gold, range from 12 to 33 per cent
of output (Kuo, 1999). For example, in 1992, state mining company PT Aneka Tambang,
Antam, reported large numbers of illegal miners had arrived and by 1998, they had halved output
and exports from its Pongkor gold and silver mine. BHP’s subsidiary, PT Arutmin, in South
Kalimantan, also suffers from large scale illegal mining,

The Indonesian Government is attempting to reduce illegal mining by warning against the
purchase of illegal output and banning the use of government roads to transport illegally mined
material. It also has introduced tough new environmental regulations in response to the damage
caused by illegal operators. Emerging regional institutions could reduce the incidence of illegal
mining over the medium term. New reforms redistributing mining royalties to regions also
should increase incentives for district governments and their communities to eradicate illegal

mining.

Public reaction to the damage caused by illegal miners has prompted tighter environmental
legislation. The Environmental Protection Agency, BAPEDAL, issued Decree PP18 in February
1999, imposing stricter standards on waste discharge. The 1999 forest law reserves large areas
for water catchment and limits new mining activity in these areas. These new standards in some
cases exceed international norms. The Indonesian Government has provided assurances the law
does not seek to restrict established exploration or mining agreements. Mining companies
should improve contact with local environmental bodies, including non-government
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organisations, to reassure these groups about the firm’s environmental credentials, and share
information on environmental strategies.

Contracts of Work (CoW) Changes and the New Investment Framework

Changes to the CoW system undermine its previously successful operation and have created
legal inconsistency. Despite recent Indonesian Government statements committing to current
contracts under previous CoWs, it is unclear how the new 8% CoW will affect current legal
contracts. Breaches could lead to legal action. The move to regional autonomy may well

exacerbate this trend.

Contracts of work signed since the financial crisis include higher royalty rates on key minerals,
although in most cases, these continue to be offset by the lower costs of exploration and
corporate tax rate in Indonesia. For example, under Regulation No. 13 of 2000, gold royalties
rose to 3.75 per cent from between 1 and 1.5 per cent, and copper royalties rose to 4 per cent
from 2 per cent. Indonesian investment guidelines provide a refund of the 10 per cent value
added tax, VAT, paid on imported mining capital equipment. The Indonesian Government is
aware that some mining firms have expressed concern about difficulties in obtaining this refund.
As devolution occurs, potential investors should watch carefully developments in taxation and

royalties applied to mining revenues.

Applications to invest in the mining sector, excluding oil and gas, have declined significantly
since 1996. If this trend continues over the medium term, replacement investment may be
insufficient to maintain current production levels. The Department of Mines and Energy
reported foreign and domestic mining investment intentions continuing to decline in 2000.

The 8% CoW and new Mining Law offer mining licenses rather than legal contracts and add
significant new obligations onto the mining industry. The mining industry in Indonesia seeks to
retain the certainty of the status quo. In the event of uncertainty abrogation of sovereign promise
will cause banks to raise lending rates for capital projects, at a minimum; and increased
sovereign risk will possibly lead investors to deploy capital elsewhere. The Frechills draft report
of June 2001 urges Indonesia to retain the lex specialis as the principle underlying Indonesian

mining law.

Industry Concerns

Against the Indonesian Government’s efforts to change its system of government and the
resulting impact on the mining sector, mining companies in Indonesia have identified the
following issues as major challenges to their continued operations. Forestry Law No. 41/1999
prohibits exploration and exploitation of natural resources within a “protected forest”. The law
could prohibit access to some 50% of Indonesia’s land mass and challenges the entire mining
regime. The mining industry maintains the law is based on a misunderstanding of the impact of
exploration and mining on forestry areas (only about 0.0005% of the land area). The law could
deter future projects and undermines projects started under previous contracts of work (CoW)
creating possible legal problems for both the government and industry. Recent advice
(September 2002) is that a limited number of companies will be allowed to proceed with mining
activities in areas designated as “protected forest”.

