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ABSTRACT

The objective of this research is to examine whether there are differences of imple-
mentation of good corporate governance of company which privatized using different
methods. This is relevant with the change of privatization pattern conducted by the
government of Indonesia toward its state-owned companies, from Public Offering to
Strategic Sale.

One of important decisions taken by the government after the economic crisis is
privatization of state-owned companies. It is done because the government finds diffi-
culties to financing its national development programs and economic recovery.

From company side, the change of ownership structure expected to be able to
improve financial and operational performance. Furthermore, it is also expected to
improve performance of transparency toward public, both obligatory disclosure and
voluntary one.

PT Telkom and PT Indosat are major telecommunication companies in Indone-
sia which, in fact, have been privatized using IPO in 1994/1995. Later, in 2002 PT
Indosat was privatized by selling government’s shares to PT ICL as a Special Purpose
Vehicle of STT Singapore. Privatization method used was Strategic Sale.

This research concludes that privatization methods do not influence implementa-
tion of good corporate governance individually. Privatization influence the implemen-
tation of good corporate governance if the privatization results ownership structure
change significantly, and increases risk which must be borne by new investors.
Meanwhile, role of capital market authorities also influence the implementation of
good corporate governance if law enforcement is carried out tightly.

Key Words: Privatization Methods, Transparency, Good Corporate Governance, Vol-
untary Disclosure.



CHAPTER I
INTRODUCTION

A. Research Purpose

This research will examine effectiveness of corporate governance implementation,
especially on transparency, as a result of privatization on state-owned enterprises. Pri-
vatization is likely influenced by methods chosen by the government to conduct priva-

tization.

B. Problem Statement

Before the political and economic crises happened in Indonesia in 1997, the govern-
ment of Indonesia had decided to privatize some State-Owned Enterprises. One of the
purposes of the privatization, related to the performance of company, is to enhance
efficiency and effectiveness of companies’ operation. To privatize the state-owned
enterprises, the government used public offering mechanism to sell small portions of
its shares.

After the political and economic crises had taken place, the government have
chosen another method, strategic sale, in order to sell its shares at some companies.
Generally, the government’s purposes to do privatization process are the same as the
purposes mentioned before. The advantage of strategic sale method is the method of-
fers faster process than those of public offering for the government to received addi-
tional fund.

Which method is potentially more effective to improve the companies’ transpar-

ency?

C. Research Question
There are two companies that will be analysed, PT Telkom and PT Indosat. I choose
the companies because both of them are the only fully SOE in telecommunication sec-
tor before the government of Indonesia privatized them. Also, they are the only Indo-
nesian companies that are listed on international stock exchange.

The privatization methods are chosen as independent variables, whereas trans-

parency is the dependent variable. A question is proposed on this research as follows:



Do the privatization methods chosen by the government influence the implementation
of transparency on telecommunication industry in Indonesia?

D. Background

In the period of Indonesian economic crises in the end of 1990s that is depicted by
depreciation of Rupiah relative to other currencies, high inflation, unfair business
practices — such as monopoly and collusion practices, and wrong management of the
country, caused the fiscal and monetary policies become difficult to be developed.
During the economic crises, Rupiah was sunk dramatically from Rp2,450/US$ in June
1997 to Rp14,900/US$ in June 1998. It affected high inflation happened in Indonesia
because of the dependence of Indonesian industry toward raw material imports and
foreign loan, and, finally, they caused a destruction of economic fundamental in Indo-
nesia. It was caused by the currency depreciation that affected increasing of final pro-
duction costs.

To stabilize regional economy, the International Monetary Fund came to help
Indonesia and other countries to solve the economic crises by providing fund to safe
both fiscal and monetary policies by the agreement that was poured out in letters of
intent (LOI), signed at November 13, 1998, July 22, 1999, and, the last LOI, January
20, 2000.

There are some important public decisions for the future economy of Indonesia
as mentioned on the Letters of Intent, for example privatization. Privatization could be
used as a tool to improve the efficiency and governance of particular state-owned en-
terprises and preserving budgetary control (Letter of Intent, 1999). On the Letters of
Intent, the IMF tried to force the government of Indonesia to reform many sectors,
such as the governance of State-Owned Enterprises, banking system, legal and jus-
tices, and so on. Regarding to state-owned enterprises and budgetary system, accord-
ing to IMF, the annual budget of the government of Indonesia was burdened by the
existence of State-Owned Enterprises, the condition that should be reversed.

There are two general methods of privatization used in Indonesia, public offer-
ing and strategic sale (private placement). The methods indicate different processes
and different results. Generally, public offering method will result better impacts than

those of strategic sale due to involvement of public monitoring, and management



should direct the companies carefully because they have to satisfy more stakeholders
(Prasetyantono, 2003; Sugiharto, 2005).

Comparing both methods of privatization, we could say that the first method is
better than the second one, related to the transparency and accountability. In order to
improve the quality of transparency and accountability, there are many parties that
should cooperate together to create rules or codes of good corporate governance prac-
tices in particular countries, for example capital markets, government, accounting pro-
fession agency, etc. In many developed countries, for example the US, the UK, Aus-
tralia, European countries, and Japan, the parties mentioned above issue some rules to
be obeyed by listed companies in order to improve their transparency and accountabil-
ity, because by listing on a capital market, they should realize that capital market

work based on information (Abdel-Khalik, 1972).

E. Research Design

This research will be done using qualitative approach. It is fit to the purpose of the
research which will be taken to examine the effectiveness of implementation of corpo-
rate governance mechanisms, in this case in particular information transparency, in
PT Telkom and PT Indosat. Data collection will be done by collecting both secondary
data and primary data. Company annual report, personal interview, and other public

information are considered as data that have to be collected.

F. The Aroused of Research

This research has some interest points, such as:

a. Theoretical point of view.
Two methods of privatization, public offering and private placement, have a direct
relationship with ownership structure. They also influence the principal-agent rela-
tionship. Public offering mechanism enables capital market to control the SOE’s man-
agement, whereas private placement points out the opportunity of institutional inves-
tors to manage the company indirectly.

Principal-agent relationship creates a duty of managements to prepare relevant
information required by the owner. As the Agency Theory explains, there are some
organization assumption between the principal and agent (Eisenhardt, 1989). The first

assumption is conflict of interest. It is happened because the principal hires the agent



to manage his money and to create his wealth, and the agent is assumed to manage the
assets in order to satisfy his own interests. To reduce the conflict, the principal has to
create a contract that covers such conflict. The contract should be able to force the
agent provides full information to the principal regarding his/her activities to manage
the principal’s assets. It also could reduce another organizational assumption provided
on the theory, which is information asymmetry.

From the market point of view, the stronger the market efficiency, the higher the
willingness of companies to report their actual activities and financial position on a
timely basis. Both of the theories, agency theory and capital market hypothesis, will
explain which method, public offering or strategic sale, is likely better than another, in

term of transparency.

b. Empirical point of view.

PT Telkom and PT Indosat are state-owned enterprises which have responsibility to
provide telecommunication facility in Indonesia, that had been privatized before eco-
nomic crisis was happened in Indonesia in 1997. PT Indosat listed at the Jakarta Stock
Exchange and New York Stock Exchange on October 1994, and PT Telkom listed at
the Jakarta Stock Exchange, the Surabaya Stock Exchange, the London Stock Ex-
change, and the New York Stock Exchange at November 14, 1995.

An advanced privatization of PT Indosat was successfully done by the govern-
ment in 2002 by selling most of remaining shares held by the government to a multi-
national company, SST Singapore. It means that the government had done two kinds
of privatization methods, which are public offering and strategic sale (private place-
ment), in order to enhance efficiency and effectiveness of PT Indosat. It could be
questionable, how extent the effectiveness of privatization methods — public offering
and private placement — chosen by the government will support objectives of privati-

zation.



G. Presentation of the thesis

The master thesis will be presented on a systematic ways, such as:

Chapter 1. This chapter explains the research background, problem statement, re-
search question, and research design briefly. The second part of this chapter is the
aroused of research that consists of the theoretical point of view and the empirical

point of view.

Chapter II. The first part of chapter Il draws the theoretical basis of the analysis:
Agency Theory, Risk/return Relationship, Efficient Market Theory, and the relation-
ship between both theories. The second part of this chapter will explain the privatiza-
tion and corporate governance in theoretical background, and the last part is the em-
pirical basis on privatization and corporate governance. The model of research will be

depicted in this chapter too.

Chapter II1. The chapter is consisted of research methods employed in this research.
The quality of the research will depend on the ability of researcher to understand and

to implement the methods, so this chapter is very critical.

Chapter IV. This chapter consists of brief story of Indonesia, privatization, and cor-
porate governance experiences. The privatization and corporate governance are new
issues in Indonesia, but in short time, the country has done both concepts in a

uniquely manner.

Chapter V. This chapter consists of story of telecommunication industry develop-
ment in Indonesia and other countries located in South East Asia region, such as Ma-

laysia, Brunei Darussalam, and the Philippines.

Chapter VL. In this chapter, I analyse the facts found by reading some materials and
by taking the interview with some key people. The first part will be used as the de-
scription of the profile of both companies and telecommunication industries in Indo-
nesia and other data gained from the data collection processes, and the second part

will be used to discuss some findings.



Chapter VII. After the analysis of the findings was completed, I find conclusion to
explain and answer the research question. Whether the conclusion is to clarify the

theories or to find a new perspective will be discussed in the last chapter.



CHAPTER 11
BACKGROUND

A. Theoretical Framework

Agency Theory

Management do its efforts to raise funds from investors (Shleifer and Vishny, 1997).
The establishment of such relationship can emerge several problems between the par-
ties such as asymmetric information, conflict of interests, bounded rationality, and so
on (Eisenhardt, 1989). In order to solve the agency problems, Shleifer and Vishny
suggested that investors and management should create an (incentive) contract to pro-
tect their interests. According to them, corporate governance is one of mechanisms to
protect investor interests, so that they can receive returns from their investments.

In organizational perspectives, incentive drives a conflict of interest (Jensen and
Meckling, 1976; Jensen, 1994). Management manages the company in order to ex-
pand its market value for example by increasing research and development cost that
consequently influences potential return received by investors. On the other hand,
management could also utilize the company’s assets for its own benefits. In this case,
management could decide to “modify” accounting reports by changing their methods
and contents (Abdel-Khalik, 1972) that enable them to influence the accounting report
users (Gonedes, 1972) such as the Board of Directors and investors, in order to show
its performances.

In contrast, investors usually propose a set of contracts to bind management’s
responsibility to ensure the increase of investors’ wealth (Shleifer and Vishny, 1997).
Investors can require their companies to distribute a high dividend payout ratio. This
decision of dividend distribution could cause new financial problems to the company.
The financial problems will disturb the company’s ability to improve market share

and the following year profits which will also influence management’s performance.

Fair relationship between management and investors
The failure of management and stockholders to create good relationship causes a
failure in building trust. This could cause them to satisfy their own needs. However,

it is not easy to say which party will take advantage because both are dependent of



each other. Stockholders instruct management to manage its capital and management
depends on the decision of stockholders whether to stop or renew the appointment.
Stockholders delegate special authorities to a board of commissioner to tightly moni-
tor management’s daily activities.

The most important theory that could explain thoroughly the phenomena of such
relationship is the Agency Theory, sometimes referred to as separation of ownership
and control (Shleifer and Vishny). The agency theory explains that there are many
problems that will potentially emerge from the relationship between principal (owner)
and agent (management), if both parties have different interests (Eisenhardt, 1989;
Jensen and Meckling, 1976). Principal appoints the agents certain works which is ap-
propriate with the principal’s interests. The agency problems may not happen if both
parties create relationship based on full trust (Brennan, 1994 in Jensen, 1994). On the
contrary, it is almost impossible to make such relationship (Jensen, 1994).

Therefore, to ensure that the management does its best on behalf of stockhold-
ers, they have to provide incentive schemes that force the management to work pre-
cisely (Jensen, 1994). As in property rights theory, a contract made between the own-
ers and management should involve the specification of individual rights to determine
how costs and rewards will be allocated between the participants in the organization
(Jensen and Meckling, 1976; Fama, 1980; and Shleifer and Vishny, 1997). In this
matter, a good relationship should be proposed from the beginning of contract fol-
lowed by actions on what is written on the contract. The contracts are supposed to
affect the behaviour of the participants of the organization, so the management inter-
ests will be appropriate with the stockholders’ concerns. Moreover, Shleifer and
Vishny (1997) stated that the objective of providing of contracts is to legally protect
both large investors and minority ones from expropriation that may be done by man-

agement.

