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1. This document summarizes recent progress of reforms in three core policy areas: 
(i) investment climate and trade facilitation, (ii) public financial management (PFM) and 
governance, and (iii) poverty reduction and access to service delivery. While good progress has 
been achieved, significant further reforms are needed in these areas to support the 
government’s pro-growth, pro-jobs, and pro-poor development strategy. 
 
 1. Sector Performance, Problems, and Opportunities 
 

 a. Investment Climate and Trade Facilitation  
 
2. Investment climate. Recent investment climate surveys indicate that business 
perceptions of the investment climate in Indonesia have improved since 2003. This progress is 
reflected in the foreign direct investment (FDI) inflows. After achieving record FDI inflows in 
2008, the global financial crisis severely reduced flows into Indonesia in 2009. Based on data 
from Bank Indonesia, FDI inflows totaled $9.3 billion in 2008, but halved in 2009 in line with the 
global trend. However, by mid-2010, even as global financing conditions remained uncertain, a 
recovery in non-oil and gas investment inflows returned FDI to near record levels. This trend is 
partly explained by macroeconomic stability and economic policy, but major legal and regulatory 
reforms, such as reduced corporate tax rates and improved tax administration, have also played 
an important role. Despite the progress registered in reducing barriers to investment, 
Indonesia’s business environment poses many challenges to private investment. The country 
still needs to complete significant reforms to improve the investment climate. The most recent 
Doing Business1 survey of 2010 ranks Indonesia low (122nd out of 183 countries) in the overall 
ease of doing business because of lagging performance in the areas of starting a business, 
infrastructure, employing workers, and enforcing contracts. Some uncertainties remain in 
investment regulations. The investment negative list (DNI) issued in 2007 does not clarify issues 
relating to how incumbent investors in these sectors would be treated (grandfather clause). The 
local level investment climate continues to be a particular concern because inconsistencies and 
the sheer number of local regulations have made doing business more difficult in many places. 
The government is aware of these constraints and plans to address them as part of its 
medium-term reform agenda. 
 
3. Trade facilitation. In terms of trade logistics, Indonesia’s performance is weaker than 
most of its neighbors in the Association of Southeast Asian Nations (ASEAN), particularly with 
respect to the quality of its infrastructure, the competence of its logistics service providers, and 
the timeliness of shipments reaching their destination. As an archipelagic country, Indonesia 
requires an effective, efficient and integrated national logistics system to improve its business 
competitiveness and ensure the even distribution of strategic commodities and people’s basic 
needs at affordable prices. Effective and efficient logistics management will help business to 
have better competitive advantages through creating higher added value with competitive prices 
of products and services, and better quality of services. A recent report2 by the World Bank 
suggests that the loss from export delays is significant, at about 1% of trade for each extra trade 
day. For perishable agricultural products, the cost of export is nearly 3% of the volume of trade 

                                                 
1 World Bank. 2010. 2010 Doing Business, Washington, D.C. 
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for each day’s delay. Currently, up to 36 government agencies are involved in granting permits 
or licenses for export or import. Exporters are required to complete at least 48 different 
documents, while importers need to accomplish 106 different documents. The same report also 
suggests that these lengthy trade procedures reduce international trade significantly. 
 

 b. Public Financial Management and Governance 
 

4. Progress in public financial management reform. The government has made good 
progress in modernizing its financial management system. It adopted the state finance laws in 
2003 and 2004,3 and has embarked on a broad-based and ambitious PFM reform agenda. 
Significant achievements have been achieved in a number of areas including (i) the introduction 
of a medium-term expenditure framework (MTEF) and performance-based budgeting (PBB), (ii) 
the procurement of an integrated financial management information system (IFMIS), (iii) the 
staged implementation of a Treasury Single Account (TSA), (iv) the establishment of cash 
forecasting capacity in the Treasury, (v) the development of accounting standards to provide for 
a “cash towards accrual” accounting framework, (vi) the ongoing inventory of government 
assets, (vii) the establishment of a new procurement agency, and (viii) improvements of internal 
controls and internal and external audit systems. The Public Expenditure and Financial 
Accountability (PEFA) assessment issued in June 20084 suggests that the upstream sections of 
the budget process have improved significantly. Consequently, the budget is increasingly 
credible, transparent, and policy-based. In addition, external scrutiny and audit have been 
equally enhanced. 

