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Introduction

The Indonesian case study focused on the province of East Kalimantan, which is located to the south of the Malaysian state of Sabah on the island of Borneo. East Kalimantan is one of the most important timber producing provinces in the whole of Indonesia. In 1999, official log production peaked at 7.2 million m3, although this declined to around 4.5 million m3 in 2001 (East Kalimantan Department of Forestry). Furthermore, the proximity of Sabah and the importance of trade with this state made it ideal for a study on the impacts of trade on forest governance (and vice versa). 

The research for this study was undertaken in East Kalimantan and Sabah during April 2002, with meetings with a number of forest stakeholders including government forestry officials, communities, timber trade associations, loggers and other representatives of the timber industry. Within East Kalimantan, much of this research focused on the district of Berau which was identified as the most important timber exporting region to Sabah in 2002. This case study begins with a background to the political and economic changes that have helped shaped Indonesia’s forest sector since 1997 before detailing important indicators of forest governance as applicable to East Kalimantan. Following this is a discussion of East Kalimantan’s forest trade, and concludes with an analysis of how trade influences the quality of forest governance.

Background

After the fall of President Suharto in 1997, President Habibie’s interim government passed new legislation on regional governance and on fiscal balance between the central government and the regional governments
. These laws, established in 1999, gave greater financial and decision making powers to local government, particularly at the district and sub-district level. Shortly after these new laws were released, the central government initiated the decentralization process in natural resource management by releasing legislation that devolved elements of authority to manage forests from the central government to the provincial and district authorities
. This legislation aimed at allowing communities residing in or near forest areas to engage in forest management activities through cooperatives, work groups and village associations, mainly by acknowledging adat, or customary rights, to land/forest areas. Thus, it recognized the marginalisation and neglect of poor rural communities by the timber conglomerates of the New Order period and reversed a series of laws enacted in the 1960s, which subordinated adat rights to the central forestry department’s authority.  
In early 1999, the Ministry of Forestry announced that due to strong indications of KKN (corruption, collusion and nepotism) in several HPH (Hak Pemungutan Hasil)
 operations, a few licenses would be withdrawn. These mainly large concessions were subsequently broken up into smaller concessions in order to comply with the 1999 regulations. Governors and Regents at the provincial and district level had the authority to issue permits for these smaller concessions. These small forest plots came to be known as HPHH (Hak Pemungutan Hasil Hutan) and IPPK (Izin Pemungutan dan Pemanfaatan Kayu), respectively. HPHH were supposed to be allocated to those interested in extracting timber from forest using non-mechanized timber extraction, whilst IPPK licences were supposed to provide the legal means for opening up, or clearing, small forest areas for community plantations. IPPK licences follow IPK (Izin Pemanfaatan Kayu), a license issued by the authorities in Jakarta for large-scale clearing/conversion of forest for other uses, mostly plantations.

Within weeks of putting these policies into effect most Regent offices in the province of East Kalimantan were flooded with applications for HPHH and IPPK permits (Smith and Obidzinski, 2002).  In Berau district for example, IPPK permits increased from virtually none in early 2000, to more than 30 by the middle of that year for a total of over 11,000 hectares. Towards the end of 2000, there were more than 100 applications had been submitted and an average of five new permits of 100 hectares each, were being issued every month
. This pattern was repeated across virtually all districts, with concessions cumulatively covering hundreds of thousands of hectares of forest land in East Kalimantan.  

Table 1 below illustrates how, based on the data from three forestry districts in East Kalimantan, between 2000 and 2001 small concessions became the dominant form of log production (in cubic meters).

Table 1: Types of forest concessions for three districts of East Kalimantan, 2000-2001

	
	2000
	2001

	
	HPH
	IPK
	IPPK
	HPH
	IPK
	IPPK

	South Bulungan
	180,000 
	0
	360,000
	80,000 
	0
	275,000*

	Central Bulungan
	95,800
	0
	101,200
	65,000 
	0
	214,000*

	Northern Bulungan
	59,000
	353,000
	7,300
	12,000 
	297,400
	31,200


Source: District forestry offices

Note: *First six months of 2001 only

Indicators of forest governance

There are a number of indicators that indicate the relative state of forest governance in East Kalimantan. Decentralisation per se does not automatically lead to poor forest governance, but the way in which it is implemented has had major implications for the management of all natural resources in Indonesia. 

· Political and economic stability

1997 and 1998 were watershed years for Indonesia. The Asian economic crisis severely affected the country to the extent that it facilitated the downfall of President Suharto and his so-called ‘New Order’ government after an unchallenged 30 years in power. These events propelled Indonesia into a period of political, legal and economic instability, from which it is still to emerge. This instability is a crucial factor because the resultant uncertainty has given very little incentive for long-term planning on the part of either public or private actors in forestry. Instead, there is a culture of ‘short termism’, or as a number of Malaysian timber brokers in Sabah put it, a business culture of ‘hit and run’ with regards to investment in forestry in Indonesia. While this culture was present prior to 1997-98 due to the presence of huge levels of resource rents (Ross, 2001), it has become more pronounced since then. The Forestry Society of Indonesia Group (MPI
) was very pessimistic regarding the current health of the forestry sector and timber trade in East Kalimantan, although it understands that the current chaotic situation is part of a transitional period to a more democratic system in Indonesia and as such it probably could not have been avoided.

The political and administrative changes since 1997/98, particularly relating to decentralization have resulted in ongoing competition and conflicts of interest between different administrative layers of the forestry service. This view is supported by private sector actors as well as forestry officials and NGOs operating in East Kalimantan. The main factor behind the chaos in forestry is the overly assertive stance of district authorities vis-à-vis province and central government in Jakarta, particularly as regards concession policy and timber production. According to MPI, district heads (bupati) quickly established themselves as key power figures controlling forest resources and their utilization after 1998. This is a process that was accelerated by decentralization regulations of 1999 and rising community claims. 

The devolution of political power to the provinces and districts has also resulted in increased economic autonomy for the regions. However, a prolonged economic crisis stemming from devaluation in 1997 has led to increased conflict over revenues from natural resources, a situation made more acute given the concurrent political uncertainties. Since mid 1997, local communities and people who lost their jobs in the manufacturing and industry sectors, have begun to increasingly rely on forest resources to meet their daily needs (Casson and Obidzinski, 2001). In the new era of reformasi, local governments have been forced to be sympathetic to local community needs and have been turning a blind eye to ‘illegal logging’ activities. Moreover, the economic crisis has also severely affected the operations of some of the large logging companies, many of which were plagued with large debts as well as accusations of KKN. Companies, such as the Kayu Mas Group in Central Kalimantan, have been forced to leave their concessions idle for a number of years and local communities have moved into these concessions to conduct illegal logging activities. 

