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ABSTRACT

In the context developing country, the relationship between legal certainty and
investment decision is still an underexplored yet important context. This study
investigates the effect of independent judicial system, legal culture, and the existence
of government authority as the determinant factors that influence legal certainty and
the influence of legal certainty on investment decisions in the context of companies
listed on the Indonesian stock exchange. The research employs partial least squares
structural equation modeling to analyze primary survey data gathered from 270
investors who are clients of Investment Management Companies in Indonesia. The
results indicate that an independent judicial system, legal culture, and the existence of
government authority significant and positively affecting legal certainty and legal
certainty has a significant and positive effect on investment decisions. This findings
have various intriguing implications and provide valuable insights into how policymakers
can improve their municipal bond regulation strategy to have better legal certainty;
which will encourage more investors to invest.
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1. Introduction

The concept of legal certainty stands as a foundational pillar in the architecture of financial markets,
serving to fortify confidence among both domestic and international investors while simultaneously
enhancing transparency and predictability in investment environments. This principle, as underscored by
Daniswara and Purwanto (2022), is crucial in fostering an ecosystem where investors can make informed
decisions, underpinned by a robust understanding of legal frameworks and regulatory landscapes. The
significance of legal certainty extends beyond mere regulatory compliance; it is instrumental in shaping
an investment climate that is conducive to long-term planning and strategic investment, particularly in
the realm of municipal bonds (Irtyshcheva et al., 2020).

Municipal bonds, as key financial instruments issued by local governments, are indispensable in mobi-
lizing resources for public sector investments and regional infrastructure development (Sharma, 2023).
These instruments are not only pivotal in bridging funding gaps for critical infrastructure projects but
also play a critical role in advancing community welfare and economic development at the local level
(Arnaud, 2023). According to the Organisation for Economic Co-operation and Development (OECD,
2015), investments facilitated through municipal bonds significantly contribute to the development of
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essential infrastructure, including but not limited to toll roads, bridges, tunnels, public schools, and water
and sanitation systems, thereby catalyzing regional development and enhancing the quality of life for
the society.

The deployment of municipal bonds in financing such diverse infrastructure projects underscores the
necessity of having a clear, stable, and predictable legal framework governing these financial instru-
ments. As Cebula (2020) highlights, the positive impact of these investments on revenue generation and
community welfare hinges significantly on the legal certainty surrounding municipal bond regulations.
This is because investors’ willingness to commit capital to these bonds is directly influenced by their
perceptions of risk and the assurance of returns, which in turn are shaped by the legal and regulatory
frameworks in place (Schou-Zibell & Madhur, 2010). Thus, ensuring legal certainty in the context of
municipal bonds is not merely a regulatory concern but a critical enabler for maintaining the stability
and attractiveness of the investment climate, encouraging the flow of capital into vital public sector
projects, and ultimately, fostering sustainable economic growth and development (Rohmat, 2022).

Indonesia as a country with the fourth largest population in the world, namely 276 million people,
an economy of USD 1 trillion, a growing middle class, abundant natural resources and a stable economy
are things that are attractive to domestic and foreign investors; however, investing in Indonesia is still
a challenge according to business contacts (Central Bereau Statistics of Indonesia, 2021). In developing
countries like Indonesia, the effect legal certainty and investment decisions holds particular significance
due to the unique challenges and opportunities present in these environments. Legal certainty, defined
as the degree of predictability and stability within the legal framework governing property rights, con-
tracts, and regulations (Pistor, 2020; Tapia-Hoffmann & Tapia-Hoffmann, 2021), plays a crucial role in
shaping investment decisions by both domestic and foreign investors (Parlindungan et al, 2023;
Yu, 2023).

Firstly, developing countries often face higher levels of political and economic volatility compared to
their developed counterparts. In such contexts, legal certainty serves as a beacon of stability, providing
investors with the confidence that their rights will be protected and their investments will be safe-
guarded against arbitrary government actions or regulatory changes (Krever, 2011; Rodrik, 1991). From
the agency theory perspective, the government, acting as an agent, is tasked with safeguarding the
interests of bondholders who invest their funds in government bonds. Conversely, bondholders, serving
as principals, anticipate receiving the agreed-upon interest payments and repayment of principal at bond
maturity. This dynamic involves an information disparity wherein the government possesses greater
access to financial data and expenditure plans compared to bondholders (Simonsen & Hill, 1998).
Consequently, bondholders may face moral hazard, wherein the government is incentivized to undertake
risky or irresponsible actions. However, the presence of robust legal frameworks plays a pivotal role in
addressing this imbalance. Enhanced legal certainty renders bond contracts more enforceable, thereby
diminishing the likelihood of default and bolstering investor trust. Such contracts typically outline the
government’s obligations concerning interest payments, principal repayment, as well as requirements for
budget transparency and fiscal responsibility (Simonsen & Hill, 1998).