Problems of Principal-Agent relationship.

Eisenhardt (1989) pointed out several problems related to the agency relationship. The
first problem is the different interests between principal and agents. The conflict of
interest does not create goal congruence which should be achieved by the partnership.
The second problem is the difficulty to control what the agents are actually doing.
This happened because sometimes the principal could not access all information re-

garding its agents.



As a risk taker, the principal sets a rule that enable to reduce the differences of
interests between the principal and agents. According to Jensen and Meckling (1976),
Fama (1980), and Eisenhardt (1989), the principal could limit the differences by pro-
viding both monitoring and incentive. Incentive has been explained in the previous

paragraph, and monitoring will be explained below.

How to reduce the relationship problems?

Eisenhardt (1989) stated that the focus of the agency theory is to determine the most
efficient contract between principal and agents. The efficient contracts should con-
sider all assumptions of people, organization, and information. The understanding on
the assumption eases the principal to monitor effectively. The assumptions that serve
as basis to develop the agency theory is indicated in table 2.1

An important point in implementing the contract, monitoring should be done by
the principal as a mean, rather than an end, to ensure that management acts in line
with the principal’s interests. However the agency theory noted that it was difficult to
verify whether the agent has done what the principal wants.

There are two approaches in monitoring the management’s works that could be
done by the principal namely structural approach and process approach. In the struc-
tural approach, the principal makes a set of rules in order to enforce the agents to pro-
vide information to be accessible for the principal’s needs. For example, management
has the responsibility to issue audited annual financial reports.

In the process approach, principal is involved directly in the process of manag-
ing the company. Sometimes, the principal acts as oversight body or a member of the
management. In a public company, stockholders delegate such authority to the board
of directors.

In other words, the owners have to establish a set of monitoring mechanisms as
mentioned in the previous sections, such as contract-based management engagements,
tight monitoring, fair incentive schemes, well-designed reporting systems, and so on

using both approaches.



Table 2.1.
Agency Theory Overview

Key idea Principal-agent relationships should reflect efficient

organization of information and risk-bearing costs

Unit of analysis Contract between principal and agent
Human assumption Self interest, bounded rationality, risk aversion
Organizational assumption Information asymmetry between principal and agent,

efficiency as the effectiveness criterion, and partial

goal conflict among participants

Information assumption Information as a purchasable commodity

Contracting problems Agency (moral hazard and adverse selection) and risk
sharing

Problem domain Relationships in which the principal and agent have

partly differing goals and risk preferences

Source: Eisenhardt (1989)

Agency Theory and Risk/Return Relationship

As stated in the agency theory, one among the characters of a principal or investor is
risk taker. This character illustrate that investor is interested to invest an amount of
money in uncertain return. For example, the investors are likely to be interested in
buying a set of volatile shares in a stock market. The reason of choosing the fluctuate
shares instead of stable shares is that the investor could monitor stock trading on time.
Moreover, the most important reason is that the investors could gain much more prof-
its from the trading of fluctuate stock than the trading of stable stocks.

Several researchers such as Oviatt and Bauerschmidt (1991) explained that in-
vestor expects high return while facing risk on their investment. This could be ob-
served in simultaneous relationship where the relationship is not only influenced by
risk and return, but is also influenced by business strategy and industrial condition.

Some researchers stated a different approach called Bowman’s risk/return rela-
tionship paradox (see Fiegenbaum and Thomas, 1986). It is acknowledged that inves-
tors could invest their money to a low risk business environment but they still receive
high return. The paradox could be understood that return is the focus of the investors’

concern. The best way to obtain high return is when the investors spend their money
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on low risk businesses instead of high ones. Modern portfolio theory is based on this
paradox.

Another approach, called the high risk — high return relationship, focuses on risk
as the starting point of view. If investors choose low risk investment, low return can
be expected. In another situation, if the investors choose to spend their money on
high risk investment, rational investors shall accept high return only. Figure 2.2. ex-
plains the relationship between risk and return, and depicted which conditions are ra-

tional to be carried out.

Figure 2.2.
Risk-Return Relationship

Low Risk-High Return High Risk-High Return
Rational Rational for risk taker
Ex: Modern Portfolio Ex: hi-tech business, fluctuate

- stock trading, country risk, etc.

St

E Low Risk-Low Return High Risk-Low Return
Rational for risk averse Irrational, even if for risk taker

Ex: Stable stock trading

Risk

Relationship between Agency Theory and Efficient Market Theory
As illustrated in table 2.1, principal-agency relationship could create agency problems
such as asymmetric information. The asymmetric information is taken place in such
condition where principal and agent have different levels of information. It happens
because management holds much more information than those of owners. Manage-
ment directs the company by creating policies which directly involves day-to-day ac-
tivities. This is different from the experiences of principal which usually monitors in-
directly the performance of management and the monitoring process is done annually
instead of daily basis.

Along with the development of companies, owners and management usually

plan to issue the company’s shares in a capital market. From the organizational per-
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spectives, it causes the ownership widely dispersed. It means that effective communi-
cation cannot be taken place in the same manner as the company had simpler owner-
ship structure, for example in a limited partnership or a family corporation.

The dispersed ownership forces the capital market authority to compel all listed
companies in informing all relevant aspects that influence the companies. Information
provided by the companies is a critical device used by stockholders and also potential

investors to take further action (Fama, 1970 and FASB, 1992).

Capital Market Roles

In an efficient capital market, stockholders buy shares if the price of the shares re-
flects all information (Fama, 1970; and Gonedes, 1972). In other words, players at an
efficient market will react collectively to a new information in a systematic and an
unbiased manner (Abdel-Khalik, 1972).

From the behavioural perspectives, Eisenhardt (1989) suggested that capital
market should create mechanisms to control and monitor management behaviour. On
behalf of stakeholders, stock market authority should impose management to obey all
capital market rules to disclose both obligatory and voluntary information.

As explained in previous paragraphs, we conclude that management is enforced
to present full disclosure from internal and external side. The contracts made between
management and investors require the management to report both financial and non-
financial information. In order to control and monitor what management is really do-
ing, the owners engage reputable people as members of board of directors.

On the other hand, management is compelled to create accurate financial and
operational reports in a routine basis, usually quarterly and annually, by the authority
of capital market and other stakeholders. To compete on the capital market floor,

companies that are listed should adhere to the rules.

Reducing Agency Cost using Accounting Practices

As stated by Eisenhardt (1989), agency problems can be overcome by monitoring,
using both process and structure approach. Process approach supports owners to be
involved in strategic decision-making processes and monitoring through their board of
commissioners, while structure approach supports investors to conduct monitoring

through their financial and operational reports requirement.
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Transparency related to the disclosures of information is done by management
through issuing both non-routine reports and routine reports such as annual report,
audited financial statement, and quarterly report.

The influence of transparency toward agency cost could be explained through
the objectives of reporting which is written down in SFAC No. 1, Objectives of Fi-
nancial Reporting by Business Enterprises. This SFAC No. 1 could be applied into
other reporting, for example annual reporting, which consists of not only financial
statement but also qualitative operational reports. The objective of the financial re-
porting stated in the SFAC No. 1 is providing information about resources of an en-
terprise, the claims to the resources, and the effects of transaction, events, and circum-
stances that change its resources and claims to resources. Another objective of the re-
porting is helping investors and potential investors to make rational investment,
credit, and other decisions.

The quality of reporting presented by management could be measured using
several components that form qualitative characteristics of reporting, for example
relevant, reliable, and comparable, as stated in SFAC No. 2, Qualitative Characteris-
tics of Accounting Information. Relevant information means that the information has
to be disclosed in a timely basis, has predictive value and feedback value. Meanwhile,
the characteristics of reliable information among other things are representational
faithfulness, verifiability, and neutrality.

Accurate and beneficial information disclosed by management showed its will-
ingness to implement transparency. A positive impact gained from the quality of re-
porting which is always maintained and enhanced by management is that the owners
will believe that management is willing to report its activities in managing fund in-
vested by the investors.

As stated in previous sections, agency problems occurred because there are dif-
ferences of interests and the nature of the investors and management. Monitoring and
controlling could reduce these differences. The commitment of management in pre-
senting full disclosure information can possibly improve the owners’ beliefs and di-
rectly reduce agency cost that emerges from the effects of agency problems (Hendrik-
sen and Van Breda, 1992).

The improvement of reporting quality is not only conducted by setting reporting
standards, but also compiling auditing standard, for example integrated audit of public

companies, tight supervising toward accounting firms, and the tightening of auditing
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rules (See Sarbanes-Oxley Act 2002). Audit is a tool utilized to reduce agency cost to
ensure that management has presented full disclosure of financial and operational in-
formation (Aren and Loebbecke, 2000).

Transparency conducted by a company has both positive and negative conse-
quences. It makes that the company always considers cost-benefit in doing full disclo-
sure. There are several positive impacts of full disclosures conducted by the company,
among other things:

e A lower average cost of capital

e Enhanced credibility and improved investor relations

e Access to more liquid markets with narrower price changes between transac-
tions

e The likelihood that they will make better investment decision.

e Less danger of litigation alleging inadequate informative disclosure and better

defences when such suits are brought (FASB, 2001).

Full disclosure carried on by a company is also caused by its requirement to
raise capital periodically. FASB have seen that a company provides full disclosure for

competition reason that is the competition to get much more capital.

Cost of capital that should be borne by the company is determined by some fac-
tors such as those, which have been stated in Capital Asset Pricing Model (CAPM).
To reduce company’s cost of capital, the company has to try to decrease the coeffi-
cient of systematic risk of the companies’ stocks. The disclosure was expected by the
company to reduce degree of uncertainty of company’s future, and it mean that inher-
ent risks of company’s share become lower. Thereby, expected cost of capital of the

company could be reduced incrementally.

Full Disclosure also has a positive effect toward information asymmetries.
Stockholders can utilize adequate and accurate information in order to observe and
analyse relevant and material information of the company. Management could reduce
information asymmetry by providing accurate reports. The accurate reports presented
enable the stockholders look at performance of the company through “the eyes of
management” (Callahan and Smith, 2005). The information especially notify to the
expression of non-financial information, which is provided by management on Man-

agement Discussion and Analysis (MD&A). Therefore, MD&A presented in an an-

14



nual report ought to reflect past performance, current performance, and forward-
looking projection. The more the company transparent, the more the company is able
to access capital, including on international capital markets.

Capital market regulations released after several corporate failures in US and in
Europe have reflected that capital market authorities have strong willingness to im-
prove the status of reporting rules in line with the bases laws. For example company
which listing in US has to obey Sarbanes-Oxley Act 2002 as it has to obey the bases
laws, for example Securities Exchange Act 1934. Issuers and other relevant parties
that do not obey SOA can be brought to a court as a collision to the SEA 1934.

In the contrary, there are negative impacts of full disclosure, among other
things:

e Competitive disadvantage due to companies’ strategies become well known by
competitors.

e Bargaining disadvantage from their disclosure to suppliers, customers, and
employees.

e Litigation from meritless suits attributable to informative disclosure.

e Cost of reporting and other control systems (Insights into Enhancing Volun-

tary Disclosure, FASB, 2001).

The negative impacts have forced the company to create its reports by determin-
ing several factors, such as types of information, level of detail, and timing of the dis-
closure. These factors influence whether competitive advantages of company was re-
duced by full disclosure. For example, a company that is in an R&D projects may not
disclose on the projects in detail manner, including on of the possibility that they will

postpone their R&D reports one year later or after the R&D results were established.
B. Privatization and Corporate Governance in Theoretical Background
Privatization — Definition and Benefits

Privatization is a program conducted by countries toward its state-owned companies .

It has some objectives, such as raising economic efficiency, reducing government

debt, achieving consumer benefits, reducing power of special interest groups, etc.
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In general, privatization has been defined as reducing government intervention
and involvement directly in economic sectors. Basri (2002) said that the government
has responsibilities to regulate sectors that are untouchable by private sector, for ex-
ample national defense and income distribution. Kay and Thompson (1986) defined
privatization as a changing of relationship between the government and the private
sectors. Unfortunately, according to Kay and Thompson, there is no detailed defini-
tion of privatization clarified by scientists and researchers. They stated, “Privatization
is a term which is used to cover several distinct...”