While the devaluation of the rupiah has provided a difficult operating environment for larger timber companies, it has instead allowed small and medium sized sawmills into the market. These sawmills have been able to take advantage of small investment requirements, and low operational costs and an abundance of cheap raw materials sourced illegally. For example, in Berau district where there were virtually no processing activities previously, dozens of circular blade sawmills (mata bulan) sprung up throughout the area in 2001 (Casson and Obidzinski, 2001). Both types of operator have been supplying both the domestic and international markets. Domestically, smaller operators have taken over much of log production in some areas due to the growth of community adat claims. Consequently, HPH share in log production has been on the decline since 1998 although it remains the majority producer relative to IPPKs and HPHHs. 

As noted in the background section, many districts in East Kalimantan have been taking advantage of these changes to issue hundreds of permits for small concessions. However, East Kalimantan (that is, province level) Department of Forestry officials stated that the 1999 forestry regulations say nothing about districts managing forests on their own. In fact, the framework of regulations is in itself a source of confusion since there are no clear divisions of regulatory and administrative responsibilities between district and province forestry authorities, which have given rise to differing interpretations fuelling conflicts already exacerbated by the political tensions and economic climate. 

IPPKs are issued for single or series of 100 hectare plots and the minimum operation time is six months and the maximum, a single year. However, permits can be extended and new areas can be ‘added’. There are no reforestation and no selective logging requirements (see table 2). While this is the most convenient way of doing timber business, it still costs around USD 200,000 to set up an IPPK of say, 1,500-2,000 hectares. HPHH, on the other hand has been much less popular than IPPK. At a maximum size of 10,000 hectares, this type of concession is much bigger than IPPK but tends to be a more complicated affair due to requiring more investment, bureaucracy and less ‘quick profit’. In addition, it is increasing more difficult to find easily accessible blocks of forest of 10,000 hectares in size due to the fact that all such areas were parceled out a long time ago.

Barr et al (2001) reported in Malinau district how IPPK concessions were being allocated (by the local government) inside much larger HPH concessions that were lying idle. Some of these new concessions overlapped secondary stands that were last logged in 1988/89 and the HPH operator was waiting to reenter these areas once the 35 year rotation had ended, in accordance with the Indonesian Selective Cutting System (Tebang Pilih Tanam Indonesia or TPTI). Consequently, HPH operators interviewed in Barr et al claimed that the incentives for HPH-holders to employ sustainable management practices in their concessions have been drastically undermined. Without ‘legal certainty’ and a secure business environment, it would appear to make little sense for HPH-holders to make any significant expenditures associated with sustainable forest management.

Table 2: Comparative profitability of HPH, HPHH, IPPK concessions and illegal logging 

	 
	HPH
	HPHH
	IPPK
	Illegal Logging (kuda-kuda)

	Timber (log) prices per cubic meter
	100
	100
	100
	55

	Tax obligations:

	 
	 
	 
	 

	Felling/extraction/transport permits (SKSHH)
	Yes
	Yes
	Yes
	No

	Reforestation (DR)
	18
	18
	No
	No

	Central government tax (IHH/PSDH)
	7
	7
	No
	No

	District income tax (Retribusi)
	No
	Yes (3)
	Yes (3)
	No

	District export tax
	No
	No
	Yes (15)
	No

	Informal payments
	20
	20
	20
	18

	Extraction
	20
	16 
	16
	5

	Total Cost
	65
	64 
	54
	23

	Net revenue
	35
	36
	46

 
	32

	Investment
	Large
	Moderate
	Small
	Very Small

	Bureaucracy
	Extensive
	Limited (district level only)
	Limited (district level only)
	None


Sources: District and province forestry offices, HPH concessionaries, IPPK operators and timber brokers in the area.


Notes: 1. All figures in US Dollars.

2. District export tax is based on export regulations in Bulungan that became effective in April 2001 but was suspended in October the same year as result of log export ban.
· Forest policy and regulatory framework

Department of Forestry officials in East Kalimantan provided lengthy justification for insisting on province primacy in administration and management of forests in the province. First, the forest as an ecological unit tends to cut through administrative boundaries and thus go beyond the jurisdiction of districts. Forest management must also follow watersheds (DAU or Daerah Aliran Sungai), which do not correspond to administrative boundaries of districts either. Timber shipping is yet another example forestry related activities that cut through district boundaries and therefore are best handled by provincial services and the same goes for forest fires. Of course, these forest management responsibilities all need to be funded, which is complicated by conflict over  shares of tax from timber revenues. Regardless, the issue is that the framework of regulations are confusing and do not state clearly where responsibilities regarding forest management between the different layers of government actually lie. 

In Berau, a large HPH concession owned by Alas Helau was broken up and divided between a number of smaller companies in 1999/2000, which completed arrangements for logging licenses and annual work plans with the Minister of Forestry in Jakarta and Samarinda. There were few if any consultations with local government and communities regarding access to land and timber. Government officials and community leaders both indicated that there was no concern on the part of the companies for local economic interests, no effort to have local participation in the business and little concern to contribute locally (Obidzinski, 2002). Consequently, Persekutuan Dayak Kalimantan Timur (PDKT), an umbrella organization for Dayak people in East Kalimantan, visited Berau and held discussions with local communities as to what options exist on claims and negotiations over land and forest resources. These discussions and state acknowledgement of adat rights led to the concept of a seven kilometer ‘zone’ left and right from the bank of the river as the foundation a claim for a ‘community forest’.