Secondly, legal certainty directly impacts the cost of doing business in developing countries. A clear
and well-defined legal framework reduces transaction costs associated with contract enforcement, dis-
pute resolution, and regulatory compliance (Musole, 2009; Pongsiri, 2002). This, in turn, encourages
investment by lowering the perceived risks and uncertainties inherent in business operations. Conversely,
a lack of legal certainty can deter investors, as they may perceive the higher operational and legal risks
as prohibitive barriers to entry (Schou-Zibell & Madhur, 2010). Moreover, legal certainty enhances inves-
tor protection and corporate governance standards, which are critical for attracting foreign direct invest-
ment (Moran et al., 2005) and fostering long-term sustainable growth (Hermes & Lensink, 2003). Foreign
investors often prioritize jurisdictions with robust legal frameworks that offer strong investor protections,
transparent regulatory regimes, and effective dispute resolution mechanisms (Chen, 2015). By strength-
ening legal certainty, developing countries can improve their competitiveness in the global marketplace
and attract the investment needed to upgrade infrastructure, create jobs, and spur innovation (Dutz &
Sharma, 2012).

In this regard, Indonesia’s ambition to strengthen infrastructure development through regional bonds
has unfortunately regressed and become entangled in a web of legal issues. At the core of this problem
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is the conflict between two seemingly balanced but ultimately contradictory laws: the Law on Financial
Relations between the Central Government and Regional Governments (UU HKPD) and the Regional
Government Law. On one hand, Article 157 Paragraph (1) of UU HKPD acts as a strong gatekeeper, care-
fully outlining the intricacies of the steps in issuing regional bonds. Every detail, from authorization pro-
cedures to budget allocations, must closely follow its instructions. However, entering Article 300 Paragraph
(2) of the Regional Government Law, another key holder with slightly different sets of keys emerges. This
law also claims to regulate the process of issuing regional bonds, albeit with different provisions.

Some previous research discuss about legal certainty in the regulation of municipal bonds in various
countries around the world is influenced by various factors, including an independent judicial system,
legal culture, and government authority (Carrillo et al.,, 2021; Gao & Li, 2021; Guillaume, 2011; Olsen &
Gotze, 2011; Oomen et al, 2021). Firstly, an independent judicial system is crucial for impartial
decision-making, free from external pressures or political interference. This independence safeguards the
judicial process, ensuring cases are adjudicated based on law and evidence and strengthening legal
certainty (Guillaume, 2011). Additionally, in Spain, Carrillo et al. (2021) found that the consistency and
clarity of laws serve as cornerstones, fostering public trust, minimizing disputes, and supporting eco-
nomic and social stability. Meanwhile, Oomen et al. (2021) state that government authority in the
Netherlands, Turkey, Greece, and lItaly plays a fundamental role in shaping legal certainty in the munici-
pal bond market. A strong and effective government is crucial for upholding the rule of law and ensur-
ing legal certainty in the municipal bond market (Davey, 1989).

In the context of this research, the focus on investment in municipal bonds over stocks was driven by
several key considerations specific to the objectives and scope of the study. Municipal bonds offer unique
benefits, such as tax advantages and a relatively lower risk profile compared to stocks (Richelson &
Richelson, 2011), making them an appealing subject for analysis within the realm of public finance and
investment strategies. Given the research aim to explore aspects such as the impact of fiscal policies on
local government financing, or the risk-return profile of municipal bonds, it was deemed more relevant
to concentrate on bonds. Therefore, this research attempts to combine the independent judicial system,
legal culture, and the existence of government authority as the determinant factors that influence legal
certainty of municipal bonds regulation from several previous literatures, then connect the influence of
legal certainty on investment decisions in the context of companies listed on the Indonesian stock
exchange. In the domain of unexplored determinant factors influencing legal certainty and its conse-
guential impact on investment decisions, we aim to shed light on a current research inquiry that has yet
to be fully examined:

1. Do the independent judicial system, legal culture, and the existence of government authority has
an effect on legal certainty?
2. Do legal certainty determine and interplay in explaining investment decisions?

2, Theoretical framework and hypotheses
2.1. The perspective of municipal bonds issuance in agency theory

The explanation regarding municipal bonds within the framework of agency theory was previously pre-
sented by Simonsen and Hill (1998). The process of selling municipal bonds involves various participants
from both the private and public sectors, who assume different roles as principals, agents, or sometimes
both, depending on the situation. Simonsen and Hill (1998) illustrate the principal-agent relationships in
municipal bonds generally in Figure 1. They state that Figure 1 is a simplified representation, as in reality,
there may be additional layers of management, involvement of more private sector entities such as bond
insurance companies or rating agencies, and complexities such as bond funds buying bonds from under-
writers and selling shares to investors.

From Figure 1, it is evident that there are only two actors who act as principals: the community/citizens
issuing the bonds and the investors purchasing them. These actors often have conflicting interests. The
community generally prefers lower interest rates to minimize taxes and fees, while investors seek higher
interest rates for better investment returns. Elected officials typically serve as direct agents of the
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Figure 1. Principal-agent relationship in municipal bonds issuance.
Source: Simonsen and Hill (1998).

community, but in many cases, public managers, usually financial officials, handle bond sales, acting as
agents for the elected officials. Thus, elected officials serve as public agents as well as principals to public
managers. Financial advisors (FAs) function as agents for the issuers since they are paid by them. Therefore,
although public managers act as agents for elected officials (and ultimately the community), they also serve
as principals to various private sector consultants typically involved in bond sales (Simonsen & Hill, 1998).

Simonsen and Hill (1998) argue that underwriters act as agents for both the issuer and the investor.
Their profit depends on the difference between the purchase price and the selling price of the bonds.
Underwriters are motivated to ensure the sale occurs, but within this context, their incentive leans
towards higher interest rates. This is because, with higher interest rates, if other things are considered
equal, underwriters stand to gain more profit.