VAT is imposed on the value of imported capital. Large payments need to be made by capital
investors (subject to refund) prior to the start of a project. Mining is a capital intensive industry.
The industry is seeking an earlier refund of VAT payments made on equipment
imports/purchases, or preferably its abolition, since industry sees it as a seed of institutional
corruption. The Indonesian Government is holding a significant amount of foreign investor
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cabital under this regime (possibly up to $1 billion). Industry believes corruption is endemic in
Indonesia (and is signalled by the somewhat arbitrary discretion to grant or withhold approvals
or refunds of money). Abolition of VAT imposts would be a start (psychological as much as

systemic).

Industry also believes environmental approvals are heavily politicised and so lacking in public
consultation that any scientific underpinning is minimised. Industry resents that it is
“victimised” on its environmental performance while illegal mining and logging go relatively
unremarked. As aresult, large-scale capital investors are financially damaged when the
Indonesian Environment Ministry implies that foreign investors are reckless.

BILATERAL TOURISM RELATIONSHIP

Two-way tourism flows

Inbound visitor numbers to Australia from Indonesia fell during the Asian economic crisis of the
late 1990s before signs of recovery in 2000. Preliminary figures for 2001 indicate a 3.7 per cent
decrease to 97,800 arrivals compared with 101,600 in 2000 (source: Australian Bureau of

Statistics).

However, a steady recovery from the impacts of the Asian economic crisis is expected to
stimulate visitor arrivals [Note: the events of 12 October 2002 in Bali may impact on Indonesian
visitor arrivals]. The Tourism Forecasting Council expects the average annual growth in
Indonesian arrivals to reach 8.7 per cent to 251 000 visitors by 2012. Arrival numbers are
forecast to reach pre 1997-98 Asian crisis levels by 2007.

Concern about social and political sustainability in Indonesia has resulted in the number of
Australians visitors falling in recent years from 531,000 in 1999 to 460,000 in 2000 (source:
World Tourism Organisation). The recent terrorist attacks in Bali which resulted in the death of
a number of Australians will also have a significant impact on Australian visitors to Indonesia,
particularly as the perception of Bali as a safe haven added to its popularity as a tourist
destination for Australians.

Current Government/Private Sector Tourism Activities with Indonesia

- The Australia-Indonesia Memorandum of Understanding (MOU) on Tourism Cooperation,
signed by the respective Foreign Affairs Ministers during the Australian visit of former
Indonesian President Wahid in June 2001, provides opportunities for joint tourism initiatives in a
number of key areas such as research and development, human resource capacity building,
promotion and investment.

A bilateral Tourism Summit, involving discussions between Indonesian and Australian industry
representatives on expanding the tourism relationship between the two countries and
opportunities for commercial collaboration, is an initiative proposed under the MOU.
Discussions are proposed between respective industry representatives on the arrangements for
the summit, with the Northern Territory Government offering to host the event in mid 2003. Itis
not known at this stage whether the Bali terrorist attacks will impact on the timing of this event.

Another initiative which highlights the bilateral tourism relationship is the Indonesia Australia
Partnership for Skills Development (IAPSD). The 5-year program, which commenced in
Indonesia in July 1998, aims to assist in improving the skills of the Indonesian workforce to
better meet the needs of industry sectors. It currently has 7 sub-programs including the Hotel
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and Restaurant Sub-Program and the Travel and Tourism Sub-Program. The AusAID funded
program is managed by the South Australian firm SAGRIC International.

IP AUSTRALIA

World Bank funded project to the Indonesian Directorate General of Intellectual Property
Rights (DGIPR)

Between August 1999 and March 2000, a consortium of IP Australia, SMEC International and
AMATYAS Experts and Associates undertook a World Bank funded project for technical
assistance for the institutional development of DGIPR.

The Project Team was headed by Mr. Ross Wilson, Registrar of Trade Marks. The team
produced a 700 page report and developed a Master Plan for implementing the report's
recommendations over a five year period (2000-2004). The Plan focussed on:

Indonesia's legal framework for the protection of intellectual property rights;
DGIPR's business, support and management processes;

staffing issues;

customer service; and

resources and facilities

World Intellectual Property Organisation (WIPO) Expert Mission on Industrial Designs

In August 2001, Mr. Victor Portelli, Deputy Registrar of Designs, conducted a WIPO expert
mission to Indonesia to provide training in industrial designs to the Directorate General of

Intellectual Property Rights.
WIPO funded mission to Australia

In November 2001, IP Australia coordinated a WIPO funded mission to Australia by a senior
office of the Indonesian Directorate General of Intellectual Property Rights to study the
administration of geographical indications.