However, this emphasis on a clear delineation of claimed locations and land right issues was not supported by a clear regulatory framework. This highlights one of the key problems that transpired in regions such as Berau with regards to the implementation of regional autonomy. There is a lack of clarity in the 1999 forestry regulations about the role of villages in the new framework of autonomous governance, which focuses primarily on provinces and districts. In the case of Berau, local government maintained an indifferent attitude when new conflicts or disputes arose between communities and logging companies. It maintained this stance for two reasons. First, from a political standpoint, local government must make at least a token gesture of support to the communities (whom it is supposed to represent after all) and it does so by encouraging the corporate side to negotiate and compromise. Second, it cannot pressure the companies too much because that is where most of the official and unofficial funding for the government originates. As a result, local government in Berau confined itself to the sidelines in cases of community-corporate conflict, encouraging direct negotiations between the parties involved. However, while the government kept emphasizing its neutrality and desire for a mutually satisfactory solution, in practice it clearly began leaning toward the corporate side, stressing the importance and income generating potential of timber industry for Berau (Obidzinski, 2002). 

Consequently in 2001 and 2002, under pressure from the companies and local government this ‘community forest’ zone was reduced to three kilometers and then one kilometer from the river. In addition to a lack of legal clarity with regards to land and border claims, the issue of compensation to communities for access to forest resources is not clear-cut either. While there is a requirement that HPH concession holders pay a fee to communities ranging between Rp. 1500 to 3000 per m3 on their log production from the claimed, traditional adat land over the previous five years, there are no requirements regarding the compensation to the communities from current logging operations
. 

Claims for compensation as with negotiations over border and land rights issues tends to be decided directly on case-by-case basis by communities and companies involved without the intervention from, or participation by, the forestry or other government officials. The East Kalimantan forestry department suggested that the villagers’ mistrust towards government led to their insistence that they be left alone to deal directly with timber companies. Inquiries made to informants in the villages in Berau did not confirm this view of matters. As a result, conflicts of interest between concessionaries and communities have worsened due to systematically biased arrangements that almost without exception favour concessionaries. While, increased awareness about the value of forests among local communities arose from a marked increase in timber agents scouring rural areas to gain access to adat or customary forest areas, many communities have had neither experience nor adequate resources to negotiate with concessionaires properly. 

In Berau, it was found that in such negotiations, with little or no outside mediation, the community side was at a considerable disadvantage. Interviews with people from a number of villages in Berau illustrate the problems relating to negotiations that take place outside any established and strong regulatory frameworks. Typically agreements and ‘contracts’ were agreed verbally, and were based on deliberate mis-interpretations of the regulations
. Furthermore, there were few employment opportunities for locals and very little that was agreed upon between the villages and timber companies had actually materialized. Mr Teddy, one of the leading timber operators
 in the district of Berau stated that he paid almost nothing for timber extracted from community concessions. The only compensation he paid to the villages is in the form of new housing and periodic fees. 
· Culture of patronage and corruption

Mr Teddy described how business at virtually every stage of logging and shipping of timber required local knowledge and closely nurtured personal connections as well as a readiness to pay a ‘fee’. At the concession stage, the small-scale community concession business required numerous ‘connections’ and familiarity with the area in which one intended to work. Officials for East Kalimantan’s department of forestry used the term “putra daerah first”, for the policy that districts have in providing privileged treatment for locals both in politics and the economy. In Berau, it was clear that the timber companies were working with officials from local government via what are known as ‘fixing’ agreements, informal but essentially illegal business arrangements
. 

These kinds of arrangements have been embedded in Indonesia’s culture since independence from the Netherlands in 1949, although patronage was critically important in augmenting the authority of Suharto’s government (Ross, 2001). SFMP (2002) notes that the concession system is ‘still unhealthily interlinked with the government and its security agencies’. For example, in districts such as Berau where the local government still has strong ties with the Indonesian army, security is provided to the logging companies should forest communities have any ‘problems’ with the agreements that they have made with the companies. Intimidation by the security forces in Berau was reported in a number of communities. 

Business in the timber trade according to Mr Teddy is accomplished in East Kalimantan through systematic payoffs to a variety of government agencies. For example, whenever shipments of timber go out to the sea they are guaranteed to run into the Navy, Customs and other government agencies and each is given a bribe ranging from a few to hundreds of millions of Rupiah
. East Kailimantan forestry department officials confirmed that timber smuggling through illegal exports continues largely because of the complicity of the Army (TNI), Navy (AL), Police (POLRI) and Customs. Mr Teddy estimated that these bribes, which he calls ‘operational expenses’, total up to 10 percent of the market value of the logs
. Furthermore, Mr Teddy said that even if one wanted to do business honestly, there are still informal fees that need to be made in order for the paperwork to more forward. However, he confirmed that bribing is standard practice amongst timber traders, leaving them with very substantial profits – despite persistently low timber prices in 2001 and 2002 (see next section). 

The system of payoffs described by Mr Teddy has important implications for governance in general, particularly at the district level. In addition to bribes handed out on each ‘timber trip’, Mr Teddy and other traders provide substantial (unofficial) financial resources for district as well as province level government institutions, particularly the military and police. He pays a monthly fee (or salary) to district commanders and covers all work or private travel costs for officials of higher and medium rank. Quite literally (and perhaps ironically), he is an important factor behind the functioning of local government institutions. Mr Teddy complained that government officials were the main problem as they are demanding higher and higher pay-offs in order to allow him to conduct ‘business’. This he blamed on ‘low wages and rising aspirations’. Similar comments were made by Mr Tommy, a sawmill and small concession owner in East Kalimantan who confirmed that the demand for bribes had gone substantially up since the introduction of decentralization. 

Finally, Mr Teddy’s IPPK concession in Berau required separate arrangements with no less that seven village heads, who also received informal payments to ensure their compliance with regards to border issues and so on. These arrangements ensure that the culture of corruption is extended right down to the level of the community. These chaotic arrangements required constant monitoring and interaction in order to head off any conflicts or claims and demonstrate the nature of governance in East Kalimantan being based on ‘dependency relations’ such as patronage and clientelism that require discretionary distribution of access to natural resources.  

· Law enforcement

Whilst Suharto was in power, a number of conglomerates and individuals with close connections to the Suharto family or the army, obtained large HPH concessions in Indonesia (Casson and Obidzinski, 2001; Ross, 2001). The Indonesian army was paid to protect these concessions and ensure that no-one else logged them. They also played some role in preventing excessive ‘illegal logging’ in Indonesia’s National Parks by only allowing those with close connections to Suharto and the army into protected areas. When Suharto resigned, the role of the army was diminished during the period of the Habibie government. Local communities, cooperatives, entrepreneurs and outsiders, soon realized that they need no longer fear going into ‘forbidden forest zones’. For instance, the situation in Central Kalimantan reversed to the point that many people will now state that the police are afraid of local communities. However, this kind of situation is not wide spread and seems to be locale specific.