2.2. Independent judicial system and legal certainty

Montesquieu’s theory of the separation of powers, particularly the independence of the judiciary, is a
key element in modern constitutionalism (Vasilescu, 2014). This principle is crucial for maintaining the
rule of law, preserving democracy, and protecting substantive rights (Akhtar, 2023). However, the prac-
tical application of this theory can be challenging, as seen in the Nigerian political system, where the
judiciary often becomes the final arbiter in power struggles between the executive and legislative
branches (Abdulrasheed, 2021). Despite these challenges, Montesquieu’s theory remains relevant in con-
temporary discussions on the balance of powers and the role of the judiciary in maintaining a just and
stable society.

Furthermore, Zhao and Zhang (2022) point out that an independent judicial is a crucial foundation in
the legal system. This independence ensures a government that is fair and impartial, which in turn builds
trust among investors and companies, thereby stimulating economic growth. Ippoliti et al. (2015) add
that the efficiency of the judiciary is vital for an effective legal system that supports economic activities
and entrepreneurship. Ippoliti and Tria (2020) indicate that reforms enhancing the performance of the
judiciary, especially through the adoption of technology, are crucial for achieving justice.
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Research consistently shows that an Independent judicial is crucial for legal certainty and public trust
in the legal system (Bihlmann & Kunz, 2011). This independence is not only a matter of constitutional
rules, but also of real-life experiences (Blihimann & Kunz, 2011). Judicial independence is a key compo-
nent of the rule of law, particularly in the context of market economies and democracies (Guarnieri &
Piana, 2012). It serves as a check on the abuse of power by the state, ensuring that judges can make
decisions based on the law. Therefore, the maintenance of an independent judicial is essential for legal
certainty and the protection of individual rights. Consequently, we propose that:

Hypothesis 1. Independent Judicial System exert a positive effect on Legal Certainty.

2.3. Legal culture and legal certainty

Lon L. Fuller’s “The Morality of Law” is a seminal work that emphasizes the importance of certain prin-
ciples in the creation and application of laws. These principles, including generality, non-retroactivity,
and clarity, are seen as essential for the functioning of a just legal system (Fuller, 1963). Rundle (2016)
further explores Fuller’s concept of the “internal morality of law,” which he argues is both internal to
the legal system and has moral significance. Murphy (2005) defends Fuller’s view that the rule of law
has both instrumental and non-instrumental moral value, while Schauer (2020) acknowledges Fuller’s
significant contribution to the idea of the rule of law, despite some criticisms of his work. Bartholomew
(1964) provides a comprehensive overview of Fuller's key principles and their philosophical
underpinnings.

Legal culture, as a crucial aspect of human society, plays a significant role in shaping legal certainty.
Berman (2009) and Williams (1990) both emphasize the inextricable link between law and culture, with
the latter highlighting the role of culture in shaping certainty. Ibragimov and Makhmudova (2020) and
Batyrbaev et al. (2021) further underscore the importance of legal culture in upholding the rule of law
and the legitimacy of the social and legal order. These perspectives collectively suggest that legal cul-
ture, through its influence on legal consciousness and the values of society, is a key determinant of legal
certainty. Consequently, we propose that:

Hypothesis 2. Legal Culture exert a positive effect on Legal Certainty.

2.4. The existence of government authority and legal certainty

The existence of government authority and legal certainty is a crucial aspect of governance, particularly
in the context of local government (Ostapenko, 2021). The need for institutions to control the broad
authority of administration officials is emphasized, with the state administrative court playing a key role
in this regard (Ruslin in Soehartono et al., 2021). Research consistently shows that the existence of gov-
ernment authority positively affects legal certainty. Lai et al. (2010) found that public confidence in legal
authorities is higher in China, where the government has a strong presence, compared to Taiwan. This is
further supported by Ostapenko (2021), who emphasizes the importance of legal certainty in local gov-
ernment, particularly in protecting citizens from unpredictable and unequal treatment. Corley and
Wedeking (2014) adds that the expression of certainty in legal language can enhance the persuasiveness
of a message, suggesting that a strong government can effectively communicate legal certainty.
Consequently, we propose our third hypothesis:

Hypothesis 3. The Existence of Government Authority exert a positive effect on Legal Certainty.

2.5. Legal certainty and investment decision

In the context of the relationship between legal certainty and investment decision; the agency theory
can be a foundation on this relationship. In the agency theory perspective as mentioned by Simonsen
and Hill (1998), the government, as an agent, has the responsibility to represent the interests of bond-
holders who entrust their funds to the government through bond purchases. On the other hand,
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bondholders are principals who expect to receive the promised interest payments and repayment of
principal upon bond maturity. In this relationship, there is an information imbalance where the govern-
ment has better access to information regarding its financial condition and expenditure plans than bond-
holders (Simonsen & Hill, 1998). This can expose bondholders to moral hazard, where the government
may have incentives to engage in riskier or irresponsible actions. However, legal certainty plays a crucial
role in remedying this dynamic. With high legal certainty, bond contracts become more enforceable,
reducing the risk of default and increasing investor confidence (Lu et al.,, 2019).