 
5. Further challenges. While progress has been substantial and reforms are generally 
moving in the right direction, further measures need to be implemented in the medium term. 
Reforms of central government budgetary systems need to be deepened to ensure clear policy 
orientation in budget formulation and execution. A number of key priorities in the downstream 
sections of the budget process also require progress. First, reforms in the procurement system 
need to advance through improvement in the regulatory framework, establishment of 
e-Government procurement, development of the human resources strategy, and establishment 
of a permanent procurement management function in implementing agencies. Second, the TSA 
and automation of the Treasury payments system need to be fine-tuned. Third, the business 
processes at spending agencies need to be strengthened and simplified. Fourth, additional 
efforts are needed to ensure improvement in financial reporting. Fifth, the internal audit function 
needs to be strengthened by modernizing the internal audit institutions and strengthening 
human resources. Finally, the government’s monitoring and evaluation capacity could be 
enhanced by putting in place an integrated, performance-based monitoring and evaluation 
system. 
 

 c. Poverty Reduction and Public Service Delivery 
 
6. The poverty headcount has fallen from 16.7% in 2004 to 13.3% in 2010. Sustained 
economic growth contributed to this success by creating more jobs and increasing public 
expenditure for health, education, and infrastructure. However, the expansion of national 
poverty reduction programs such as unconditional cash transfer (BLT), conditional cash transfer 
(PKH), health insurance for the poor (Askeskin), and the National Community Empowerment 
Program (PNPM Mandiri) have also made an important contribution. Despite these gains, 

                                                 
3 The most noteworthy laws issued include the State Finance Law No. 17/2003, the State Treasury Law No. 1/2004, 

and the State Financial Audit Law No. 15/2004.  
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32.5 million Indonesians still live below the poverty line and about half of all households remain 
clustered around the national poverty line (Rp200,262 per month).5 The gap between the poor 
and non-poor is also widening. Consumption inequality, measured by the Gini coefficient, 
increased from 0.32% in 1999 to about 0.37% in 2009. Regional disparities also persist, with 
eastern Indonesia lagging other parts of the country, notably Java. The reduction in the poverty 
rate has been slower than expected, partly because of limited opportunities for poor workers to 
move into better jobs in the formal and nonagricultural sectors. A recent World Bank report6 
finds that the majority of the country’s working population is concentrated in the agricultural and 
informal sector. Poverty programs targeting households and communities experience 
deficiencies—excluding a large proportion of the poor but including the non-poor.7  
 
 2. Government’s Sector Strategy 
 
7. Investment climate and trade facilitation. Improving the investment climate and trade 
facilitation continues to be a key priority in the government’s reform agenda. As outlined in the 
National Medium-Term Development Plan (RPJMN), 2010–2014, Indonesia will need significant 
investment to elevate its growth to 6%–7% in the medium term. The government at most can 
provide about 20% of the required investment. Therefore, the RPJMN prioritizes harmonizing 
policies and regulations, streamlining procedures, promoting customs and trade facilitation, as 
well as improving infrastructure and strengthening the financial sector to support a sound 
investment climate. Improving the performance of the tax system is also a medium-term 
objective of the government’s reform agenda. This is to be achieved through the implementation 
of the next stages in the reform of tax systems and administration. 
  
8. Some progress has been achieved in this area through recent reforms. The new 
Presidential Regulation No. 36/2010 on Indonesia’s Investment Negative List has been issued, 
and is expected to help provide greater certainty to investors and open up a few additional 
sectors to foreign investment. The legal framework for taxation has been strengthened through 
amendments to the three main tax laws.8 A comprehensive program continues to advance the 
tax reform agenda, which covers restructuring the Directorate General of Taxes under the 
Ministry of Finance (MOF), modernizing tax administration core processes, and strengthening 
the governance and accountability frameworks. A national single window model was launched in 
January 2010 in five major ports throughout Indonesia,9 and it is expected to reduce the time 
and cost for importing and exporting. The government has finalized a National Logistics 
(Sislognas) Development Blueprint and Action Plan that was included in the RPJMN, 
2010–2014. The National Logistics Blueprint (NLB) has three main objectives: (i) ensure the 
availability of strategic products at affordable prices, (ii) reduce logistics costs to facilitate the 
competitiveness of export products, and (iii) prepare the country for better market integration 
with ASEAN. 
 