Moreover since 1999, the decentralization reforms and the growth in small concessions have resulted in the issuance of hundreds of IPPK logging permits that officially should average 100 hectares each. In practice however, MPI state that each license is typically used to exploit a few thousand hectares at a time due to a complete lack of enforcement by agencies such as the police and army. Furthermore, once the timber is extracted from the concessions, little effort is made in terms of replanting or further development of the land even if this is an integral part of concessions agreements. Mr Tommy for example, stated that he had absolutely no intention of going into too much trouble to make the investment necessary for plantations of this kind once he had logged his concessions. East Kalimantan forestry officials confirmed this by stating that the realization of plantations had been minimal, with the primary focus being on extraction of timber from areas designated to become plantations. The vast majority of such operations did not progress beyond the land-clearing phase and many companies pulled out before any planting began, leaving little doubt to their real objectives, a view shared by a major NGO operating in the province (SFMP, 2002).

According to officials of the East Kalimantan department of forestry all Indonesian enforcement agencies, especially low-level units stationed in remote locations, suffer from discipline problems resulting from low pay and difficult service conditions. An officer working for a district forestry office earns on average of around USD 50-60 per month, whilst more senior officers earn more, perhaps up to USD 110 per month and have higher aspirations and external expectations to meet. Taxes of an average levy for HPH operations of around USD 25 per cubic metre and considerably less for HPHH and IPPK operations are all collected by district forestry officials and are based on reported production and shipping, which are checked by visiting log ponds. These are the places where forestry officials are ‘greased’ by logging employees and so long as there is a large surplus of unofficial money available, low salaries and career progression dependent upon connections rather than merit, there will remain strong incentives for forestry officials to appropriate some of these taxes for personal or unreported institutional use.

In addition to being more vulnerable to the influence of corruption, particularly in a society where this has been endemic for many years, many enforcement officials lacking authority in the post-Suharto era are also suffering from a collapse in morale. In fact the Ministry of Forestry and the regional forest organizations seem reluctant and often powerless to develop a functioning control system or implement sanctions against licence holders which violate the law (SFMP, 2002). Furthermore, with regards to community concessions there is no mechanism in place whatsoever to monitor and enforce the established contractual agreements between communities and companies, leaving their implementation entirely to the good will of the parties involved. As discussed before, this situation has resulted in clear cases of exploitation in Berau. MPI also complained about the complete lack of effective enforcement in East Kalimantan.

· Success of certification programmes

The Deutsche Gesellschaft für Technische Zusammenarbeit (GTZ) is a German government-owned corporation for international development programmes. It has been very active in East Kalimantan with a variety of projects and while it has not developed a timber certification programme it has supported and still supports the Indonesian certification Institute and its collaboration with the Forest Stewardship Council (FSC). GTZ set up the Sustainable Forest Management Project (SFMP) in 1996 and developed a concession area in East Kalimantan as a ‘model area’ for Sustainable Forest Management (SFM). A planning and control team consisting of members of the Ministry of Forestry based in Jakarta, the provincial forestry agencies, the concessionaires and SFMP was set up to oversee the development of this area. However, in 2001 the cooperation with this concession was broken off by SFMP-GTZ due to the company failing to prepare seriously for SFM and certification. Instead the company resorted to the old methods of ‘timber mining’ (SFMP, 2002).  

Mr Alex worked with SFMP-GTZ in East Kalimantan between 1996 and 2002 and believes that certification is a very difficult issue in Indonesia due to having little government support, which he believes is due to a “lack of incentives”. Furthermore, the private sector has “no long-term objectives” because of political and economic uncertainty and “its aims are driven by corruption”. Also, the legal framework is in disarray and NGOs in general are undecided with regards to certification as an instrument for good forest governance. In spite of this, the informant still believes that certification will play a larger role in Indonesia in the future and that some companies are keen to see certification work. MPI also believes that Indonesian timber concessionaries will try to obtain timber certification in order to target high-end markets in Europe and North America. However, MPI conceded that in their current state concessionaries are extremely unlikely to qualify for any legitimate certification scheme. Another informant, an ex-employee of the Center for International Forestry Research (CIFOR) worked for a year for a logging company in Central Kalimantan in order to get the company involved with a certification programme. He stated that the company was unable to work with the programme due to a lack of cooperation with local government, which was more interested in continuing to ensure a future flow of illegal fees and bribes rather than working towards timber certification.

· Foreign investment in forestry sector

East Kalimantan forestry officials were convinced that foreign investment would be very beneficial to the forestry sector as well as to the economy of East Kalimantan as a whole, although they did not specify exactly what these benefits might be. Since 2001, the government of East Kalimantan has taken several steps in trying to improve the investment climate in the province, although the results have so far been disappointing. However, as mentioned before the primary focus has been on the extraction of timber from areas designated to become plantations. The main problem is that plantations require a long-term commitment and current conditions in Indonesia are not conducive for this kind of agreement. This even applies to investors from nearby ASEAN countries (e.g. Malaysia, Philippines), which are known to handle business risk quite well in other parts of the world. Mr Leong, a timber trader in Sabah, Malaysia summed the situation up:

“Nobody in his right mind is willing (ready) to work honestly (legally) in the forestry sector in Indonesian at the moment, given the prevailing chaos and uncertainty. There are no prospects at all for any investment there in the near and medium term.”

Foreign investors especially from Malaysia, Hong Kong and Singapore were however working in East Kalimantan, through Indonesian partners on small-scale concessions (IPPK). According to Mr. Leong, this was the only way for them to succeed
. Mr Tommy for example operated a concession in Berau, which was run by a Malaysian manager. The concession was ostensibly destined to become an oil palm plantation, although as indicated before this is very unlikely to happen. Berau district is relatively close to the border with Malaysia, so it was unsurprising when an informant with the forestry service for Berau stated that a large majority of concessions in the area were essentially owned by Malaysians working through Indonesian intermediaries.