Research consistently shows that legal certainty positively affects investment decisions. Lopez et al.
(2017) found that regulation-induced uncertainty, a type of legal uncertainty, is positively related to a
firm's decision to invest in measures to reduce environmental impact. Alao and Alao (2012) further
emphasized the importance of regulatory bodies in minimizing policy uncertainty, which can lead to risk
and instability in the investment climate. Cukierman (1980) also highlighted the impact of uncertainty
on investment decisions, with both demand and price uncertainty influencing firms’ investment plans.
These studies collectively underscore the crucial role of legal certainty in promoting investment. Thus,
we propose that:

Hypothesis 4. Legal Certainty exert a positive effect on Investment Decision.

The conceptual model depicted in Figure 2 is constructed based on the proposed hypotheses.

3. Research methodology
3.1. Population and procedure

The data was collected from individuals holding shares or investing in companies listed on the Indonesia
Stock Exchange. However, specifically, the targeted individuals to respond were investors acting as clients
of Investment Management Companies and having knowledge about bonds investment. Until now, there
are 94 Investment Management Companies in Indonesia. From each Investment Management Company,
we target 2-3 of their clients who will be research respondents, so if calculated, the maximum target
respondents in this study are 282 individuals/clients.

We employed a cross-sectional methodology utilizing a self-reported survey technique with a diverse
pool of respondents to optimize data effectiveness. Initially, a roster of investors across the nine chosen
sectors was gathered randomly, and their information was acquired from Investment Management
Companies. Secondly, researchers then contacted each individual via email acquired and inquired about
their willingness to fill out the questionnaire prepared by us. Each respondent was provided with a
sealed package containing the survey questionnaire and a cover letter explaining the main purpose of
the research and ensuring their anonymity. It is important to note that the original questionnaire was
crafted in Bahasa Indonesia, with English included as an alternative, following the suggestion of Brislin
(1986). This was done to guarantee the clarity of the measurement tool’s content. Data collection was

Figure 2. Conceptual framework.
Source: Processed by the author (2023).
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conducted twice, with the first collection taking place in November 2023 and the second collection tak-
ing place in February until first week of March 2024. The first collection gathered a total of 91 completed
questionnaires from investors in Indonesia. Out of this number, only 80 (87.91%) questionnaires were
fully completed. The second collection gathered a total of 196 questionnaires, with 179 questionnaires
(91.3%) being fully completed.

To address the potential influence of Common Method Bias (CMB) on our findings, we conducted
an examination of the data using variance inflation factor (VIF) as proposed by Kock (2017) and
Harman'’s single factor test as proposed by Podsakoff and Organ (1986). Initially, we employed the VIF
test to assess multicollinearity among the constructs obtained through the cross-sectional design.
Subsequently, we utilized Harman’s single factor test through SPSS software without rotation. This
analysis revealed five components with eigenvalues exceeding one, collectively explaining 74.77% of
the variance. Notably, the primary factor accounted for 38.52% of the variance, which fell below the
50% threshold. An indication of potential CMB is suggested if the VIF value surpasses 5 (Hair Jr et al,,
2021). However, all construct VIF values were below this threshold, ranging from a maximum of 4.726
for X12 to a minimum of 1.539 for X23.

3.2. Measurements of research variables

The survey instruments employed in this study were derived from previously published journal arti-
cles and were subsequently compiled in Table 1 for potential future reference. Reflective measures
were employed to develop the principal constructs utilized in this investigation. Existing literature
strongly recommends the utilization of the designated multi-item scales for construct formation, with
assessment conducted on a 5-point Likert scale ranging from “Strongly Disagree” (1) to “Strongly
Agree” (5). All scales exhibited satisfactory levels of reliability (a>0.70) as indicated by Hair et al.
(2019). For example, the exogenous variable “Independent Judicial System” (X1) was evaluated using
a 4-item scale adapted from... Van Dijk and Vos (2018), with an example item stating, “Municipal
bond regulations are firmly established in laws ensuring regulatory bodies’ independence from exter-
nal influence”. The Cronbach’s alpha value (a) was 0.885. A 5-item scale by Yuriy and Vyacheslav (2021)
was employed to measure the endogenous variable, Legal Certainty of Municipal Bonds (Y1). An
example item reads, “Internal factors play a key role in shaping investor confidence and risk assess-
ment in municipal bond markets” The scale exhibited a Cronbach’s alpha value of 0.858. The full list
of the questionnaire items can be seen in Appendix and the comprehensive testing details can be
found in Table 1.

Table 1. Variable metrics and measurements.
Variable Indicator Source Cronbach-Alpha (a)
Independent Judicial System (X1) Legal basis for independence (X11) Van Dijk and Vos (2018) 0.885
Autonomy of the judiciary organization (X12)
Judiciary funding (X13)
Court system management (X14)

Legal Culture (X2) Cultural aspects related to legal language (X21) Bard (2021), Piszcz and 0.827
Cultural aspects related to legal interpretation (X22) Sierocka (2020)
Cultural aspects related to legal translation (X23)
Existence of Government Government corruption and transparency (X31) Kaufmann and Kraay 0.890
Authority (X3) Anti-corruption laws (X32) (2007), MCC (2023),
Anti-corruption bodies (X33) OECD (2023)
Predictability and consistency of legislation (X34)
Legal Certainty of Municipal Legal stability (Y11) Yuriy and Vyacheslav 0.858
Bonds (Y1) Legal protection of investor rights (Y12) (2021)

Information disclosure (Y13)
Effective dispute resolution (Y14)
Consistent law enforcement (Y15)
Investment Decision (Y2) Internal factors (Y21) Abdul Kareem et al. 0.869
Information nature (Y22) (2023)
Disclosure (Y23)
External factors (Y24)
Information technology (Y25)
Perception (Y26)

Sources: Processed by the Author (2023).
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4. Analysis and results

To analyze the gathered data, we utilized structural equation modeling (SEM), a statistical methodology
employed to evaluate the vion in SmartPLS analysis does not require verification (Hair Jr et al.,, 2021).