Aktan (2003) divided privatisation into two meanings, a narrow meaning and a
broader meaning. The narrow meaning clarifies privatization as a sale of a publicly
owned enterprise’s assets or shares to individuals or private firms. The privatization
could be done by issuing shares in a capital market, selling a state-owned enterprise
directly to private sectors, etc. Aktan mentioned this kind of privatization as “dena-
tionalization.” On the other hand, the broader meaning of privatization refers to re-
strict government’s roles and to put forward some policies in order to strengthen free
market economy.

According to Parker (2000), there are some arguments and objectives of privati-
zation done by both developed and developing countries, such as:

e Raising economic efficiency;

e Reducing government debt;

e Achieving consumer benefits through more competition;

e Reducing the power of special interest groups;

e Refinancing industries and financing the new investment required by techno-
logical change;

e Developing private ownership and private capital markets, including the bank-
ing system and stock markets;

e Attracting inward foreign direct investment (FDI); and

e Increasing competition in procurement and therefore supply chains.

Since the objectives mentioned above are tends to satisfy macroeconomic view,
several researchers have taken researches to analyse economic efficiency from the
microeconomic one. The results document the improvement of companies’ perform-

ance, such as increasing real sales, achieving high profits, increasing their capital in-
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vestment spending, improving operating efficiency, and increasing work force (Meg-

ginson et al., 1994, and Boubakri and Cosset, 1998).

Methods of Privatization.
There are several ways that could be taken to privatize a state-owned enterprise; how-
ever the main methods are public offering and strategic sales (Ika and Samosir, 2002).
Public offering means that the government sells its ownership through capital mar-
kets. It could enhance public involvement to control the company. Also, the capital
market will be influenced by the public offering, because by selling the stocks of good
state-owned enterprises, volume of transactions in the capital market will increase
significantly.

The second method is strategic sale, in which the government sells its ownership
to other institutions, either domestic organizations or international ones, by selling a
block of shares. For example, the government sells 60% of its total shares in a particu-
lar state-owned enterprise to a consortium consisted of several companies that operate
in the same sector with the state-owned enterprise. Usually, the government does the

kind of method by inviting several companies to follow a bid process.

Corporate Governance
The Development of Good Corporate Governance Principles
The modern corporate governance views were started on the US and the UK in order
to respond the business crises. In 1980s-1990s, many cases happened in both coun-
tries showed that the regulatory and supervision systems were not implemented effec-
tively, caused the corporate failures in both countries (Keasey et al., 2005), for exam-
ple the Enron and the Xerox cases in the US. In the case of UK, according to Keasey
(2005), the establishment of committees to provide codes of corporate governance in
the countries was caused by the creative accounting practices, business failures, limi-
tation of the auditor roles, the weak relationship between executive remuneration and
corporate performance, and the loose of market controls (p. 21). The problems were
responded quickly by creating some committees to asses the effectiveness of corpo-
rate regulations in both countries, for example Cadbury Committee, Greenbury Com-
mittee, Hampel Committee, Sarbanes-Oxley, etc.

A good example country that actively looks for the best practice principles is the

UK. Since 1991, the country has developed many committees in order to find good
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corporate governance principles. Cadbury Committee is the first committee that was
engaged by London Stock Exchange and accounting profession in order to address the
financial aspects of good corporate governance (Davies, 1999 p. 38; and Keasey,
2005). Related to a centralistic power in a company, the committee suggested to de-
centralized power within the firm. The empowerment of board members was also the
emphasis of the report issued by the committee. It suggested that the firm had to in-
crease the role and the independence of non-executive directors.

The Confederation of British Industry was built a committee to review the work
of Cadbury Committee, named as Greenbury Committee. The focus of Greenburry
Committee is to find the best practices related to the board remunerations. According
to Davies (1999), the objective for the Greenbury Report came from the intensive de-
bate in the UK regarding to the increases of the remuneration of newly privatized
company boards.

From the case of Cadbury Committee and Greenbury Committee, we could find
that the focus of corporate governance is the balance of power among the owner, the
board of directors, and the management or executive directors. The important point
here is that the increasing power of the board has to be limited, and the use of inde-
pendent directors as the main actors in many board committees has to be enforced to
control both the management and the board of directors. For example, Cadbury
Committee supports that the remuneration committee mainly consists of non-
executive directors, and the Greenbury Committee is much stronger to suggest the
board of directors to create the remuneration committee with entirely consists of the
independent directors.

Since the Cadbury report and Greenbury report were not mandatory for compa-
nies listed in London Stock Exchange, the Hampel Committee was developed to asses
the effectiveness of Cadbury and Greenbury works (Davies, 1999 p. 42). Hampel
Committee found that the box-ticking employed by Cadbury and Greenbury Commit-
tee was not effective to develop good corporate governance in the listed companies.
To improve the implementation of good corporate governance principles, the Hampel
Committee proposed a narrative approach rather than box-ticking (Davies, 1999;
Keasey et al., 2005 p. 32). It seems that the Hampel Committee more emphasizes the
company willingness to implement good corporate governance principles rather than

just the structure of corporate governance system. Or, refers to Keasey et al. (2005),
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Hampel Report was on the need for good corporate governance to be based on princi-

ples rather than on prescription.

The Framework of Good Corporate Governance
In order to specify this research, I adopt the definition of corporate governance issued

by the OECD as follows:

“Corporate governance is the system by which business corporations are di-
rected and controlled. The corporate governance structure specifies the distri-
bution of rights and responsibilities among different participants in the corpora-
tion, such as, the board, managers, shareholders and other stakeholders, and
spells out the rules and procedures for making decisions on corporate affairs.
By doing this, it also provides the structure through which the company objec-
tives are set, and the means of attaining those objectives and monitoring per-
formance.”

(The OECD’s Definition)

In term of corporate system, corporate governance concepts are taken by a com-
pany in order to ensure that the company had set a mechanism to meet the balance of
power between the owners, the board of directors, and the management or executive
directors. As explained in the previous section, some problems are happened in the
relationship between owners and management, for example information asymmetry
and moral hazard. Management has been more powerful than those of owners due to
their direct involvement in day-to-day activities in the company.

According to Davies (1999), one of main issues in good corporate governance is
how to empower board of directors to improve their ability to control the implementa-
tion of corporate strategy carried on by the management. In many countries that em-
ploy one-tier board system, some authors offer a rule to separate the position of CEO
and chairman of the board of directors in order to reduce CEO power. In one-tier
board system, there is one board of directors, including CEO and, sometimes, CFO,
and commonly the chair position is held by the CEO. It means that the CEO is the
most powerful person in the company.

It is much different from another board system, two-tier board system. In this

kind of board system, there are two groups existed on the top level position in a com-
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pany. The first group is the executive or management that operates the company on a
day-to-day basis. The second group is a supervisory board that controls and keeps the
management implements the strategies set by the supervisory board. The real disad-
vantage of the two-tier board system is the lack of ability of the board of commis-
sioner members to fully understand the company businesses and other practices (Kur-
niawan and Indriantoro, 2000). Another criticism is that there is often little separation
between management and the ownership, even though the company clearly stated the
use of two-tier board system (Kurniawan and Indriantoro, 2000). Indonesia chooses
the kind of board system in its public companies.

According to Muller (1981), corporate governance involves monitoring and
overseeing strategic direction, socioeconomic and cultural context, externalities, and
constituencies of the institution. The owners, through board of directors/board of
commissioners, improve their power significantly since they realized that the conflict
of interests between management and them was existed, and also after they found that
corporate failure and bankruptcy was taken place because management did some ac-
tions without enough control. Shleifer and Vishny (1997) concluded that one of the
important points in corporate governance objectives is to ensure that the owners re-

ceive rewards or returns related to risk they had taken in the investment.

Tentative Hypothesis
As mentioned in the first chapter, and strengthened by theoretical framework, I would

like to propose a tentative hypothesis as follow:

The privatization methods chosen by the government influence the quality of trans-

parency principle implementation in telecommunication industry in Indonesia.

In order to make it clearer, I made a figure that explains the tentative interrelationship
between privatization methods and corporate governance. In this research, I choose
PT Telkom and PT Indosat, two companies that are privatized by the government of
Indonesia. Both of them used public offering method before the economic crisis was
happened at the end of 1990s, and the advanced privatization of PT Indosat was done
using private placement (strategic sale) method. The difference between the methods

was explained in the previous section.
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In this research, I would like to examine the quality of disclosure as a proxy of trans-
parency. The quality of disclosure is a critical point since the companies decided to be
listed in both domestic capital markets and international capital markets. They also
have to synchronize between Indonesian GAAP and US GAAP. This research will

emphasize on voluntary disclosures rather than obligatory disclosure.

C. Empirical Basis on Privatization and Corporate Governance

During 1980s until 2000s, number of researches conducted on privatization areas had
increased significantly. Most of them tried to explain the relationship between privati-
zation and the performance of privatized company (See at Megginson et al., 1994; and
Boubakri and Cosset, 1998). Other researches focus on comparing the performance
between private and public enterprises (See at Borcherding, 1982; Millward, 1982;
and Boardman and Vining, 1989).

Megginson et al. (1994) conducted the research on privatization that was done
by public offering method. Their reason is companies that be sold by public offering
method, rather than strategic sale method, remain independent and continue to gener-
ate comparable post-issue financial and accounting data. They researched some ac-
counting data to conclude the company’s performance after privatized. They used
profitability, operating efficiency, capital investment, output, employment, leverage,
and dividend payout as the dimensions of performance, and all of them were signifi-
cantly different between pre-post privatization. Finally, they concluded that the per-
formance of post-privatized companies were better than those of pre-privatized com-
panies. Boubakri (1998) conducted a more complex research than Megginson et al.
did before. Using the same operational dimensions of performance, he found almost

the same conclusion as Megginson et al, except on leverage.

Another analysis was conducted by Boardman and Vining (1989) that studied
the performance differences between private companies, mixed companies, and fully
state-owned companies. The research showed that, generally, there is statistically dif-
ference between private companies and state-owned companies, from private compa-
nies hold the best performance followed by fully state-owned companies, and the

worst performance is held by mixed companies. But, Boardman and Vining did not
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found consistent relationships between mixed companies and state-owned enterprises
from the specific measurement, for example profitability, sales per employees, and
sales per assets.

We could note that previous researches had rarely informed the relationship be-
tween the progresses of privatization and how an intensive corporate governance was
implemented. Dharwadkar et al. (2000) have done a research that explains the privati-
zation conducted in emerging economies. They said that weak governance system in
emerging countries had created agency problems, and then the effectiveness of priva-
tization processes that were conducted in the emerging countries could be hampered.
They examined the ownership structure and capital structure that enhance the meeting
of privatization and corporate governance.

Another research had done by Khanna and Palepu (2001) mentioned the conver-
gence of corporate governance in the world due to globalisation in product and labour
market. They concluded that there are some causes that might prevent the conver-
gence of corporate governance in India, for example poor quality firm, weak global-
isation effects, and the impracticable US corporate governance in emerging countries.
They also concluded that, generally, the adoption of corporate governance should be

adjusted to domestic culture.
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CHAPTER I1I
RESEARCH METHODS

A. The design of research

This research will use qualitative research method as the main way to prepare, to col-
lect and to analyse the data, and to make a report. The qualitative research method is
different from the quantitative one in many ways, for example the method focuses on
interactive processes rather than variables, authenticity rather than reliability, con-
strained rather than independent of context, etc. (Neuman, 2000 p. 16). Another ex-
planation of qualitative approach provided by Frankfort-Nachmias and Nachmias
(2003) as attempts to understand behaviour and institution by getting to know the per-
sons involved and their values, rituals, symbols, beliefs, and emotions.

Specifically, the research will be focused on case study. Neuman noted in his
book that in a case study, researchers examine many features of a few cases over du-
ration of time. Moreover, the researchers may study one or more cases or make a
comparation of a limited set of cases and focuses on several factors (Neuman, 2000 p.

32).

B. Unit of Analysis
I choose PT Telkom and PT Indosat as the unit of analysis on the research. Why we
decide both companies to be compared is because the companies are two state-owned
enterprises that have a relatively the same core business, telecommunication sector.
Both companies have been listed in the Jakarta Stock Exchange, Surabaya Stock Ex-
change, and New York Stock Exchange. There are only two companies come from
Indonesia that are listed on the NYSE, PT Telkom and PT Indosat, so I think that both
companies are comparable from the transparency process point of view. Another rea-
son is that both companies had been privatized before the economic crises hit the In-
donesian economy. But, after the economic crises, based on a letter of intent signed
by the government and the IMF, the government of Indonesia was forced to continue
the privatization process of PT Indosat, and the government decided to use private
placement mechanism rather than public offering.