· Presence of NGOs

NGOs present in East Kalimantan can have some impact on forest governance, due to the fact that the Ministry of Forestry in Jakarta and the regional forest organizations seemed reluctant and often powerless to develop a functioning control system or implement sanctions against licence holders which violate the law (SFMP, 2002). In addition, NGOs can provide a more useful function by acting as a reliable third party in settling land claims and border disputes. Forest communities in Berau had a desperate need for access to basic information about timber markets and their legal rights, particularly since the local government was more interested in doing business with companies than in improving the welfare of its constituents. Ginting (2002) notes: ‘…in such negotiations, with little or no outside mediation, the community side is at considerable disadvantage’. Furthermore, communities and forest people tend to be poorly informed about certification and the risks and opportunities that this presents, although NGOs are generally unable to have a meaningful input into the development of certification initiatives as they are also lacking in expertise and capacity.

· Political will

SFMP (2002) concluded that the central government was not yet able or willing to develop and support framework conditions for the implementation of good forest governance:

‘A stronger political will is required to implement Sustainable Forest Management (SFM), i.e. a consistent policy framework and procedural/technical standards. Law enforcement needs to be in place. The reality still demonstrates that political statements are often perceived as substitutes for political will.’

Occasionally, the central government makes a gesture towards imposing some kind of order to the chaotic and rampant smuggling and illegal logging activities to be found all over Indonesia. For example, in early 2002, a series of clashes involving loggers and customs officials in Nunukan on the border between East Kalimantan and Sabah, Malaysia erupted as a result of the confiscation of illegal log shipments. Consequently, the loggers burnt down the customs office. In response to these tensions, the central government in Jakarta sent more senior officials from the navy, army, police and customs to the area. However, a loss of authority resulting from decentralization and endemic corruption and collusion in all government agencies means that these actions have had relatively little impact given their costs. 

Changes in trade

The timber trade in East Kalimantan is dominated by illegal logging and timber smuggling, and the situation has almost certainly worsened since the fall of Suharto in 1997 (Obidzinski and Palmer, 2002).

· Timber prices

2001 was very difficult year for timber operators according to Mr Tommy, both for large ones such as HPHs and those smaller in size such as IPPK. Domestic timber prices had bottomed out that year at Rp. 250,000 (USD 25) per m3, prompting timber companies to hold back with selling second grade logs to local mills in anticipation of some sort of improvement. MPI considers the proliferation of small logging concessions and the resultant uncontrolled glut of logs into the market as the primary reason responsible for the fall in timber prices. The supply of logs available on the export market in particular rose dramatically and as a result prices plummeted. Data collected by Obidzinski and Palmer (2002) in East Kalimantan confirm these comments by MPI. In 2000, official log supply was around 6.7 million m3 while log demand (including exports and inputs into processing industries) was around 4.5 million m3, an over-supply of 2 million m3.

The expected improvement in prices came very slowly. As a result, large quantities of logs rotted away in log ponds unsold. This put some companies temporarily out of business, particularly the larger HPH operators
. However, for most small and medium size timber operators such as Mr Teddy and Mr Tommy the impact was not as severe because it was offset by log exports, all of which became illegal after October 2001. In early 2002, log prices in East Kalimantan were said by MPI to be Rp 400,000 (USD 40) per m3. A number of timber traders interviewed in Sabah described the volatility and variability of timber prices
 in East Kalimantan and other parts of Indonesia, which is mainly blamed on the general chaos in the forest sector. 

Low prices in East Kalimantan were also indicative of overall declines in international prices for timber (especially in the key markets of Japan, Korea and China). However, in 2000 and 2001 prices for sawn timber in the main transshipment areas in neighboring Malaysia (Sarawak and Sabah) remained attractive for Indonesian sellers, at around USD 250 per m3. Shipping sawn timber internally (to Java), although comparatively less profitable at USD 120, was nevertheless still a very productive business (Casson and Obidzinski, 2001). The same pertains to plywood producers, where prices for plywood ranged between USD 250 and 300 per m3, although with production costs estimated at USD 300 per m3 by MPI, there have been persistent problems with maintaining profitability. In addition, the depreciation of the rupiah against the US dollar since 1998 may have ‘confused the market’ resulting in ‘cyclonic reduction of plywood prices’.

· Timber exports

Plywood is by far the most important timber export from East Kalimantan, although as can be seen in figure 1, both production and export of plywood have gradually fallen in volume terms from 1999 to 2001. In 2001, plywood exports from East Kalimantan were worth USD 367 million.

Figure 1:
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East Kalimantan also produces and exports a number of other timber products, mainly sawn wood, although these are relatively insignificant when compared with plywood volumes. Figure 2 illustrates the main exports from East Kalimantan in volume terms.

Figure 2:
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The Indonesian plywood industry has been and still is mainly supplied by the larger HPH operators, which then exports the processed timber all over the world. Smaller operators tend to supply sawmills that export sawn timber largely to Malaysia as well as to Java. The orientations of HPHs have not changed much since before 1998. Smaller operators have not changed much either except when they do subcontracting work for IPPKs, although these operators are a relatively new, i.e. post-1998, phenomenon.

These figures for both plywood and non-plywood exports for East Kalimantan, pale into insignificance when compared with illegal log exports from this province into Sabah, Malaysia. Data collected by Obidzinski and Palmer (2002) appears to show that log exports increased from around 800,000 m3 per year in 1997 and 1998 to around two million m3 per year, each year from 1999 to 2001. Most of these exports are dominated by small, IPPK operators. HPHs wanted to take advantage of the log export boom in 2000/2001 but could not compete with IPPKs that had minimal ‘red tape’ and costs to deal with.

· Log export ban

Figure 2 shows that officially East Kalimantan exports relatively few logs, although as all informants attest, the province is a major log exporter. In October 2001, the Indonesian government imposed a log export ban in order to protect the domestic plywood industry, i.e. to ‘help firm up plywood prices’
. The Indonesian government was mainly thinking in terms of international prices. It was primarily concerned with cutting off the illegal log supplies from Indonesia flooding the markets of Asia-Pacific, which it perceived as being mainly responsible for the decline in international timber prices. Hence, the reasoning was that once the log supply was either stopped or reduced as a result of the export ban, international plywood prices would increase and then log prices would edge up as well. The government also expected higher international prices to buoy domestic prices too. Less attention was given to the economic stagnation of Indonesia’s key buyer markets of Japan and Korea.

A previous log export ban that began in 1983 and removed in 1998 was also imposed in order to stabilize plywood prices. Consequently, the major area for rent capture was plywood exports with logging rents being used to subsidise inefficient investments in forest-based industry (Day, 1998). These policies undoubtedly led to overcapacity in the Indonesian processing industry.