The analysis using PLS-SEM comprises two distinct steps: the structural model and the measurement
model (Anderson & Gerbing, 1988). The PLS algorithm examines the quality of the measurement model,
while the bootstrapping technique, employing 5000 subsamples, scrutinizes the structural model (Hair
et al, 2019). Within the measurement model, we assess the factor loadings, reliability, and convergent
and discriminant validity of the variables. We begin by checking the factor loadings, expecting each item
to have a minimum loading of 0.5 (Hair et al., 2019). The observed factor loadings range from a mini-
mum of 0.702 (Y24) to a maximum of 0.907 (X22). Hence, all individual item loadings exceed the required
threshold of 0.5 (Hair et al., 2019).

Composite reliability (CR) was employed to assess the scale reliabilities, following the guideline by Hair
et al. (2019) that suggests a CR value exceeding 0.70. Our data analysis indicated CR values ranging from
0.810 (Y1) to 0.891 (Y2). Additionally, convergent validity was appraised using the average variance
extracted (AVE), with the recommended threshold set at 0.50 (Hair et al., 2019). All five constructs exhib-
ited AVE values surpassing 0.5, thereby meeting the stipulated criterion. Given the positive results
obtained regarding reliability and convergent validity, we advanced to assess discriminant validity utiliz-
ing the heterotrait-monotrait ratio (HTMT) (Henseler et al.,, 2015). An HTMT value below .90 is advised
to ensure adequate discriminant validity (Henseler et al., 2015). Notably, all HTMT correlations in Table 2
were below 0.90, indicating sound discriminant validity in our measurement model. The comprehensive
findings of the measurement model are presented in Table 2.

In the structural model illustrated in Figure 3, we analyze the hypotheses of our study by examining
the connections between the constructs delineated in our suggested model. To determine the accep-
tance of each hypothesis, we applied a criterion: either a standard t-value exceeding 1.96 or a p-value
below 0.05. We formulated four direct hypotheses, and the results obtained from the bootstrapping tech-
nique with 5000 resamples indicate that 4 hypotheses are accepted. Specifically, Independent judicial
System (X1), Legal Culture (X2), and Existence of Government Authority (X3) is positively linked to Legal
Certainty of Municipal Bonds (Y1) (t-value = 3.300 and 3=0.174; t-value = 3.840 and =0.280; t-value =
4.493 and 3=0.313). Legal Certainty of Municipal Bonds (Y1) also positively linked to Investment Decision
(Y2) (t-value = 40.095 and B=0.760). Consequently, our study lends support to four direct hypotheses as
outlined in Table 3.

4.1. Coefficient of determination (R2), predictive relevance (Q2) and model fit

We employed various criteria to evaluate the significance and adequacy of our model. Initially, the coef-
ficient of determination, represented as R2, was used to assess the explanatory power of the model,
indicating variations in endogenous variables attributed to exogenous variables. The R2 values for the
primary dependent variables were 0.390 for Legal Certainty of Municipal Bonds (Y1) and 0.577 for
Investment Decision (Y2). Additionally, we investigated predictive relevance using the blindfolding pro-
cedure in SmartPLS to derive Q2 values (Geisser, 1974). According to Cohen et al. (2000), Q2 values of
0.02 (minor), 0.15 (medium), and 0.35 (large) indicate predictive relevance, and they should always exceed
0 (Chin, 1998). Our results show that the Q2 value is 0.742, falling within the range of large predictive
relevance (Cohen et al.,, 2000). Finally, we evaluated the model fit using the ‘Standard Root Mean Square

Table 2. Convergent and discriminant validities.

Heterotrait-Monotrait ratio (HTMT)

Composite
Construct Factor loading range reliability AVE 1 2 3 4
Independent judicial System (X1) 0.838-0.887 0.919 0.739
Legal Culture (X2) 0.806-0.907 0.897 0.744 0.415
Existence of Government Authority (X3) 0.830-0.900 0.924 0.753 0.437 0.688
Legal Certainty of Municipal Bonds (Y1) 0.753-0.853 0.898 0.637 0.437 0.622 0.621
Investment Decision (Y2) 0.702-0.788 0.893 0.581 0.317 0.358 0.415 0.761

Sources: Processed by the Author (2023).
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Figure 3. Structural model (inner and outer) results.
Source: Processed by the author (2023).

Table 3. Hypotheses testing results.

Relationship B t-value P-value Decision
X1 > 0.174 3.300 0.001 Accepted
X2 > 0.280 3.840 0.000 Accepted
X3->T 0313 4.493 0.000 Accepted
Y1 > Y2 0.760 40.095 0.000 Accepted

Sources: Processed by the Author (2023).