Based on the unit of analysis, I decide to collect some relevant data that should
support the process of analysis of good corporate governance practices in both com-

panies, especially in the term of transparency.
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C. Data Collection Methods
Field research will be done to collect the research data. In the field research, a re-
searcher chooses a social group to be a research object, and then he or she observes
directly to the object. According to Yin (1981), a case study research may use some
data come from field works, verbal reports, observations, archival records, or combi-
nation of them. In this kind of data collection methods, the researcher does not have to
look at the object physically as it should be done in experimental research, but he or
she could observe some documents and information, and make a personal interview.
Secondary data have been collected to satisty the purpose of research, for exam-
ple data collected from third party analyses, annual reports of the objects, and any
other raw data from some institutions, for example data come from the objects, gov-
ernment, non-government organization, The Jakarta Stock Exchange, BAPEPAM,
and so on. However, the interview should be conducted to compare and to cross-

check between third party data and the data come from the research objects.

D. Technique of Analysis

As mentioned in previous section, some data will be collected by observing docu-
ments and information as secondary data and make a personal interview as primary
data. The observation of secondary data results a set of knowledge and of understand-
ing of the company practices. For example the use of annual reports, both regular an-
nual reports and form 20F, issued by the companies will enable us to understand the
company facts deeply. In the mean time, other documents issued by the government
or other authority bodies will be used to evaluate the compliance of the companies to
government regulations.

Then, comparing between the obligatory disclosure and voluntary disclosure
done by the companies will be carried out in order to get the facts of the companies’
willingness to improve the disclosure quality.

The last data will be procured by performing deep interview. The interview will
be taken in order to cross-check the facts related to corporate transparency obtained
from the secondary data. The data come from the interviews have to be coded and be
grouped in a systematic way. Jauch et al. (1980) give us a good explanation how to
analyse data in a case study using content analysis schedule. The content analysis

schedule could be used to analyse all secondary data and primary ones at once.
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In general, the analysis will be structured as below:

A brief explanation of the implementation of transparency as a dimension of
good corporate governance principles that are implemented in both companies.
The explanation will show how the companies implement good corporate governance
principles, especially on the transparency and what the companies do in order to en-

sure the companies operated in a transparent way..

The voluntary disclosures that were done by the companies to improve the
transparency principles. In this section, I will identify the voluntary disclosure items
on the companies’ annual reports in order to get the information of the companies’
awareness that they could use the annual report not only to inform what they had done
in the past, but also to show that they have high consciousness to prepare the high
quality annual reports. The analysis will be divided into two parts, the first part is a
descriptive analysis based on the data from the annual reports. In this part, the re-
search can explore the voluntary disclosures in each information types (strategic, fi-
nancial, and non-financial information). I will use the potential voluntary disclosure
items used by Meek et al. (1995), combined with many governmental body decrees to
identify the real voluntary disclosure items in Indonesia.

The second part is the analysis of transparency process that is operated by the
companies. For example, how the companies prepare the annual reports on time, how
the companies engage an independent auditor, what kind of mechanisms used by the
companies to disclose relevant factors that are probable to influence the stock price,
etc. It is more difficult and more challenge to explore the companies’ process rather
than structure. The kinds of processes were hardly disclosed on the annual report and
on the other secondary data. [ will do this part using deep personal interview, so hope-

fully I can obtain the relevant, valid, and reliable data.

The Advantages and the Disadvantages of the Methods

The Advantages
According to Neuman (2000), the research method I propose here has several advan-
tages and, in the same time, several disadvantages. | identify several advantages are as

follows:
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Flexible. Case study, by using some data collection methods, offers the researcher to
be more flexible to gain the data. Personal interview planned at the data collection
enable the researcher develops good relationship and keep contact with the interview-
ees. The results are that the researcher can receive more data than those of gained by
another method of research. Then, Frankfort-Nachmias and Nachmias (2003) give the
example of the interview’s flexibility, that is by using good communication with the
respondent, the interviewer can determine the fittest wording to avoid misunderstand-
ing between the interviewer and the respondents, to clarify terms that are unclear, to

control the order, and to probe for additional information and detail.

High control. The researcher gains high control by using the personal interview that is
done in a field study. In this kind of data collections, the researcher can receive the
respondents’ answer directly. Beside the high relevant answer of respondent, first of
all, the researcher will choose the respondents regarding to their position, their aca-
demic background, and their special interests. Good communication developed before

the interview is done is very critical to get the high control (Zikmund, 2003).

The high control advantage described on the previous paragraph has also described
the meaning of high response rate. As Zikmund (2003) wrote, the interviewer has to
develop intensive communication and high commitment with the respondents in order
to control the response rate. Interview schedule should be agreed to ensure that both
parties will allocate much time and, the most important from the researcher point of
view, the respondents have sufficient time to prepare some data that will be supplied

for the researcher’s interests.

Fuller information. Combining the personal interview and participant observation en-
able the researcher to obtain the data as many as possible. The data that are not pro-
vided by secondary sources will be completed and obtained from the personal inter-
view, since the personal interview is well prepared. The personal interview and the
participant observation will create a self cross-check mechanism to ensure the validity
of data come from both methods. The researcher also can receive some data from

many respondents that, may be, have different perspectives. For example, the inter-
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view can be done in order to obtain some data from the research objects, analysts,

government officials, and professionals and academicians.

Deeper information. Using the deep interview conducted on the field study, the re-
searcher will receive deep information, because the question can be developed at the
time of interview. Zikmund (2003) wrote that the researcher has to posses the ability
not only to analyse the respondents’ answers, but also the respondents’ attitude, so

he/she can avoid a bias on the data analysis.

The Disadvantages.
On the contrary of the previous section, according to Neuman (2000), there are also
some disadvantages inherent in the research methods. The disadvantages are as fol-

lows:

Information bias. Due to the nature of this kind of research method, sometimes, the
respondents keep some data not to be published to the researcher. The problem will be
overcome by making interview with some independent people who are not influenced

by the research objects.
High cost. Of course, the field study needs much money as operating cost. To do a

good research, the researcher has to do field study in Indonesia, the country where the

objects are located.
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CHAPTER IV
BRIEF STORY OF INDONESIA

A. The Economy of Indonesia
Indonesia, as the biggest country and the most populated in Southeast Asia region has
adopted the good corporate governance principles since the end of 1990s (LOI, 2000).
The adoption was started when the economic crises attacked the economic and politi-
cal systems in Indonesia. During the economic crises, all people looked at some cor-
porate failures were happened in Indonesia, and they realized that many Indonesian
corporations had managed without strong control. The company failures do not only
harm the stockholders, but, more generally, also harm the stakeholders.

The description of the development of good corporate governance principles in
Indonesia is presented by explaining the national economy and business condition be-
fore the economic crises, the condition after the economic crises, and the last descrip-

tion is the development of good corporate governance principles.

Indonesian Economy in Pre-Crises Period

Southeast Asian countries, including Indonesia, were claimed as the miracle of Asia
in the beginning of 1990s (Ponce and Zielenziger, 1997). In this time, it is not so sur-
prise to say that the Indonesian economic was potentially growth as a miracle with the
average of the annual growth rate was 5%-7% consistent for two decades since 1980s.
But, unfortunately, the country’s development was emphasized on the growth rate
rather than on the income distribution. While the economic growth rate reached 5%-
7% annually, the Gini Index was 0.38, 0.33, and 0.32 for the year of 1978, 1984, and
1990 respectively (Suryana and Erwidodo, 1996). It means that the most circulating
money in Indonesia was dominated by few number of people.

During the pre-economic crises, the government had fully intervened many in-
dustries in Indonesia and significantly influenced business practices, for example the
government performed tight regulation rather than deregulation and also the govern-
ment decided to involve directly into business practices, almost on all kinds of indus-
tries. We could look at the industries covered by some state owned companies that are
controlled by the government, such as mining, plantation, forestry, telecommunica-

tion, banking, insurance, airlines, etc.
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Old Order Nationalization Policy. According to Simanjuntak (2001), the development
of state owned companies in Indonesia was started after the Government of Indonesia
and the Government of the Netherlands went to war over the Papua sovereignty in
1959. At the time, some companies owned by Dutch were nationalized by the Gov-
ernment of Indonesia, and the government intervention on business practice was con-
sequently started. The nationalization of Dutch companies in 1959 was also a starting
point of guided economy implementation.

The Indonesian political and economic policy, in this period, closely related to
communism and socialism developed in Soviet Union and China. To establish closer
relationship, the government built a special path among countries as Jakarta-Beijing
axis. According to Tambunan (2001), the government action was done in order to re-
flect anti-colonialism, anti-imperialism, and anti-capitalism spirit, because Indonesia
had suffered from western imperialism and colonialism during 350 years.

After the regime under President Soekarno, the first president, was succeeded by
the new order, called Orde Baru, led by General Soeharto, the government continued
to manage the state owned companies, but was in different mindset from the socialism

to the capitalism.

New Order Economy. In the beginning of 1966, Indonesia entered into new era of
governmental system, called as Orde Baru and led by President Suharto. The new
government focused on the improvement of social welfare through development of
economy and society. It was done by reestablishment of relationship among Indonesia
and western countries and also finished the Jakarta-Beijing axis. Communism and so-
cialism were become prohibited ideologies.

In the dictatorship under President Soeharto, after he led the country more than
20 years, common business practices in Indonesia were influenced by special kinds of
relationship between the government and business societies, for example there were
many people that did their businesses through KKN (Corruption, Collusion, and
Nepotism).

Business practices dominated by KKN have reduced the ability of Indonesian
companies to participate in a fair competition (Leuz and Gee, 2005). Leuz and Gee
wrote in their paper regarding to the opportunities to take advantage from a global fi-
nancing. They also found that companies closely connected to Soeharto regime had

underperformed during the economic crises. Faccio (2002) defined the political con-
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nection as a company that one of its large shareholders or its top directors are member
of parliament, minister or head of state, or closely related to top official. It is logical
since the development of the companies was based on political connection, so they
were not ready to solve economic problems fairly.

Monopoly and oligopoly are other issues on the competition environment in In-
donesia. Sometimes, the government granted the monopoly rights to some companies,
resulted consumer protection was almost impossible to be upheld, and the competition
level was very weak (Baird, 2000; Simanjuntak, 2000; and Alijoyo et al. 2004). There
are many examples that show how the government created monopolistic or oligopolis-
tic market. PT Astra International was granted as a single automotive player, PT
Bogasari Flour Mills was granted as a single wheat production player, PT Telkom and
PT Indosat were granted as dominant players in telecommunication industry, etc.

The disturbances of national economy in Indonesia that had been done by Soe-
harto’s family and his cronies significantly influenced the competition level (Leuz and
Gee, 2005). In 1996, Tommy Suharto, the youngest son, was awarded by the govern-
ment to produce national car to produce cars using highly local content parts (Ber-
trand, 1997 and Hale, 2001), although, in the same year, he did not have a plant to
produce the cars.

Small companies that did not have a relationship with the president or his cro-
nies experienced difficulty to involve in the industry. Usually, to gain the business
opportunity, finally, the companies paid the lower officials in order to facilitate them,
for example to be a winner on a reconstruction projects, the companies that followed

the bid process paid much money to the members of committee.

Indonesian Economy in Post-Crises Period

The uncontrollable depreciation of Rupiah from Rp2,450/US$ on June 1997 to
Rp14,900/US$ on June 1998 (see the figure 3.1) showed that there are wrong policies
taken during the Orde Baru. The economic policies based on KKN, family and closely
relationship, monopolistic competition, and the inabilities of the government to con-
trol the inflation, 78% in 1998, caused the 1998-riot happened in several big cities in

Indonesia, such as Jakarta and Surakarta.
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Figure 3.1.
Currency fluctuations during the economic crises

20000

15000

10000

2000

0
Jan 97 May 97 Sep a7 Jan 98 Mary .95 Sep a8

Source: Statistics of Bank of Indonesia

On May 1998, President Soeharto decided to retire and handed over the leader-
ship to the vice president, BJ. Habibie. The new president worked hard to appreciate
Rupiah at a stable price, from Rp14,900/US$ on June 1998 to Rp8,025/US$ on the
last of 1998. The new government realized that reformation should be done in a right
way. In 1999, the government had conducted the deregulation policies, renewed many
acts, and prepared the next democratic election.