MPI stated in April 2002 however, that despite the new ban there had been no improvement in plywood prices because of the continuation of illegal log exports. This observation was confirmed by officials for East Kalimantan department of forestry as well as timber traders from the region. As previously mentioned, the trade according to Mr Teddy, is maintained through ‘systematic payoffs’. Hence, even though there was a greater presence of Indonesian officials in border areas, this only necessitated more payoffs and these costs were still not enough to make any serious dent in profits and therefore discourage trade. Furthermore, in one of the main markets for logs from East Kalimantan, Sabah
 (the other one being China), all informants confirmed the continuation of log imports from Indonesia despite the export ban. For example, Mr. Leong said that the ban in Indonesia had had a minimal effect on cross border timber trade and timber operations in Indonesia sponsored by businessmen from Sabah. BATS
 did indicate, however, that for the time being at least, the inflow of timber from Kalimantan slowed down somewhat, causing a fall in log stocks. BATS hoped that Jakarta task force in Nunukan would get tired after a month or two and return to their bases, as has been the case before. 

While these accounts contradict one another, it was clear that the log export ban and it’s ‘enforcement’ were causing some uncertainties with regards to ensuring a supply of raw materials for processing in Sabah. Furthermore, the difference in reaction to the log ban between different stakeholders supplying the domestic and international markets was not marked. The significantly higher log prices outside Indonesia continue to be a huge incentive to continue to supply international markets such as those in Sabah.

· The export markets

Given the problems in East Kalimantan, it is perhaps unsurprising that the log export ban has been ineffective, although it is the demand for logs from Sabah and China that has been driving this illegal trade in logs (Obidzinski and Palmer, 2002). In Sabah, there has been a severe log supply shortage since 1997, which is ongoing in 2002
. From this time a strictly enforced concessions policy was introduced by the Malaysian government resulting in an annual log production in Sabah of only 200,000 m3 per year. Consequently, production in mills in Sabah is down by up to 50 per cent and according to Mr Lee of STIA (Sabah Timber Industry Association) there is no choice but to keep Indonesian imports coming, legal or otherwise. However, Mr Lee did state that with the Indonesian log export ban in place, Sabah will try to negotiate an arrangement with Indonesia whereby there would be an allowable quota of logs that Sabah could legally import.

The significant reduction in production has not however been solely caused by the tighter border situation between East Kalimantan. A more significant reason is the import policy of China, which has emerged as a dominant timber market, alongside the slumping Japan. China overtook Japan as the largest importer of logs in 1999, with log imports exceeding plywood imports for the first time (ITTO, 2001). In Sabah, raw timber such as logs and veneer are subject to only 3 per cent importation tax, whereas more refined products carry a 17 per cent import tariff. As a result, export of processed timber from or through Sabah is declining. Another reason why raw timber is increasingly the only product exported to China is the fact that China has become an extremely competitive plywood producer and exporter. It has achieved this dominant position by importing tropical hardwoods for face layers and by producing very cheap core layer material. BATS say that China is able to make up to USD 140 in production savings on a single m3 of plywood by using Russian logs or its own softwoods from plantations. Consequently, the prices of tropical hardwood plywood have dropped below production costs in Sabah towards the end of 2001
. Mr Robert, a Malaysian, former timber operator in East Kalimantan and Papua (West New Guinea) summed up the reasons why China has become so dominant in the forestry sector. China has:

· Cheap labor;

· Mills situation in rural areas destined for rising unemployment;

· A massive plantation effort under way;

· Technology transfer from Europe/US.

Another factor contributing to the slowdown in Sabah is the fact that log ponds in China are allegedly filled with an unsold stock of 700,000 m3 of hardwood logs, much of which originated from Indonesia. BATS members, based in Tawau just over the border from East Kalimantan, participate in this trade by smuggling in logs from East Kalimantan and then shipping them to Labuan, a designated transit port in Sabah. From there the logs can be dispatched from there to China legally, which is not possible in Tawau. In addition, a lot of timber from East Kalimantan goes directly to China on large barges carrying 5,000 m3 or more. According to Mr Leong, a timber trader based in Sabah, the transport cost to China is USD 20  per m3 and to Malaysia it is USD  10 per m3. MPI in East Kalimantan also noted the strong competition from China for plywood and other products and was aware that its industries benefit tremendously from the illegal import of Indonesian logs. Figure 3 confirms China’s growing importance by illustrating the decline of plywood exports from East Kalimantan to China from 1998 to 2000.
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Conclusions: How does trade influence forest governance in Indonesia?

Good forest governance is not a concept that can be readily applied to East Kalimantan, although it has a flourishing albeit, mainly illegal trade in timber. Much of this trade, perhaps up to 2 million m3 a year (Obidzinski and Palmer, 2002) is illegally exported to Sabah in Malaysia. Since the imposition and strict enforcement of Forest Management Units (FMU) in Malaysia in 1997, log production has gradually declined in Sabah from 7.4 million m3 in 1997 to 2.8 million m3 in 2001 (Sabah State Forestry Department). Consequently, a rapidly worsening shortage of raw materials for Sabah’s timber processing industries has led to increasing dependence on imports from Indonesia, principally East Kalimantan, the province with which Sabah shares a substantial land and sea border. Hence it could be concluded that, relatively good forest governance in Sabah has indirectly resulted in a deterioration of admittedly an already fragile system of forest governance in East Kalimantan, i.e the better the forest governance in Malaysia (as a consequence of having a higher level of economic development) thus reducing national timber supply, the higher the economic pressures on Indonesia to supply the market shortfall. However, a closer look at the historical aspect of trade between these two areas puts this conclusion to the test.

In the 1960s, 1970s and 1980s, when logging was at its height in Sabah
, piece-meal smuggling of timber from East Kalimantan to Sabah was taking place because of higher prices in Sabah relative to East Kalimantan. These higher prices in Sabah resulted in an illegal trade that has existed for decades. Hence, in border areas such as Bulungan or Nunukan, the smuggling of logs to Sabah has a very long tradition. The following table illustrates the price differential for Red Meranti logs in Indonesia and Malaysia between 1999 and 2002.