Residual’ (SRMR), defined as ‘the root mean square discrepancy between the observed correlations and
the model-implied correlations’ (Hu & Bentler, 1998). Hu and Bentler suggested that a model is consid-
ered a good fit if the SRMR score is less than .08. In our study model, the SRMR value was 0.012, meet-
ing the criteria for a good fit.

5. Discussion and implications

In recent years, some research has focused on the legal certainty of investment decisions, with a par-
ticular emphasis on the need to understand the processes underlying these decisions (Mao & Helliwell,
1969; Slovic et al., 1972). This has led to a surge in scholarship in the field of international investment
law, which is increasingly seen as a transnational legal order (Krajewski & Hoffmann, 2019). These stud-
ies have highlighted the importance of considering both national and international legal aspects in
order to improve the legal certainty of investment decisions. As far as we know, this study represents
one of the initial attempts to investigate the connection between legal certainty, emphasizing an inde-
pendent judicial system, legal culture, and the presence of government authority, as a novel approach
to bolster investment decision-making. According to Central Bereau Statistics of Indonesia report in
2021, the labor market in Indonesia is substantial, with 120.5 million individuals (115.2 million employed
and 5.3 million unemployed) and the industry-wise distribution in the job market: agriculture/forestry/
fishing (28.6%), community/social and personal services (20.3%), manufacturing (18.7%), wholesale and
retail trade (15.1%), construction (9.9%), transport storage and communication (6.5%), and other cate-
gories (1.9%).

This study adds to the existing body of literature on investment law by investigating how legal cer-
tainty impacts investment decisions in Indonesian Stock Exchange. First, the results indicate that legal
certainty is positively related to investment decisions. Legal certainty is a crucial factor for investors in
decision-making (Krzykowski et al, 2021; Perry-Kessaris, 2008; Zegarlicki, 2018), providing stability and
predictability, particularly in long-term investments such as the energy sector (Krzykowski et al., 2021).
Principles of legitimate and reasonable expectations in international law can protect investors in the face
of unexpected legal changes (Krzykowski et al., 2021). Legal certainty is also a fundamental pillar of the
rule of law, safeguarding individuals from arbitrary state power (Zegarlicki, 2018). However, the disparity
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between investment theory and practice suggests that sophisticated techniques are not always fully
implemented (Mao & Helliwell, 1969).

The findings of this research are consistent with several previous studies. Lopez et al. (2017) discov-
ered that uncertainty caused by regulations, a type of legal uncertainty, is positively related to corporate
investment decisions. This is supported by Bloom et al. (2007) demonstrating that higher uncertainty,
including legal uncertainty, reduces the impact of demand shocks on investment. Both Cukierman (1980)
and Guiso and Parigi (1999) found that increased uncertainty, including legal uncertainty, leads to
delayed investment decisions and a decline in current investment levels. Therefore, legal certainty is a
crucial factor in promoting investment.

Second, we investigated the effect of independent judicial system, legal culture, and the existence of
government authority on legal certainty. The importance of an Independent judicial in ensuring legal
certainty is underscored by several studies. Bihlmann and Kunz (2011) emphasizes that judicial indepen-
dence, particularly in terms of fairness and impartiality, is crucial for fostering public trust in the justice
system. This is further supported by Islam (2018), who highlights the role of an Independent judicial in
guaranteeing individual rights and liberties, and in upholding the rule of law. However, Usman et al.
(2022) cautions that the exercise of judicial independence is a complex issue, requiring the judiciary to
maintain its autonomy and professional responsibilities. This research consistently shows that an
Independent judicial system is crucial for legal certainty and public trust in the legal system (Bihlmann
& Kunz, 2011). This independence, which includes the judiciary’s ability to make decisions without inter-
ference from other branches of government, is a key factor in ensuring the rule of law. Despite these
challenges, the positive impact of an Independent judicial on legal certainty and public trust remains a
significant finding in legal research.

This research also support that legal culture positively significant affecting legal certainty of municipal
bonds. Legal culture, as a set of values, attitudes, and behaviors towards the law, plays a crucial role in
ensuring legal certainty (lbragimov & Makhmudova, 2020). That is a key element in the legal system,
influencing the observance of rules, moral convictions, and legal knowledge (Solovieva, 2023). The devel-
opment of legal culture is essential for the effectiveness of legislative activity, as it shapes the perception
and implementation of laws (Aldyan, 2022). Cultural aspects significantly influence legal certainty, as they
shape legal languages, interpretation, and translation. Piszcz and Sierocka (2020) highlight the impact of
cultural factors on legal language and its interpretation, with Piszcz and Sierocka (2020) specifically not-
ing the influence of judicial discourse and legal interpretation. Orts (2015) further emphasizes the role
of cultural and epistemological differences in shaping legal traditions and texts, particularly in Spanish
and English-speaking legal cultures. He also underscores the importance of understanding the cultural
embeddedness of legal texts, particularly in the context of translation and communication between dif-
ferent legal systems. These studies collectively underscore the need for a nuanced understanding of
cultural influences in legal contexts to enhance legal certainty.