The Australia-Indonesia Ministerial Forum IP Sub-Group

The Australia Indonesia Ministerial Forum IP sub-group was established in 1992. Its main
objective is to find appropriate ways of providing IP technical assistance to Indonesia. One of its
major achievements has been the inclusion of IP in the Indonesia Australia Specialised Training
Project (see below). The sub-group last met in Jakarta in April 2002, as part of the inaugural
joint meeting of the Australia-Indonesia Working Group on Legal Co-operation. IP Australia
was represented at both meetings.

Indonesia Australia Specialised Training Project (IASTP)

The IASTP is an AusAID funded project designed to enhance Indonesia’s intellectual property
rights system and administration. The project comprises a series of courses in Indonesia and
Australia for Indonesian government officials and the private sector. IP Australia has participated
in the project by providing training in intellectual property law and administration and
demonstrating administrative systems. The last group of participants (14 officials from the
Indonesian Directorate General of Intellectual Property Rights) received training at [P Australia

in May 2002.
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APEC TILF Project on Public Education and Awareness

IP Australia received funding from APEC under the Trade and Investment Liberalisation and
Facilitation (TILF) program for the 2002 - 2003 calendar years to assist certain member
economies including Indonesia to develop their IP public education and awareness programs.

Mr Matthew Forno, of IP Australia's Marketing section, visited the target countries including
Indonesia in June 2002. As a result of the visit strategies are being developed which will assist in
the development/redevelopment of Internet web sites, promotional materials and seminars to

deliver IP public education and awareness programs.

IP Australia is currently liaising with participating countries to establish project time-lines and
costs.

WIPO Expert Mission on Trade Marks

In August 2002, Ms. Helen Dawson of IP Australia's External Relations section conducted a
WIPO Expert Mission to the Indonesian Directorate General of Intellectual Property Rights to
evaluate the administration of trade marks and geographical indications (GIs) and advise trade
mark examiners on examination procedures. IP Australia will provide a report to WIPO on the
mission with recommendations about resources for examiners, training, delegations and

computerisation.

PROPOSED CHRISTMAS ISLAND SPACEPORT

The proposed Asia Pacific Space Centre (APSC) on Christmas Island is designed to become the
world’s first fully commercial land-based satellite launch facility. The facility will be entirely
privately operated, employing Russian launch vehicle technology. The Australian Government
is facilitating this project by providing funding assistance to develop infrastructure on Christmas
Island, negotiating a bilateral agreement with Russia on space technology safeguards and will
regulate launches using one of the world’s most stringent launch safety regimes.

Indonesian Concerns about the Spaceport

The Christmas Island spaceport project was initially discussed during an Australian
Parliamentary delegation visit to Jakarta in July 2001. Formal and informal discussions occurred
in the following months. Concerns were raised in the DPR Commission 1 of Indonesia’s
Parliament in mid-March 2002, where a presentation by the Indonesian National Institute of
Aeronautics & Space (LAPAN) alluded to the possible negative impact of failed launches upon
Indonesia, especially Bali and its tourism industry. Articles in the Indonesian publications Gatra,
Kompas and Republika cited these and other issues, such as potential military and intelligence
applications of the launch site and the risk to oil and gas facilities in the region.

In April 2002, senior representatives from the Indonesian Ministry of Foreign Affairs identified a
list of concerns about aspects of the project (Attachment A). The main areas of concern
outlined in this document were: the possible threat to Indonesia’s population, environment and
tourism industry of a failed launch; envisaged delays and disruptions to schedules of commercial
air and sea transport routes; the extent of Australia’s responsibility and liability in the event of a
launch failure; and the reasons for locating the launch site on Christmas Island. During bilateral
discussions with Australia in September 2002, the head of Indonesia’s Foreign Ministry
delegation sought further consultation with Australia regarding the proposed spaceport.
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