Table 3:
Price comparison of Red Meranti logs in Indonesia and Malaysia 1999-2002

	Country
	1999
	2000
	2001
	2002*

	Indonesia
	60-70 range
	60
	30-35
	45-50

	Malaysia
	115-125 range
	110-115 range
	80-95 range
	100-105 range


Sources: province and district forestry offices in East Kalimantan; MTIB and Sabah state forestry offices; timber traders

Note: 
Prices in US $


* Until April-May

Illegal ‘imports’ from East Kalimantan to Sabah would translate into revenues worth hundreds of millions of dollars and, if Mr Teddy’s approximation that 10 per cent of revenues goes into paying bribes to government officials, then unofficial payments would total tens of millions of dollars. Work by Smith and Obidzinski (2001) on the distribution of profits from IPPK timber extracted from northern East Kalimantan illustrates that official participation is in the form of payoffs estimated to be around USD 2-3 per cubic metre. The police, navy and others get between USD 5-10 per cubic metre. Hence, while it may be true to say that trade between Sabah and East Kalimantan has negatively impacted forest governance in the latter through the presence rent-seeking opportunities, this has always been the case even before the advent of decentralization, IPPK concessions and political and economic instability. However, the difference is that the opportunities for rent-seeking have almost certainly increased since 1997-98. Therefore, it can be surmised that the trade between East Kalimantan and Sabah has been and is currently driven by higher prices and a huge market shortfall in raw logs in Sabah. Forest governance in Sabah may be marginally better than in Indonesia but as Ross (2001) illustrates, institutions of forest governance in Sabah have been systematically eviscerated by ‘rent seizing’ state politicians since the 1960s. 

The following sub-headings attempt to break down the possible effects of trade on various indicators of forest governance as given by Mayers et al (2001?).

· The development of foundation governance elements

The illegal trade has flourished as a result of economic and political instability and the breakdown of law and order brought about since the events of 1997-98, mainly due to the natures of IPPK and the small companies that work these concessions. Previously, when Apkindo and the Indonesian military were in control, these small companies were kept in check. However, Indonesia’s forestry institutions were very weak even before 1997-98, and it’s forests were protected in part by the non-state institutions of adat, or customary law, which were rescinded by Suharto’s government shortly after the beginning of the timber boom in the late 1960s (Ross, 2001). Since 1997-98, the institutions of adat have been reinstated, although these foundation governance elements have not had a chance to develop due to the resistance of all principal actors except forest communities.

· The negotiation and development of stakeholder roles and institutions

These have been affected by the continuation and expansion of KKN and the culture of patronage as a consequence of an increase in the illegal timber trade and hence the levels of rent leading to increased rent seeking by private actors and ‘rent seizing’
 by politicians and other state actors. Ross (2001) explains how this behaviour adversely effects the development of forestry institutions. While the roles of different stakeholders have changed since 1998, the prevailing orientation for export (or smuggling) has remained more or less constant. Prior to 1998, small scale operators focused on manual logging mostly for locally run sawmills, the products of which would end up in other parts of Indonesia such as Java, as well as Sabah. After 1998, many manual logging teams with access to international financing consolidated and transformed themselves into IPPK operations and the volumes of timber produced via these operations and shipped to Sabah have increased significantly relative to HPH operations.

· The development of forest policies and enforcement

After 1998, IPPKs and HPHHs were introduced ostensibly to enable village communities to gain greater benefits from forest resources. They were supposed to be operated without heavy machinery for localized village purposes. As a result, regulations concerning IPPKs are minimal. They are not only exempt from most tax burdens such as reforestation fees, but also in many districts there are no penalty provisions for operators that do not follow the minimal rules that are in place. For example, Barr et al (2001) report that large amounts of heavy machinery have been shipped from Sabah to Malinau without the necessary licenses for use on IPPK concessions. The disregard for even the most minimal forestry regulations follows the pattern set in the early 1970s when the timber boom made the government’s silvicultural and reforestation regulations virtually impossible to enforce from the time they were first issued. While the forestry department’s enforcement failures can be partly explained by the difficulty of monitoring firms that operated in the remotest parts of the archipelago, political pressures also played a key role in ensuring that firms maximized their rent-seeking opportunities (Ross, 2001). 

· The development of incentives to control policy

The development of incentives to encourage sustainable forestry has been completely undermined by the main actors. The incentive is to avoid paying any taxes because the full costs of bribing government officials is significantly less than the tax burden.

· The promotion and extension of SFM technologies

Prior to the fall of Suharto, official support for attaining SFM was important for legitimacy, prestige and international public relations purposes. Projects such as those run by GTZ were at the center of these efforts. After 1998, Jakarta’s official drive for SFM became even more urgent, although the attempts to implement SFM practices were undertaken in order to win support from the World Bank, EU and other organizations having a say in international financing for Indonesia. So, for example, many HPH licenses that were obtained through KKN were revoked after the fall of Suharto and there were proposals to limit the size of HPHs to improve competition and prevent monopolization. However, as noted all through this report the results of such initiatives have been limited.

· The expansion of certification

The ease with which the illegal trade in timber and timber products is conducted in East Kalimantan and other parts of Indonesia has clearly reduced incentives for SFM and timber certification. There has certainly been an increase in interest and participation in schemes such as the one run by GTZ but the lack of long-term planning due to instability and the continuation of the culture of KKN has resulted in very few companies actually being able to see these schemes through.

The Nature Conservancy Council (TNC), another NGO active in East Kalimantan is very keen on timber certification and claimed that the demand for such timber in the US and Europe exceeds supply. However, the East Kalimantan forestry department believed that timber smuggling in the region is aided by the relatively low interest on the part of major timber importing countries in the region such as China, Japan and Korea to apply eco-labeling to their import activities. This suggests that unless consumption patterns in Asian markets change, timber certification is likely to have relatively little affect on forest governance in Indonesia. Therefore, while forest governance was minimal in the first instance due to economic and political chaos, it has been further weakened by undiscriminating buyer markets. International buyers, which are predominantly Asia-Pacific countries such as China, Korea and Japan are more concerned with economic recovery and sustaining growth than with buying certified timber. Domestically, the problem is similar in the sense that a huge mill processing capacity demands a constant supply of cheap raw materials from wherever these logs can be supplied and by whatever means possible. Therefore, trade whether domestic or international makes little or no difference to the quality of forest governance in Indonesia.