Furthermore, this study explored that the existence of government authority has an positive and sig-
nificant effect on legal certainty. This results are support the insights that provided by Ruslin in Soehartono
et al. (2021), Lai et al. (2010), and Ostapenko (2021), and The need for institutions to control the broad
authority of administration officials is emphasized, with the state administrative court playing a key role
in this regard (Ruslin in Soehartono et al., 2021). Research consistently shows that the existence of gov-
ernment authority positively affects legal certainty. Lai et al. (2010) found that public confidence in legal
authorities is higher in China, where the government has a strong presence, compared to Taiwan. This is
further supported by Ostapenko (2021), who emphasizes the importance of legal certainty in local gov-
ernment, particularly in protecting citizens from unpredictable and unequal treatment.

This results also particularly evident in the context of international investment law, where government
control can lead to state interference and weak corporate governance, distorting investment
decision-making (Xu et al., 2010). Legal certainty is a key factor in recognizing legitimate expectations in
international investment law, with the prohibition on arbitrary conduct serving as a justification for their
protection (Henckels, 2023). The role of government institutions, such as checks and balances, in reduc-
ing macroeconomic and political uncertainty and improving investment possibilities is also highlighted
(Stasavage, 2002).
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5.1. Theoretical implications

Theoretical contributions necessitate a specific type of research finding capable of providing a new per-
spective on a phenomenon that is essential for enhancing investment decision-making. Our research
offers novel insights by adopting a comprehensive approach that underscores the diverse nature of legal
certainty. It introduces the influence of an independent judicial system, legal culture, and government
authority on investment decisions, expanding the conventional view of legal certainty. Specifically, we
contribute to the investment law literature by underscores the crucial role of an Independent judicial
system and legal culture in promoting legal certainty. It highlights the importance of judicial autonomy
in upholding the rule of law and recognizes cultural influences on legal languages, interpretation, and
implementation, shaping investors’ confidence and decisions. This study also offers a nuanced perspec-
tive on the relationship between government authority and legal certainty, finding that government
authority has an insignificant effect. It challenges simplistic views, acknowledging the complexity of fac-
tors, such as financial motivations, citizen evaluations, and historical evolution, in understanding the
impact of government authority on legal certainty.

Secondly, we discovered that legal certainty affects investment decision positively. This indicates that
legal certainty as a protective mechanism for investors against unexpected legal changes. This theoretical
contribution emphasizes that legal certainty serves as a shield for investors, providing a sense of security
and minimizing risks associated with regulatory uncertainties. This protective function aligns with broader
discussions on risk management within legal frameworks, extending the discourse on the symbiotic rela-
tionship between legal systems and investor confidence. Legal certainty is not merely a legal imperative
but also a key driver for attracting and retaining investments. Legal certainty can be used as an active
tool for economic development, suggesting that nations and regions can strategically leverage legal
frameworks to create an attractive environment for investors.

5.2. Practical implications

Nowadays, investors are keenly focused on legal certainty before make a decision to invest. The increased
attention to legal certainty underscores investors’ growing awareness of the risks associated with legal
uncertainties. This research provides policymakers with innovative recommendations on integrating the
determining factors of legal certainty and enhancing legal certainty itself to stimulate investment deci-
sions. For example, our study can aid policymakers in incentivizing investors to prioritize pro-legal cer-
tainty measures prior to regulatory implementation.

In the context of municipal bonds regulation, our findings reveal that legal certainty is crucial in the
regulation of municipal bonds, profoundly influencing investment decisions. Municipal bonds, as debt
securities issued by local governments, rely on a stable and predictable legal framework to instill confi-
dence among investors. This certainty serves as a bulwark against the perceived risks associated with
sudden regulatory changes that could impact the financial returns on investments. Investors, seeking a
lower-risk environment, are more likely to participate in the municipal bond market when assured of
legal protections provided by the regulatory framework. Policymakers should recognize that fostering a
stable and predictable legal environment is not only a regulatory necessity but also a strategic impera-
tive to attract and retain investors. Clear and consistent regulations can enhance investor confidence,
stimulate market activity, and contribute to economic development through the financing of public proj-
ects. Considering the effect of Independent judicial system and legal culture also can help policymakers
to increase the legal certainty of municipal bonds regulation.

6. Conclusion and limitations

In conlusion, this study provides critical insights into the relationship between investment decision, legal
certainty, and its determinant factors. An independent judicial system, legal culture, and the existence of
government authority are significant and positively affecting legal certainty, while the existence of gov-
ernment authority gives a significant effect. Legal certainty has a significant and positive effect on invest-
ment decisions. Hence, it is essential to interpret the findings of this study considering their limitations.
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Firstly, akin to many empirical surveys, only a subset of determinants for a specific variable is examined
and measured in this study, potentially overlooking other factors documented in scientific literature, and
alternative factors may warrant consideration. Therefore, future empirical investigations could explore
additional determinants not covered in this study to offer further validation for our findings. Secondly,
this research is confined to a sample of investors in Indonesia, suggesting that future researchers may
contemplate expanding our conceptual framework to encompass the non-manufacturing sector and
advanced economies. Lastly, we rely on perception data or primary data, which may sometimes be inad-
equate in providing a comprehensive depiction of the prevailing scenario. We recommend supplementing
primary data with secondary data from relevant organizations to enhance the robustness of research
outcomes.
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Appendix: The list of questionnaire items

Variable

Indicator

Item

Independent
judicial System
(X1)

Legal Culture (X2)

Existence of
Government
Authority (X3)

Legal Certainty of
Municipal
Bonds (Y1)

Legal basis for
independence (X11)

Autonomy of the
judiciary
organization (X12)

Judiciary funding (X13)

Court system
management (X14)

Cultural aspects related
to legal language
(X21)
Cultural aspects related
to legal
interpretation (X22)
Cultural aspects related
to legal translation
(X23)
Government corruption
and transparency
(X31)
Anti-corruption laws
(X32)

Anti-corruption bodies
(X33)

Predictability and
consistency of
legislation (X34)
Legal stability (Y11)

Legal protection of
investor rights (Y12)

Information disclosure
(Y13)

Effective dispute
resolution (Y14)

Consistent law
enforcement (Y15)

Municipal bond regulations are firmly established in laws ensuring regulatory bodies’

independence from external influence.