According to Baird (2000), the government should improve the business envi-
ronment in general. It means that the improvement is not only for large companies,
but also for small companies. It is relevant with Krisnamurthi (2002), that the small
companies and informal sectors had helped the government to minimize the economic
crises risk. Moreover, Baird proposed to the government to conduct some actions as
below:

e Promote better competition and create the new competition agency provided
by the 1999 Law of Competition;

e Reduce the burden of excessive government regulation;

e Strengthen the rule of law and the judicial system; and

e Accelerate banking and corporate restructuring.
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Table 3.1.
List of Government Acts issued in 1999 in Economic Policies

Act No. 5 Prohibition of Monopolistic Practice and Un-
fair Competition.

Act No. 8 Consumer Protection
Act No. 23 | Bank of Indonesia
Act No. 24 | Foreign Exchange and Exchange Rate System.
Act No. 25 [ Financial Balances between Central and Local
Government
Act No. 28 | State Management in Clean and Free from
Corruption, Collusion, and Nepotism
Act No. 31 | Eradications of Corruption
Act No. 36 | Telecommunication

Source: Cabinet Secretariat of Republic of Indonesia

According to Keasey (2005), macroeconomic and microeconomic policies influ-
ence each other, and they caused economic crises in Indonesia become difficult to be
solved in short time. In order to accelerate economic development, Alijoyo et al.
(2004) suggested that the government has to improve the competition environment in
micro level, and in the same time, the government should reform itself from corrup-
tion and bribery practices, because such practices result high cost economy, a problem

that exists in macro level.

B. Corporate Governance Practice in Indonesia

In 1995, the Government of Indonesia set the Indonesian Company Law and In-
donesian Capital Market Law in order to replace the Indonesian Limited Liabilities
Law governed by Commercial Code of 1847 set by the Dutch Government in colonial
period. The company law and the capital market law are the basis of corporate gov-
ernance practices in Indonesia. Under the law, the separation between princi-
pals/shareholders and management was existed. In order to supervise management’s
or board of director’s work, shareholders have to form a board of commissioners.
Both the board of commissioners and the board of directors are responsible to provide
full disclosure of the companies’ financial and non-financial position in a General
Meeting of Shareholders (GMoS). It indicates that the government chose to adopt

two-tier board system, a system that clearly separates the management and the board
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of commissioners. In the kind of system, the management is called as the board of di-
rectors — in a different meaning from another board system, one-tier board system.

The development of good corporate governance practices in Indonesia after the
economic crises was mostly affected by the economic crises and business practices
that had been done before. Monopoly, corruption, bribery, collusion, and nepotism are
the kinds of practices that had been realized by the government and business societies,
and they were the causes of the low level of good corporate governance implementa-
tion in Indonesia.

Following the government actions mentioned in the previous section, the Capital
Market Supervisory Agency (BAPEPAM) have issued some essential decrees to force
the implementation of corporate governance principles. These are examples of finan-
cial and non-financial rules issued by the agency:

e II.A.1. Documents available for public.

e VIIL.G.2. Annual Report.

e VIIL.G.7. Guidelines for financial reporting.

e VIIL.G.11. Management responsibilities of financial reporting.

e IX.E.1. Conflict of interest on certain transaction.

e IX.I.1. Planning and conducting the general meeting of shareholders (GMoS).

e [X.J.1. The main Articles of Association (AoA) of companies offering their
equities to the public and of publicly listed companies.

e X.K.I. Disclosure of information the “Must Immediately be Made Public”.

e X.K.4. Report on the use of funds received from public offering.

Stock Exchange Role

Indonesia Capital Market, as a proxy of degree of competitiveness in the country, had
suffered from the unfair business competition created by the government and its cro-
nies. The unfair competition between companies that are listed in the Jakarta Stock
Exchange results a bias financial analysis, because the companies show high profit
and market shares that actually were not gained by doing the fair competition. For ex-
ample, PT Indofood has granted as the holder of the biggest market share in food in-
dustry in Indonesia, and the company’s shares were sold in the Jakarta Stock Ex-
change as one of blue-chip shares. The company’s earning per share (EPS) showed

Rp90/share and Rp71/share in 2002 and 2003, respectively. After the food and wheat
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product market was widely opened, the company just reached Rp44/share in 2004 and
Rp5/share in 2005. The company is owned by Salim Group as the largest shareholder.
Salim was one of Indonesian-Chinese conglomerates closely connected to Soeharto.
Also, concentration of ownership of companies listed in Jakarta Stock Exchange

was not uncommon situation. According to Alijoyo et al. (2004), 64% of all compa-
nies listed in Jakarta Stock Exchange has concentration of ownership, so the market
players and other shareholders just seized a small part of companies’ pie. He defines
the ownership concentration as a high proportion of large shareholders from the total
ownership. When the condition still exists, there are only small portion of shares
traded in a stock market. It is consistent to another research conducted by the Asian
Development Bank. In its report issued in 1999, the ADB found some factors that had
caused economic crises in some countries in Asia, such as follows:

e High concentration of company ownership;

e Ineffective supervision by the board of directors;

e Inefficiency and lack of transparency on the procedures to acquire a com-

pany’s control;
e Over reliance on external funding, i.e.: bank loans; and

e Inadequate supervision by creditors.

The concentration of ownership and unfair competition among companies listed
in the stock exchange had weakened the regulation enforcement by the authorities,
such as BAPEPAM and JSX. It is consistent with the findings of Beird (2000) that
concluded the economic crises in Indonesia was caused by poor corporate governance
since the corporate governance in Indonesia had some characteristics such as:

e Corporate governance has been seen primarily as a compliance issue rather
than a means of enhancing corporate performance;

e Indonesian corporations are dominated by family-owned, even when the cor-
porations were listed in Jakarta Stock Exchange.

e Fraud and insider transactions are common business practices in the stock ex-
change, so the management, controlled by the majority shareholders, could in-
fluence the stock prices easily.

e Disclosure has been weak and the mechanisms created by the authority did not

operate effectively.
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e Minority shareholders and other stakeholders have had few means to protect
themselves.

e State owned companies have been subject to significant intervention by gov-
ernment in business decision.

e The role of the regulators has not been strong enough to control the environ-

ment.

National Committee on Corporate Governance Role

In 1999, the government formed the National Committee on Corporate Govern-
ance (NCCG). The objectives of the formation of the NCCG, as written down in the
report of implementation of the Letter of Intent between the Government of Indonesia
and the IMF, are as follows: to rationalize the regulatory framework; to emphasize
transparency of business practices; to increase the accountability of corporate man-
agement to shareholders and regulators; and to increase the effectiveness of enforce-
ment by regulatory agencies.

Two years after the establishment of the NCCG, in 2001, the agency issued the
Indonesian Code for Good Corporate Governance. The objective of the issuance of
the codes is to guide the Indonesian companies to implement good corporate govern-
ance principles based on international best practices that appropriately adjusted to suit
the Indonesian legal and regulatory environment. The purposes of the principles set
forth in the guidelines are as follows:

e to maximize corporate and shareholder value by enhancing transparency, ac-
countability, reliability, responsibility, and fairness in order to strengthen the
company’s competitive position both domestically and internationally, and to
create a sound environment to support investment;

e to encourage the management of the company to behave in a professional,
transparent, and efficient manner, as well as optimizing the use of and enhanc-
ing the independence of the Dewan Komisaris, the Direksi, and the GMOS;

e to encourage shareholders, members of the Dewan Komisaris and the Direksi
to make decisions and to act with a strict sense of morality, in compliance with

the prevailing regulations having the force of law, and in accordance with their
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social responsibility towards the various stakeholders and the environmental

protection.

The Indonesian codes of good corporate governance, in general, consistent with
the Corporate Governance Principles issued by the OECD (Kurniawan and Indrian-
toro, 2000). There are many points contained in the codes, such as: shareholders;
board of commissioners; board of directors; audit systems; corporate secretary; stake-
holders; disclosure; confidentiality; insider information; business ethics and corrup-
tion; donations; compliance with health, safety, and environment protection regula-
tion; and equal employment opportunity.

In order to improve the companies’ willingness to adopt the guidelines at their
article of association and at their practices, the committee had conducted efforts as

bellow:

The code of good corporate governance has been submitted to the government as a
private sector initiative. It will influence the companies’ willingness to directly adopt
the guidelines rather than those are issued by the government, because it is influenced

by the trust of Indonesian business society to the government.

The code will be implemented like industry standards, such as 1SO. As the companies
want to be rated by independent institutions on their implementation of quality stan-
dards, the NCCG promotes the formation of new independent institutions in order to
conduct the corporate governance implementation valuation, as a part of public con-

trol mechanisms.
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CHAPTER V
TELECOMMUNICATION INDUSTRY DEVELOPMENT IN INDONESIA
AND IN SOUTH EAST ASIAN REGION

A. Development of Telecommunication Industry

Since the end of 1980s, a drastic change at structure of telecommunications industry
was happened in the world. The change was begun by telecommunication industry
management reform from government, through its state-owned companies, to private
sectors. It was done not only through deregulation but also through sales of state-
owned companies on the telecommunication sector to private companies. The first
privatization in telecommunication industry was conducted in the UK by PM Marga-
ret Thatcher by selling of British Telecom. Then the privatization of telecommunica-
tion industry was followed by other countries, both developed countries and develop-
ing countries.

Privatization represents one government step to respond trade liberalization, so
that the privatized companies are expected be able to do their business function with-
out political interference from their country. According to Poh (1994) and D’Costa
(1997), there are some trend that dominate telecommunication industry growth in the
world, among other things: advanced technology utilization, globalisation, and liber-
alisation.

Advanced Technology utilization has consequences that a company competes in
telecommunication industry does not merely have to increase its volume of service,
but rather, the company has to compete by offering high value added services. Mean-
while, globalization has many impacts that the company has to be able to compete
against expansion of foreign companies come from developed countries, what is gen-
erally have more financial and operational support and higher level of technology. It
is relevant with go-international strategies phenomena imposed by developed coun-
tries toward their companies.

Liberalization conducted in telecommunication industry is reflected by deregu-
lation conducted by countries to create fair competition. In this point, the greater the
degree of deregulation conducted, it is expected the more foreign investor are ready to
do foreign direct investment. Liberalization is also done by reducing government roles

in telecommunications industry, from as an operator to a regulator.
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B. Brief History of Telecommunication Industry in Indonesia

Telecommunication industry in Indonesia has been started since 1961 when the gov-
ernment of Indonesia nationalized telecommunication company owned by the Dutch
in Indonesia. The expropriation was followed by the formation of a telecommunica-
tion state-owned company, which finally was named as PT Telekomunikasi Indonesia
(PT Telkom).

Meanwhile, acquisition of a foreign company owned by ITT USA by the gov-
ernment of Indonesia results a company that operates in satellite and international di-
rect dialling services, called as PT Indosat.

In order to develop the telecommunication industry, both companies had been
granted monopoly rights. PT Telkom had received fixed line licences, consisted of
local service and long distance service, and PT Indosat had obtained international di-
rect dialling and satellite services.

In 1994 and 1995, the government of Indonesia conducted privatization to PT
Indosat and PT Telkom, respectively. The privatization was done by selling the gov-
ernment’s shares at both companies through the Jakarta Stock Exchange, the Surabaya
Stock Exchange, the New York Stock Exchange, and the London Stock Exchange. It
is a monumental decision that the government and the companies were willing to do
dual listing, a practice that had never been done by other companies in Indonesia.

By privatizing both companies, the companies’ performance should enhance be-
cause the companies have responsibilities to increase shareholders’ value. Unfortu-
nately, in Indonesia, the domination of the government toward the companies ham-
pered the companies to grow, because the companies have to satisfy both business and
political interests. Until 2002, teledensity rate achieved by the telecommunication
companies was 3.7% and 5.5% for fixed line and mobile services, respectively, com-
pared to Singapore 46.4%, Malaysia 19%, Thailand 9.9%, and Vietnam 6.9% (source:

Asean Connect).

C. Regulation
Changes towards telecommunication industry activities in Indonesia has been taken
place since the government of Indonesia issued Telecommunication Law No. 3/1989
and followed by Telecommunication Law No. 36/1999.

Before the Act No. 3/1989, telecommunication business had been managed us-

ing monopoly mechanism by the providing of exclusive rights granted to PT Telkom
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and PT Indosat. The Act No. 3/1989 had replaced the monopoly by introducing Pub-
lic-Private Partnership system. The system required private companies that operate on
telecommunication business had to build a special cooperation with public company
as a partner. The PPP system offered revenue-sharing, Joint Venture Companies (mo-
bile), and Joint Operation Scheme-KSO (fixed-line).