The next question centers around whether the incentives to illegality would be reduced if the demand from Sabah and China did not exist. In the past when much of the cutting and export of Indonesian timber supplied the Japanese market, logging did not follow the rules of SFM. Since before 1998, the situation for SFM has worsened but that is more as a consequence of a declining supply of good timber in region and regional economic problems rather than the fact that much of the demand switched to Sabah and China. If illegal timber smuggling was stopped, it is calculated that the unsustainable exploitation of forests would be reduced by around 20 per cent. The remaining 80 per cent of unsustainably exploited timber would still be entering domestic processing, most of which of course ends up on international markets as well. Therefore, from these very rough calculations it can be concluded that the elimination of demand for logs from Sabah and China would not affect the problems of forest governance in Indonesia. 

Another observation was that the imposition of a log export ban had led to more corruption. The complete outlawing of such large trading volumes between East Kalimantan and Sabah has resulted in an increase in the levels of rent available for rent-seekers and an increase in the levels of fees demanded by the same rent-seekers. Furthermore, the numbers of rent-seekers has also increased with more government officials present, supposedly to enforce the log ban. Timber traders such as Mr Teddy admitted that almost all their illegal log shipments get caught by the Indonesian navy or customs, because they are on the lookout for pay-offs in order to supplement relatively meagre incomes. Thus, while the probability of getting caught is very high, the probability of being prosecuted remains very low. This has implications not just for forest governance but for governance as a whole: public servants in Indonesia feel almost no duty in upholding the law and protecting state assets. 

Political and economic instability in Indonesia has resulted in an unattractive business environment for foreign investors interested in legitimate business and long-term investments. Instead, this kind of unstable environment encourages more illegal business by those who are in the business for quick extraction and short-term gains. Timber traders such as Mr Teddy and Mr Tommy thrive in East Kalimantan because they benefit from having close relationships with local politicians and Malaysian investors as well as an almost complete absence of law and order in the region. They have absolutely no interest in obtaining returns from investments in plantations and in the welfare of forest communities. However, this uncertainty in East Kalimantan means that only mill owners with the right connections have access to the raw materials necessary to keep their operations running. As a consequence, many mill operators in Sabah were considering moving their businesses elsewhere, nearer to more reliable sources of raw materials. The political tensions between Indonesia and Malaysia over the continued illicit trade in logs amongst other things, also helped fuel this pessimism amongst many investors in Sabah. However, these comments should be treated with a degree of sceptism because many investors thrive in the current climate of instability. Investors in Sabah continue to collect levels of rent of around USD 20-23 per cubic meter of imported log, and more once these logs are processed and exported with negligible export duties. Therefore, for as long as the disparity in log prices between Indonesia and Malaysia continues and there is space to maneuver in Indonesia, many log buyers will continue to buy from Indonesia with little or no regard to the quality of forest governance in that country. 
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� Law No. 22/1999  and Law No. 25/1999


� PP No. 6 1999, SK Menhutbun No. 310/KPTS-II/1999 and SK Menhutbun No. 317/KPTS-II/1999.


� These were exploitation rights given to private logging firms directly by the central government without going through provincial governments or Pehutani, the forestry parastatal (Ross, 2001).


� In early 2001, the four northern districts of Nunukan, Malinau, Bulungan and Berau, in East Kalimantan, had issued approximately 500 HPHH/IPPK licenses  (Suara Kaltim, 19 February 2001).


�Made up of ISA (Indonesian Sawmill Association), Apkindo (Indonesian Plywood Producers Association) and APHI (Indonesian Association of Forest Concessionaries)





� In addition, HPH and other concessionaries are encouraged to structure their current operations on the principle of partnership with communities (kemitraan). This usually involves the concessionaries giving a start-up capital to villages in order for the latter to establish cooperatives and small-scale trading enterprises working with concession holders as suppliers etc.


� For example, one village was compensated Rp 3000 (about 30 US cents) per m3 for current production only and nothing at all for historical production. In addition, the village had no realistic means of knowing actual production volumes, which may have been under-reported by the company anyway. There appeared to be no improvement in the general welfare of the people in the village whatsoever since the company opened up its concession on the village’s adat land in early 2001.


� Prior to 1998, he was a leading sawmill operator in the area. Following the decentralization developments, he switched focus towards small-scale (community) logging concessions (IPPK) and export of logs. His logging and sawmill operations are grouped under the umbrella of several companies, mostly partnerships with other key timber brokers in East Kalimantan. 





� See McCarthy (2001) for more on local networks of patronage based around illegal timber activities in Indonesia.


� Paperwork is still required, although when shipping his products (either logs or sawn timber), Teddy routinely under-reports the volumes, usually by half.


� This is significantly less than the average amount of taxation paid per cubic metre of roundwood at around 25 per cent of market price (Smith and Obidzinski, 2002). This is the incentive to bribe in order to avoid paying taxes.


� This concept of ‘joint venture’ was the normal way of doing timber business during Suharto’s regime as well when the business climate was considerably more stable, in order to keep as much of the timber rents as possible in the country. 


� According to MPI, HPH production costs are estimated at Rp 300,000 (USD 30) and tax obligations are further Rp 250,000 (USD 25). Costs and tax obligation remained constant despite the decline in log prices. As a result, MPI says, HPH concessionaries essentially suffer losses of USD 15 per m3 of logs produced.


� In the Suharto era, prices were set by strong central (and monopolistic) authorities such as APKINDO. 





� The Borneo Post, 23 April 2002


� The Borneo Post, 23 April 2002


� According a forestry employee interviewed in Berau in April 2002, Berau is the leading place in East Kalimantan that supplies the bulk of logs to Sabah. 


� BATS is a cartel, a monopoly organization grouping individual timber traders who specialize in illegal log imports from Indonesia. By definition, there is no real competition between them because they coordinate their activities and guard common interests. Their position as a monopoly is strengthened by its close relationship to STIA, a leading timber industry association in Sabah. Members of the board of directors at BATS simultaneously hold seats at STIA, thus being finely in tune with the needs of the state timber establishment.


� The Borneo Post, 23 April 2002


� The Borneo Post, 23 April 2002


� From 1959 until 1990, Sabah was the second largest supplier of hardwood logs in the world (Ross, 2001).


� ‘Rent seizing’ differs from ‘rent seeking’ because ‘rent seizers’ seek the right to allocate rents,  rent seizing damages state institutions, rent seizing is socially unproductive for different reasons than rent seeking and once influence has been obtained over a resource sector, public officials may find it easier to adopt new, socially unproductive regulations. See Ross (2001).
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