Legal frameworks empower regulatory agencies to enforce compliance without political or

industry pressures.

Legislation provides clear mandates, reinforcing regulatory authorities’ independence.
Regulatory bodies overseeing municipal bonds operate with administrative autonomy.
Transparent appointment processes ensure impartiality and integrity in regulatory

actions.

Regulatory agencies have control over their budgets, enabling effective market oversight.

Adequate budgets support essential regulatory functions.

Diversified funding sources reduce reliance on government appropriations
Transparent budgetary processes ensure effective resource utilization.
Efficient case management expedites regulatory matters.

Technology integration facilitates data management and market surveillance.
Professional development programs enhance regulatory staff expertise.

Legal documents reflect local cultural norms, enhancing understanding and compliance.

Culturally appropriate terminology fosters trust in the legal system.

Legal language promotes inclusivity and accessibility for diverse backgrounds.
Legal interpretations consider cultural contexts, ensuring fair application.
Decisions incorporate cultural values, enhancing legitimacy.

Interpretations minimize conflicts, promoting social harmony.

Translations accurately convey cultural meanings, bridging language barriers.
Translated documents respect customs, fostering cross-cultural understanding.
Translators navigate complexities, preserving original intent.

Widespread corruption undermines trust in public institutions.

Lack of transparency hinders accountability mechanisms.

Documented corruption instances highlight the need for action.
Comprehensive legislation signals commitment to combatting corruption.
Laws provide framework for prosecution, deterring misconduct.

Weak enforcement undermines effectiveness and trust.

Independent agencies investigate and prosecute corruption.

Adequate resources empower bodies to combat corruption effectively.
Independence and impartiality are crucial for effectiveness.

Legislation for municipal bonds remains stable, providing market certainty.
Market participants can anticipate regulatory changes, aiding long-term planning.
Changes in legislation are communicated clearly, minimizing disruptions.
Legal framework ensures stability for municipal bond investors, reducing risk.
Investor rights are protected by clear legal provisions.

Stability encourages investment in municipal bonds, supporting development.
Investors enjoy legal safeguards against fraud or breaches.

Legal remedies are available for investor grievances.

Transparency is promoted through clear guidelines on investor rights.

Issuers must disclose pertinent information, enhancing transparency.
Investors have access to reliable data for informed decisions.

Mandatory disclosure mitigates information imbalances in the market.
Dispute resolution mechanisms are accessible and impartial.

Legal processes for dispute resolution are well-defined and enforced.
Alternative dispute resolution methods expedite conflict resolution
Regulatory enforcement is consistent and impartial.

Violations are promptly addressed, maintaining market integrity.

Sanctions deter non-compliance, ensuring regulatory adherence.
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Variable Indicator Item
Investment Internal factors (Y21) - Internal factors play a key role in shaping investor confidence and risk assessment in
Decision (Y2) municipal bond markets.
+  Bond issuer’s financial health greatly influence investor decisions regarding municipal
bonds.

« Understanding current investor’s financial health is vital for making well-informed
investment choices.
Information nature  « The quality and availability of information greatly impact investor decisions in municipal
(Y22) bonds.
+ Accurate and timely information is crucial for assessing risks and potential returns.
+ Investors rely on information reliability to guide their actions in municipal bond markets.
Disclosure (Y23) « Transparency through disclosure is fundamental for fostering trust and confidence among
investors in municipal bond markets.
«  Adequate disclosure practices enable investors to assess the risks and rewards associated
with municipal bond investments.
+ Effective disclosure mechanisms promote accountability and market integrity, enhancing
investor participation and liquidity in municipal bond markets.
External factors (Y24) - External elements outside investors’ control play a pivotal role in municipal bond
investments.
+  Economic indicators, such as interest rates and inflation, play a pivotal role in shaping
municipal bond investments.
+  Economic trends, regulatory changes, and global events influence investor sentiment and
market dynamics in municipal bond investments.
Information technology - Information technology plays a crucial role in facilitating access to market data and
(Y25) investment platforms for municipal bond investors.
+ Leveraging technology enhances the efficiency and transparency of municipal bond
transactions.
«  Effective utilization of information technology enables investors to make timely and
well-informed investment decisions in municipal bonds
Perception (Y26) + Investor perception of regulatory oversight and market stability influences investment
decisions in municipal bonds.
+ Maintaining positive perceptions of market integrity and regulatory effectiveness is essential
for attracting and retaining investors in municipal bond markets.
+  Perceptions of transparency, fairness, and risk management practices shape investor trust
and participation in municipal bond investments.
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