The ineffectiveness of PPP had caused the government of Indonesia change the
competition structure into full competition among developed companies in Indonesia.
In order to support the policy, the government required PT Telkom and PT Indosat to
stop their cross-ownership at several subsidiaries, such as PT Telkomsel and PT Sate-

lindo. The previous ownership structure at PT Telkomsel and PT Indosat is as follow:

Table 5.1.
Ownership Structure of PT Telkomsel and PT Satelindo

Launch Ownership Structure
Date
PT Telkomsel 1995 Telkom 51%; Indosat 49%
PT Satelindo 1994 Telkom 30%; Indosat 10%; Bimagraha 60%

Besides, new licences were granted in competitive way by involving more tele-
communication operators, especially in mobile services. Now, there are many mobile
operators doing business in Indonesia, such as Telkomsel, Indosat, Excelcomindo,
mobile-8, Bakrie Telecom, Cyber Access, Lippo Telecom, and Sampurna Tel. Several
foreign companies operated in Indonesia through the local companies above as fol-

lows:
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Table 5.2.
Foreign Players in Mobile Industry

Foreign Players
1 ocal Players

SingTel Telkomsel
STT-SingTel Indosat
Telecom Malaysia Excelcomindo
Hutchinson Cyber Access
Maxis Lippo Telecom

(Source: Firmansyah, 2006)

D. Line of Business
Together with the development of telecommunication technology, the government
withdrew the exclusive rights bestowed to PT Telkom and PT Indosat and goes into
effect competition system. The government granted relatively the same licences to-
ward PT Telkom and PT Indosat. Now, the companies have had lines of business as
follow:

e Fixed Line, including wireless devices.

e Mobile

e Data and Internet

e Network and Interconnection

E. Profile of Two Major Companies
This section will discuss company profile of PT Telkom and PT Indosat. Generally,
both companies has the relatively same business, that is at telecommunication indus-
try, even in the beginning of the establishment of the industry in Indonesia, both com-
panies were granted by the government of Indonesia two different kinds of monopoly
policies.

The discussion will be based on information gathered from the annual reports is-
sued by both companies and the company profiles stated at Real Time Financial In-

formation (RTT).
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PT Telkom

History

PT Telkom is a state-owned company associated to public telecommunication pro-
vider. In the beginning of economic development of Indonesia, the government of-
fered PT Telkom to develop and to manage fixed line services. Historically, PT
Telkom was a private company founded by the Dutch East Indies government in
1884. The first time, the company was named as Post en Telegraafdienst, and had
been authorized to develop telecommunication sector for 25 years.

Together with Indonesian fight for freedom, the company was expropriated by
the government of Indonesia in 1961, and then the company was named as PN Pos
dan Telekomunikasi.

In 1965, PN Pos dan Telekomunikasi was separated into PN Pos dan Giro and
PN Telekomunikasi, and then PT Telekomunikasi was separated as Perum Telekomu-
nikasi and PT Industri Telekomunikasi Indonesia. The separation was followed by
clearly job distribution. Perum Telekomunikasi had to develop telecommunication
network, and PT INTI had to develop telecommunication device manufacturing.

In 1991, the government changed the legal status of Perum Telekomunikasi as
“persero”, or state-owned limited liability corporation, with the objective was to
strengthen its business practice, to become PT (persero) Telekomunikasi Indonesia.

Because of the width of operational scopes in Indonesia, PT Telkom divided the
area in seven regional division and one network division. Additionally, PT Telkom
and its several partners from developed country operators formed Joint Operating

Scheme (KSO — Kerja Sama Operasi).

KSO Agreement
The KSO Agreement was carried out by PT Telkom and its partners in order to im-
prove society accessible to get telecommunication services widely. The agreement

stated that KSO partners had special rights to:

e To manage and operate specified regional division for a fixed term.
e To develop new certain amount fixed-line networks in the period of coopera-

tion.

e To share revenues generated during the agreement.
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e To transfer the existing and new facilities to PT Telkom for an agreed amount

of compensation.

Nevertheless, the operating of KSO Agreement was hampered by economic cri-
ses in Indonesia and the partners suffered difficulties to fulfil the stated target to de-
velop new fixed-line networks in their regional divisions. Finally, PT Telkom decided

to take over four KSO partners during 2001-2004 as follow:

e In 2001, PT Telkom acquired more than 90% stocks of Dayamitra, the KSO
partner of regional division VI, and on December 2004 PT Telkom exercised
its call-option right to buy the remaining shares.

e In 2002, PT Telkom acquired 100% shares of Pramindo, the KSO partner of
regional division I gradually.

e In 2003, PT Telkom acquired 100% shares of AriaWest, the KSO partner of
regional division III.

e In 2004, Telkom arranged new agreement with Mitra Global Telekomunikasi
Indonesia (MGTI) to buy financial control and operating decision of regional
division IV for a purchase price of US$390.7 million. (Form 20-F PT Telkom
2004)

Monopoly Termination
The significant changes of government ownership at PT Telkom was started in 1995
when PT Telkom listed its stocks at the Jakarta Stock Exchange, the Surabaya Stock
Exchange, the New York Stock Exchange, and the London Stock Exchange. Since the
initial public offering, PT Telkom has changed its legal status as a public company
and subject to the enforcement of capital market rules, both national and international.
Although the public offering was carried out successfully, the government de-
cided to dominate the ownership at PT Telkom. In the end of 2005, the ownership

structure of PT Telkom was as follow:

The government of Indonesia 51.19%
National Investors 2.61%
Foreign Investors 46.20%
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Together with a new order in Indonesia, called “Orde Reformasi”, the govern-
ment of Indonesia issued a Telecommunication Law No. 36/1999 in order to reform
telecommunication industry. The Telecommunication Law provided the basis of the
government action to terminate PT Telkom’s exclusive rights of providing fixed-line
services. Besides, PT Telkom and PT Indosat had to end their joint ownership at sev-

eral subsidiaries in order to introduce fair competition in telecommunication industry.

PT Indosat

There are few information gathered by researchers regarding PT Indosat’s history,
because PT Indosat did not operate and touch directly in the interest of citizen of In-
donesia. PT Indosat was granted to develop international direct dialling (IDD) and

satellite services.

History
Historically, PT Indosat was founded in 1967 by America Cable and Radio Corpora-
tion, a subsidiary of International Telephone and Telegraph (ITT) in United States. In
1980, the government of Indonesia took over the company from the America Cable
and Radio Corporation, and changed the company’s legal status from Foreign Direct
Investment company to become State-Owned Company.

During doing the operation as state-owned company, the government ownership at
PT Indosat was reduced in 1994 by Initial Public Offering at the Jakarta Stock Ex-
change, the Surabaya Stock Exchange, the New York Stock Exchange, and the Lon-
don Stock Exchange. The reduction of the government ownership was taken place in
the end of 2002, when the government sold 41.94% ot its shares at PT Indosat to for-
eign investor, Singapore Technologies Telemedia Pte. Ltd through Indonesia Com-
munication Limited as its special purpose vehicle (SPV). It has made the changing of
government ownership from 57% to 15%. Entirely, the ownership structure at PT In-
dosat is 15%, 41.94%, and 43.06% as the ownership of the government, ICL, and

public, respectively.

Monopoly Termination
Related to telecommunication business reformation, as of PT Telkom, the business of

PT Indosat has been affected by the government policy to liberalize telecommunica-
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tion industry. It was started in 1999 after the issuing of the Telecommunication Law
No. 36/1999.

The policy has affected PT Indosat, both operational businesses and strategic
ones. For example, the merging of PT Satelindo into PT Indosat has changed the PT
Indosat’s business strategy to become Full Network Service Provider and has forced
PT Indosat to focus on cellular business. Besides, PT Indosat has received new license

to develop local services and long distance ones together with PT Telkom.

F. South East Asia Countries — A Comparison

In this section, I will inform the description of telecommunication regulations carried
out by countries located in South East Asia region, such as Malaysia, Brunei Darussa-
lam, and Philippines, in order to obtain different context of knowledge between coun-

tries.

Malaysia. Malaysia has conducted liberalization policy on telecommunication indus-
try since 1991 at the time privatization of Telekom Malaysia (TM) or Syarikat Tele-
kom Berhard before 1987, the largest telecommunication provider in Malaysia. Af-
terwards, the government gave some licenses to other companies to provide cellular
service in order to push fair competition in cellular markets.

Now, Telekom Malaysia still has its own rights to monopolize fixed line ser-
vices, and meanwhile, cellular services conducted by some companies, among other
things: Celcom (100% owned by TM), DiGi Telecommunication, Maxis Telecommu-
nication, and Telekom Cellular. The last company mentioned is a fully state-owned
enterprise. One interesting thing is that telecommunication industry in Malaysia has to
be dominated by Malaysian natives. For example, only 15% of shareholders in Tele-
kom Malaysia is foreigners, and 4.5% is non-natives (source: Telekom Malaysia’s
website).

Besides improving operational and financial performance, the government im-
poses of the company to expand into other countries, among other things to Pakistan,
Bangladesh, Indonesia, Thailand, etc. (source: NTP, Malaysia). It means that the gov-
ernment of Malaysia supports Malaysian companies to go-international, from local

companies to multinational companies.
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Brunei Darussalam. Brunei Darussalam is one of the smallest country and popula-
tion in South-East Asia. With the number of population of equal to 357,800 people,
Brunei has GDP per capita of equal to US$23,600 (Source: CIA World Facts). Tele-
density reaches by 25%, so that with an assumption of per household inhabited by
four people, hence Brunei has installed telecommunications services at each house-
hold.

The government of Brunei Darussalam decided to grant monopoly rights of its
telecommunication industry to Jabatan Telekom Brunei and DST Communication for
fixed line services and cellular ones, respectively.

The government has restructured its regulation in 2001 by issuing:

e Telecommunication Successor Company Order.

e Authority for Info-Communication Technology Industry Order (AiTi).

e Telecommunication Order

(Ibrahim, 2005).

Although the country has restructured its regulation of the telecommunication
industry, the government still goes into effect dual function systems between operator
and regulator. For example, AiTi Order established the AiTi as independent statutory
body to regulate the local ICT Industry. Meanwhile, Telecommunication Order con-
fers AiTi the exclusive privilege to provide telecommunication systems and allows

the AiTi to grant of licenses for the same to other companies.

The Philippines. The Philippines has uniquely characteristic related to telecommuni-
cation regulation with changes of its government regimes, even it could still be seen
as progressive policies. The government of Philippines is much powerful to govern
telecommunication industry, as of Malaysia case.

When president Ferdinand Marcos led the country, he granted monopoly rights
to several private companies. At that moment, the Philippine Long Distance Tele-
phone (PLDT) had monopolized market of both international calls and domestic ones.
Two other companies monopolized domestic and international satellite services, and

one company monopolized international telex and data communication.

46



Under the governance of President Corazon Aquino, she started to add some
telecommunication services and she gave licenses to other companies, that is in inter-
national gateway services, cellular phone services, and cable television. The liberali-
zation continued by President Ramos by publishing the Public Telecommunication
Policy Act.

In order to enforce all companies granted the licenses to improve national tele-
density, the government released two regulations in 1993 that are intertwined each
other, that is interconnection regulation (EO 59) and the regulation that requires each
telecommunication operator to install certain number of fixed lines (EO 109), for ex-
ample a company granted by cellular license has to install 400,000 fixed lines.

To strengthen fair competition, the Philippines invited some investors to enter
into its telecommunications markets. Up to 1998, there were some foreign companies
invested over there, among other things: Singtel, Deutsche Telekom, First Pacific
Hongkong, NTT Japan, and Nynex USA (Source: APEC, 1998). But, the foreign in-
vestment was limited as the maximum of 40% ownership held by foreign companies.

But, as in Indonesia, the first mover usually tends to be resistant toward new
regulations. For example, although the government issued interconnection regulation,
PLDT as the largest operator has limited new comers to get interconnection access to
its network or charged prohibitive rates.

The number of companies (14 national network operators) followed by the gov-
ernment regulation, such as EO 109 released in 1993, resulting the dramatic im-
provement of teledensity from less than 1% in the year 1991 becoming 9% in 1998

(Source: Aseanconnect).

The countries mentioned above, including Indonesia, have different contexts of
telecommunication regulation background. Executive/government power, countries’
income, and law enforcement strongly influence the performance of telecommunica-
tion industry. In Indonesia, PT Telkom as the largest company serves on fixed line
services is subject to interference of government and societies, including political par-
ties’ interests. For example, the position of CEO and other directorships at Indonesian
state-owned companies, including on PT Telkom, is not merely a professional job, but
also a political job, a totally difference from other countries’ experiences (Jawa Pos,

27 June 2005)
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CHAPTER VI
RESEARCH FINDINGS AND DISCUSSION

A. Findings of Research

This section will present finding research obtained from interviews between the re-
searcher and specific targeted people. The interviews had been conducted in Indonesia
since March 15, 2006 until April 8, 2006. In order to treat the interviewees anony-

mously, I will use only unspecified job position. The table below describes the tar-

geted people:
Table 6.1.
List of Respondents
people

1. Deputy Minister of State Owned Company 1 person
2. Leaders of Political Parties — informal interviews | 2 people
3. Chairman of National Committee on Corporate | 1 person

Governance
4. Independent commissioner at PT Telkom 1 person
5. Independent commissioner at PT Indosat 1 person
6. Corporate Secretary or Investor Relationship at | 2 people

PT Telkom
7 Corporate Secretary or Investor Relationship at | 4 people

PT Indosat
8. Practitioners at Mandiri Sekuritas 2 people
9. Lecturer and Researcher from Gadjah Mada Uni- | 1 person

versity

The researcher has obtained much additional knowledge during the interviews
conducted. Also, the researcher could verify and clarify some findings found before

the interviews to be carried out. The findings are presented as of Figure 6.1.

a. Privatization

This part will discuss about the objective of privatization and methods used on priva-
tization of PT Telkom and PT Indosat. Also, the context underlying the advanced pri-
vatization of PT Indosat in 2002 will be described.
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Figure 6.1.
Finding Report Structure

Privatization _ Impacts of Priva-
tization
Objective Context Private Status Government Status
Methods External Factors

The objective of Privatization
In 1994, PT Indosat, followed by PT Telkom in 1995, listed in Jakarta Stock Ex-
change, the Surabaya Stock Exchange, the New York Stock Exchange, and the Lon-
don Stock Exchange. It was the first experience of Indonesian companies to do dual
listing, in both national capital markets and international ones.

There are two objectives of why the government imposed PT Telkom and PT
Indosat to do dual listing; these are to improve business practices in Indonesia and to
invite foreign society to participate in telecommunication business. One of Deputy

Minister of State Owned Enterprises said as below:

“The main objective of privatization we conducted, either in Indonesian
capital market or in international capital market, is to create corporate
value.... Why we chose to conduct the IPO in New York Stock Exchange,
stock exchange in a state which is more advance than those in Indone-
sia. After the time of the IPO, we start to improve our reporting systems
in order to be more transparent and accountable. In fact we have con-
ducted good corporate governance there. Besides, we wish foreign soci-
ety assist and participate in telecommunication industry in Indonesia
through the share ownership.

And also, why the government so confident of the ability of PT Telkom
and PT Indosat was because we looked at telecommunication business

characteristics. In the time of IPO, the companies, from both cash flow
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and future prospect, was very good, and we were sure that investors will
be interested. Afterwards, our projection was proven. A few moment af-
ter we were listing, we could sell the shares on PT Telkom and PT In-

dosat successfully, and after that, the share price has been increasing.”

Another practical objective why the government of Indonesia supports both PT
Telkom and PT Indosat conducted dual listing was mentioned by one of researcher
from Gadjah Mada University that interested on privatization. The objective is to

make PT Telkom and PT Indosat as pioneers. He said as below:

“We know that capital market and law enforcement in Indonesia are
still lower than those on other developed countries. Would we still close
our eyes and do not see that other countries have been take-off? In my
opinion, it is better if we ride in a flying plane than we ride in another
one that does not wish to take-off, isn’t it? At least, one or two of us fol-
low the flying plane, so they can inform and advise us about how the sky
is. Thereby, it is referred as pilot project, that is from a few national
corporations which have been listing in international capital market and
keep their good performance, and then [ am sure other companies will

follow them.”

Methods of privatization and underlying context.

Different context was happened when the government conducted the advanced priva-
tization of PT Indosat in 2002. There are many things that influence the privatization
process. First, the government had to generate revenue due to lack of state budget.
Also, it was the cause of why the government chose strategic sale method rather than
public offering one. It was said by the Deputy Minister of State Owned Companies

during the interview:
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“There is no strange decision on the privatization. It is rational because
the government was requiring much money. For example, you have your
own program and need much enough fund, but you do not have money.
What you will do? Of course, first, you will think to borrow much
money. Second, You will try to find something what you can sell, won’t
you? That is so realistic, at that time, the state was requiring fund
quickly. Then, if we sold our shares through capital market, we could

not accept the money quickly.”

An ideal perspective was mentioned by the Minister of State Owned Company, Sugi-
harto, at a opening lecture in Gadjah Mada University on the beginning of August
2005'. The privatization methods chosen by the government provides different quality
of process accountability. Theoretically, public offering method offers more account-

able processes than those of strategic sale one. He said as follow:

“We have some methods of privatization that we can implement. The
first is public offering. Second, strategic sale. The last option is Man-
agement or Employee Buyout. Of course, the best methods, from ac-
countability point of view, is public offering, because the method will in-

volve capital market authorities, legislative members, press, etc.”

Second, implicitly, he assumed that international institutions had pressured the gov-

ernment of Indonesia to conduct the privatization.

“If you ask about pressure of international institutions, for example
IMF, I thought that they did not insist on. They just gave us choices. If
we did not want to do, I think it was still Okay... Nevertheless, it was re-
lated with their aid programs. They required it as one of conditions. |
think it is also taken place around the world. Please do not be spelled
out it as a pressure. It is their offer to Indonesia, whether or not, Indo-

nesia wishes to recover the economy quickly. Why we do not spell out as

! The researcher attended on the opening lectures at Gadjah Mada University. Gadjah Mada University
is a university that the researcher works as a lecturer.
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a pressure is because it will make us become so defensive and also it has

’

negative connotation.’

Third, political parties’ involvement. Even though there was strong debate among
politician figure on the privatization process, the Deputy Minister of State Owned En-
terprises did not mention the influence of political parties at the privatization of PT

Indosat. He avoided saying that the political parties were scrambling to take advan-

tage.

“Political party did not fight, but competed. They competed so their
candidates can win. It is ordinary situation in business world. And the
political parties also are of the same to do this. Then, as long as the

’

winning is based on procedures, in my opinion, it is no problem.’

But, one of Partai Amanat Nasional founders said that his party was involved on the
privatization process indirectly. He said that his party carried a multinational company

to follow the tender. He said as follow:

“I admit that I and my party had been involved to look for appropriate
investor on the privatization of PT Indosat. Then, after my candidate
failed, I gathered all regents, mayors, and governors from rich districts

to form consortium together to buy PT Indosat. I think this was national-

istic.”

Evidence is told by a member of Indonesia Legislative Assembly that mentioned of
political party involvement on the privatization process. Moreover, in this context, he
did not only talk about the political party involvement on the privatization process,
but also the involvement on state owned companies’ strategic decisions. He said as

follow:

“It is not a confidential that state-owned companies are become the
area of struggling of financial resource for political party, especially to

generate financial support in the general election 2004. This problem
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frequently present in every privatization failure in Indonesia, including
of privatization of PT Indosat.

At least, there are two factors making the privatization of PT Indosat
fail to fulfill ideal objectives, such as:

a.The existence of politicization of board of directors at PT Indosat to
pursue irrelevant political targets. I believe you know that any mem-
bers of board of director of PT Indosat at that moment are of political
party participants, either directly or indirectly.

b.There was political extortion toward the existence of PT Indosat for
the interests of governmental functionary and the political party. In
this case, I think you have known if a political party utilized some of

privatization results in order to fund the general election in 2004.”

b. The Impacts of Privatization
There were many consequences that would clearly appear after state-owned company
was privatized. The first is the changes of ownership structure. Second, the govern-

ment status. Third, more rules to be obeyed, for example capital market rules.

Ownership

M. Adhi, one of researcher from Gadjah Mada University, is certain that privatization
could improve company’s performance. Because trend of privatization in the world
clearly moves from mainly government ownership to private ownership, he believes
that the ownership changes will affect on the performance (see also in Adhi, 2005).

He said as follow:

“The government could reduce its ownership by either selling the shares
on a stock market or selling the shares directly to strategic investors...
In my opinion, the performance of PT Telkom and PT Indosat is differ-
ent, because the government has done a half-hearted privatization to-
ward PT Telkom. Now, the government keep its shares at PT Telkom

51% of common stock and one sheet of dwi-warna stock. It means that
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the government has full control to PT Telkom. In this situation, PT
Telkom is still a state owned company and having some special privi-
leges.

Now, the government tries to follow on international trend of priva-
tization that leaves state-owned companies to become mainly private
ownership. An example is PT Indosat. We will see the differences be-
tween both companies couple years later, after the company stepped

back to its status as foreign direct investment.”

Government status

Before companies be privatized, government holds full control, and the government
could exercise its control on daily basis. It is different from privatized companies;
even though the government still holds most of outstanding shares.

One of independent commissioner of PT Telkom said as:

“By binding ourselves to stock markets, what the government can do? It
is not different from other stockholders. But, because the government
has more than half portion of outstanding stocks and one sheet dwi-
warna stock, the government still controls the company. But, the control

2

should be exercised through a general meeting of shareholders.’

But, at another answer of government intervention, he said that, in fact, the govern-
ment often intervenes the company’s operation, and not through general meeting of

shareholders.

“Often. Very often. And, by law, it violates the law. But, it is common at
the businesses of state-owned companies in Indonesia, either explicitly
or implicitly. Even, the parliament assumes that it has a right to do

that.”
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Rules of Capital Market
Public Offering is a way for a company to be better, because, by binding on a stock
market, the company has to follow more rules than those of private or family compa-

nies. One of Senior Vice President at PT Indosat gave clear statement as follow:

“Since 1994, Indosat has been listing as a public company at the Ja-
karta Stock Exchange, the Surabaya Stock Exchange, the New York
Stock Exchange, and the London Stock Exchange. The experience was
followed by PT Telkom in 1995. So, like or dislike, we were bound by
rules of capital market, both national capital markets and international
ones. Because of that, corporate governance and its aspects have been
implemented at PT Indosat as a basis of public company. For example,
the company makes annual report and other reports routinely, gives re-
port of all material matters, follows both Indo GAAP and US GAAP,

i3

etc.

It is also agreed by the independent commissioner of PT Telkom I interviewed. He
said that US capital market authorities have issued strong rules, and they enforce pub-

lic companies listing there to do the rules.

“In a process of reporting, there are very detail requirements from the
US SEC. The compiling of annual reports also needs high standards,
such as accounting standard and reporting standard.

Auditors also have different standard when they conduct auditing en-
gagement at PT Telkom, because, after the Enron failure in US, the SEC
formed PCAOB and put into effect the Sarbanes Oxley Act 2002. All of
requirements of US SEC will reform our organization and will impose
the audit of processes and audit of people... This year, we will conduct
integrated audit. Not only financial statement audit, but also internal

control audits as mentioned on section 404 Sarbanes Oxley Act.”

c. Conclusion of Research Findings
From the research findings mentioned above, I would like to conclude that the

government’s choice to conduct dual listing is to increase corporate value and to
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force companies to implement internationally business practices. It is also in
line to the dual listing theory. The theory said that companies listed in dual mar-
kets would get advantages from reducing cost of capital.

Also, I find from interviews that there are many factors that affected priva-
tisation performance, especially on transparency and disclosure practices,
among other things: capital market role and ownership structure. Capital market
enforces the companies that are listing on the institution to improve their trans-
parency using routine report and incidental information. Ownership structure
changes, from mainly state ownership to mainly private ownership, also influ-

ences corporate performance on transparency.
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B. Discussion

a. The Choice of Privatization Methods

There are some methods of privatization which can be conducted by government OF

Indonesia as stated in the State Owned Company Law, among other things are Initial

Public Offering, Strategic Sale, and Management/Employee Buyout (President Decree
No. 122/2001 as of strengthened by SOE Law No. 19/2003 Section 78). Theoretically,

each method applied has own advantage/disadvantage that can be explained as follow:

IPO. This method is conducted by selling government’s shares to public
through capital market institutions. The Public Offering method usually is
done by companies that have been well-performed, so the existence of com-
pany shares at the capital market could improve corporate value and capital
market activity and liquidity.

Strategic Sale. This method often be chosen by the government to privatize
less-performed companies. For example, state-owned companies that always
burden state budget annually could be offered directly to a strategic investor
that has relatively the same business as of the privatized company, so the in-
vestor could fully pays attention to improve the company corporate value.
Also, the method could be done when the government has to provide much
amount of fund to cover its deficit budget.

Management/Employee Buyout. The government could privatize a state
owned company by selling the government’s shares to management or em-
ployees of the company. The advantage of this method is the emerging of
sense of belonging of the management and employees toward their company,
so they are expected to work harder in order to improve corporate value of the
company. Also, this method will enhance operational and financial perform-

ance on long term period (Nankani, 1998).

Related to the privatization of PT Telkom and PT Indosat, the government util-

ized two methods provided by the rule; Initial Public Offering for PT Telkom and PT

Indosat and Strategic Sale for PT Indosat. According to a Deputy Minister of State

Owned Company, the companies have good prospect, because technology growth of-
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fered, combined with growth of demand on telecommunication services, enable them
to generate high revenue in the future.

In 1994, the government privatized PT Indosat and followed by PT Telkom one
year later. The method of privatization selected by the government was initial public
offering by listing the companies in the Jakarta Stock Exchange, the Surabaya Stock
Exchange, the New York Stock Exchange, and the London Stock Exchange. An inter-
esting action had been done by the government and the companies that they listed on

national stock markets and international stock markets at once.

The Utilization of Foreign Capital Market

There was no experience had by the government of Indonesia and its state owned
companies to carried out the dual listing decision, but they were still optimistic that
they would generate more benefits than only conducted single listing in the home
country, because they believed that stock markets in the developed countries was
more liquid and able to absorb greater number of stocks offered than those in develop-
ing countries. This matter was proven by the number of outstanding shares traded in
the US compared to those were traded in the home country. Table below describes the

structure of ownership of PT Telkom and PT Indosat at the end of 2004:

Table 6.2
Ownership Structure of PT Telkom and PT Indosat

. | PT Telkom | PT Indosat

Government 51% 15%

Public Investor —| 3% 5%

Indonesia

Public investor — US | 46% 39%

Strategic investors - 41% (by ICL)

Source: Company Annual Reports, as of Dec. 2004

We could compare between percentage of the Indonesian public investor owner-
ship and the US public investor ownership at PT Telkom and PT Indosat described by
the table above; 3:46 and 5:39 for PT Telkom and PT Indosat, respectively. I do not
count on the 41% of strategic investor shares, because the shares are not traded in the
stock markets.

Beside the main target of privatization to increase corporate value, in general,

the target set by the government to push both companies for listing in international
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stock market is so that they would become pilot projects. Thereby, both companies
should transfer their knowledge and experiences to other public companies in Indone-
sia which have not conducted it yet. Also, both companies have to show to other
companies that they have better performance. For example the share of the companies
are always traded as blue chips on market floor in Indonesia and they are better in the
implementation of good corporate governance compared with others. This matter was
affirmed by one of independent commissioner of PT Telkom. He said that companies,
which listing in international stock markets, have to implement good corporate gov-
ernance more than simply following its structure, but they have to come into process.
He give us an example that to date, national companies are still executing good corpo-
rate governance principles only in the level structure, by using check list as assess-

ment tools.

Reducing Cost of Capital

Theoretically, a utilization of foreign capital market gives opportunities to companies
reducing cost of capital, that is a combination of cost that should be borne by the
companies from equity and debt. Simply, cost of capital could be the obligation of
companies to pay dividend out to owners for their capital and pay for the debt inter-
ests of the companies to third parties, for example financial institutions. Generally,
there are two methods used to determine the cost of capital. The first method is
weighted average cost of capital. The weighted average cost of capital is counted by
combining the cost of equity and the cost of debt in proportion to the relative weight
of them. Another method is Capital Asset Pricing Model.

According to capital asset pricing model, the less coefficient of systematic risk,
the less required rate of return that should be borne by the companies, from a certain
value to be equal to rate of interest on risk-free bond, for example T-Bills interest rate.
Systematic risk is defined as a function of total variability of expected returns of the
companies relative to a market index and of the degree to which the variability of ex-
pected returns of the companies correlates with expected returns of the market. Or, in
a simple way, systematic risk is the risk of the market itself, risk that could not be di-
versified by the companies (Eiteman et al., 2001). Related to what was said by one of
commissioners of PT Telkom, companies that has been listed in developed countries

will be forced to have high level of integrity, so that this matter enables the companies
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to reduce coefficient of systematic risk of the companies’ stock (). The capital asset

pricing model was modelled as follow:

K. = K+ (Km - Krf) B

Where, K. is expected rate of return on equity, K¢ is rate of interest on risk-free
bonds, B is coefficient of systematic risk for the company, and K, is expected rate of
return on the market portfolio of stocks. By minimizing [3, the expected rate of return
of the companies could be closer to rate of interest on risk-free bond, so the responsi-
bility of the companies to provide more rate of return on equity could be reduced.

Realizing that capital markets of Indonesia is segmented capital market, hence
PT Telkom and PT Indosat conducted dual listing in national stock exchange and in
international stock exchange, the New York Stock Exchange and the London Stock
Exchange. The NYSE and the London Stock Exchange were recognized to be more
liquid and more integrated capital market than those in Indonesia. The advantage PT
Telkom and PT Indosat to do dual listing in both national stock exchanges and inter-
national stock exchanges, the companies combine effort to obtain financial resources
from more liquid and more integrated capital markets at once. Market liquidity could
be defined as “degree to which a firm can issue a new security without depressing the
existing market price, as well as the degree to which a change in price of its securities
elicits a substantial order flow” (Eiteman et al., 2001).

As drawn at the figure below, we could clarify that the advantage of PT Telkom
and PT Indosat to do dual listing in more liquid and more integrated stock markets is
that the marginal cost of capital shifts to right side and that the initial cost of capital
could be reduced as well. Finally, the companies could access to lower cost of capital
over the entire budget range.

Given PT Telkom and PT Indosat have their own budget equal to B1 and mar-
ginal Cost of Capital is equal to MCoC; if the companies had only carried on a single
listing in Indonesia. Because the companies have done a dual listing both in emerging
markets and in developed markets, then the marginal cost of capital of two companies
shifts to the right side, combined with the listing on more integrated markets, so the

initial marginal cost of capital also become lower than before. The results are the
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moving of marginal cost of capital from MCoC,; to McoC; and also more budget can

be achieved, from B; to B,.

Figure 6.2.
Differences of Single Listed and Dual Listed
on Marginal Cost of Capital and Budget
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The reduction of cost of capital of companies conducting dual listing also be-
come to be paid attention to by Yagil and Forshner (1991) and Cheung and Shum
(1995). Yagil And Forshner conducted a research to find how international dual list-
ing become one of strategies that can reduce the effects of segmented markets. Ac-
cording to Yagil and Forshner, there are three ways of which can be carried on to re-
duce the effects of segmented markets: foreign portfolio, mergers with foreign firms,
and dual listing of domestic firm securities on foreign capital markets. Yagil and
Forshner also explain that there is a relationship between risk and return on a security
listed on a domestic market only and another security that has identical nature with
the security, except that the later is dually listed. They explain that expected return on
the dually listed security will be higher and the variance associated with or risk will
be lower than those of the single listed one.

Meanwhile, Cheung And Shum have conducted a research toward Hongkong
companies’ behaviour and concluded that there were some methods that could be used
to reduce political risks, that is either to relocate the companies into more stable for-

eign countries or to conduct dual listing to more liquid and integrated markets.
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Why Privatize PT Indosat?

In 2002, the government sold its most of shares at PT Indosat through the mechanism
of strategic sale to Indonesia Communication Limited ( ICL) as a special purpose ve-
hicle (SPV) of Singapore Technologies Telemedia Pte. Ltd, a subsidiary company of
Temasek Holding Pte. Ltd. The sale was done as a reaction to international pressure
and as a method to cover its deficit budget.

International pressure was done by International Monetary Fund (IMF) ex-
pressed in Letter of Intent signed at January 20, 2000. In this case, one of Deputy
Minister of State Owned Company refused that the opinion aforementioned above as
a pressure, but “they offered a program”, because the “pressure” has unfavourable
connotation. But, if related to a relief of fund which might not be poured by the IMF
if the government did not conduct the programs offered, this matter can be told as a
forced offer.

Meanwhile, deficit of state budget become a serious problem for the government
of Indonesia. The condition was aggravated by the fluctuation of currency. The deficit
of state budget become a very strong reason for the government to select the strategic
sale method, because by using this method, the government would generate revenue
quickly. In order to describe the Indonesian economy, table below is presented to in-

form the government financial positions for the year 2001, 2002, and 2003.

Table 6.3.

Indonesia Annual Budget

@ @@= 2 2002 2003

Revenue 301,077 305,151 336,155
Expenditure (341,563) | (345,605) (370,592)
Surplus (Deficit (40,486 (40,454 (34,437)

3.465 444 8,000

Currency Rate (Rp/USS) 10,400 8,940 8,465

What mentioned above also accordance with Ure and Vivorakij (1996). They
explain that there is a different characteristic in Asia related to privatization conducted
there. They explain that privatization in Asia more relevant to national development
rather than in terms of ideologies. Privatization that is based on ideology generally has
objectives to liberalize and open the industry in particular countries, so that has an

effect on to companies within the industry. With more perfect competition, hence the
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companies should take as one of competing actors, and finally the effectiveness and
efficiency become the icons to survive that have to be achieved by the companies.

Meanwhile, privatization conducted in Asia is related to national development,
that generally influenced by several factors. For example, first, contingency factors
(ex. financial crisis or government changing), second, roles of private business as ma-
jor telecommunication users that require a better quality and competitive pricing,
third, international pressures, and fourth, issue of development, for example require-
ment to provide local facility to attract investors.

Beside the two formal reasons mentioned above, international pressure and
budget deficit, privatization conducted to PT Indosat was also affected by political
factors. Political system that has been changing from single majority system become
multi party system have altered political behaviour of dominating parties. The in-
volvement of political Parties on carrying of foreign company in the process of priva-
tization of PT Indosat explained explicitly by the Deputy Minister of State Owned
Company, although he assumes that this matter was fair practices in the business
world. It was strengthened by one of Partai Amanat Nasional founder who expresses
that his party directly carried one of multinational company to follow the process of
privatization, but his party’s candidate was fail. It gives a picture that political party
had follow competition for the successful of their candidates.

Because of the short view and conflict of interests between the government, in-
ternational pressures, and several political parties, the privatization process of PT In-

dosat is become debatable and questioned, among other things are:

First, the stock sale using strategic sale method was conducted to a company that has

good financial and operational performance.

Second, the company has listed in national capital market and international capital
market. If the government had a willingness to sell the stocks in the capital markets,

the markets were expected to respond quickly.
Third, the sale of government shares to Indonesian Communication Limited (ICL) as

a SPV of Singapore Technologies Telemedia (STT) has indirectly only change the

ownership of the government of Indonesia into the ownership of the government of
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Singapore, because Singapore Technologies Telemedia is a subsidiary company of

Temasek Holdings, one of the biggest state-owned companies in Singapore.

Fourth, the use of SPV should be stated by the bid followers since they submitted the
first proposal. But, the ICL as the SPV of STT just emerge at the time of signing the
contract. It was pointed out by some observers as a way used by top political party in
Indonesia to generate revenues. In addition, ICL is a company which intentionally be
formed in Republic Mauritius, the country that permits companies founded without

state the owners.

Fifth, according to Batubara (2003) and PT Indosat Annual Report 2004, by the end
of 2003 ICL pledged its shares to ICL’s creditor. Though, according to the Deputy
Minister of SOE, the winner has to lock the ownership up during for the minimum of
three years as pursuant to the agreement between the government of Indonesia and the
ICL at December 15, 2002. Furthermore, Batubara expresses that ICL pledged its

share mentioned above as a guarantee for fund obtained to buy PT Indosat.

Privatization Results
There is difference between strategic sale method and public offering method from
the process accountability point of view. Generally, interested parties cannot influ-
ence the process of privatization conducted using Public Offering method, so that it
can limit and minimize vested interests. The independent commissioner of PT Telkom
I interviewed explain that the government’s role at PT Telkom and PT Indosat be-
come only as stockholder, and does not di<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>