                                                 
5 World Bank. 2009. Making the New Indonesia Work for the Poor. Washington, DC.  
6 World Bank. 2010. Indonesia Jobs Report. Washington, DC.  
7  World Bank. 2010. Social Assistance Program and Expenditure Report and Targeting in Indonesia, 

Washington, DC. 
8 These include the passage of the amended Income Tax Law in 2008, which reduces corporate and personal rates, 

simplifies administration, and increases legal certainty; the passage of the Tax Procedures Law, which strikes a 
better balance between the rights and obligations of taxpayers and the powers of tax officials, an issue of 
longstanding concern to the business community; and the passage of the law recognizing electronic signatures, 
which clears the way for multiple e-Government initiatives such as electronic registration and filing of tax returns.  

9 The five main ports are Soekarno Hatta Airport, Tanjung Priok, Tanjung Perak Surabaya, Tanjung Mas Semarang, 
and Belawan Medan. Altogether, these ports account for 80%–90% of Indonesia’s international trade volume. 
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9. Public financial management and governance. In line with the economic development 
priorities set in the RPJMN, 2010–2014, the MOF is finalizing its strategic plan for 2010–2014. 
The new MOF medium-term plan is founded on five priority areas of PFM reforms as follows:10  

 
(i) Macroeconomic stability and policy-based budgeting. Key initiatives include 

the strengthening of government capacity for macroeconomic projections and 
fiscal policy analysis, implementation of PBB and the MTEF, and building 
capacity to manage strategic performance based on the balanced scorecard 
performance management tool. 

(ii) Budget disbursement, monitoring, and evaluation. Key reform initiatives 
include the smoothing of budget implementation and execution through 
modernization of the treasury system, implementation of an automated treasury 
payment and budget preparation system, continued implementation of the TSA, 
monitoring and evaluation of public expenditures, continuation and expansion of 
expenditure analysis at the sector level, and reforms in the public procurement 
system including implementation of a national e-Government procurement 
system. 

(iii) Revenue reforms. Key reform initiatives include sustaining and expanding the 
gains in tax revenue collection achieved in the last two years, streamlining 
business processes, modernizing information technology systems, realigning 
human resources through the Project for Indonesia Tax Administration Reform, 
and speeding up the resolution of tax-related disputes through the establishment 
of a Case Management and Court Administration System.  

(iv) Internal control and external oversight. Key reform initiatives include 
improving internal audit systems and capacities to strengthen PFM internal 
controls, strengthening the Supreme Audit Institution (BPK), and enhancing 
legislative oversight. 

(v) Crosscutting themes. Key reform initiatives include advancing organizational 
reforms in the MOF; and improving the quality and availability of government 
statistics needed for policy-making, planning, and budgeting, as well as for 
monitoring and evaluating performance.  

10. Poverty reduction and public service delivery. The government has declared poverty 
reduction one of the highest development priorities. As stated in the RPJMN, 2010–2014, the 
government aims to lower the poverty rate to 8%–10% by 2014. This will be achieved through a 
triple-track development strategy—pro-growth, pro-jobs, and pro-poor—to reduce poverty by 
strengthening economic growth, stimulating job creation, and deepening investments in its 
poverty reduction strategy. This strategy is articulated around three main clusters: 
(i) family-based social assistance programs, (ii) community-empowerment programs, and 
(iii) expanding economic opportunities for low-income households. To improve the effectiveness 
of the national poverty reduction strategy, overall oversight and coordination responsibilities 
have been elevated to a cabinet-level team. The government has strengthened the overall 
oversight and coordination of the national poverty reduction programs across all clusters by 
establishing the national team for the Acceleration of Poverty Reduction (TNP2K). The TNP2K 
will include all government agencies responsible for the planning, financing, and implementation 
of poverty reduction programs chaired by the vice-president. The TNP2K will implement the 
main poverty reduction strategies outlined in the RPJMN, 2010–2014, which include 

                                                 
10 Ministry of Finance. 2010. PFM Strategy Note for 2010. Jakarta.  
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(i) integrating the family-based programs into the family-based social assistance system and 
expanding it to improve the coverage of poor and vulnerable households; (ii) scaling up the 
PNPM Mandiri from Rp10.3 trillion in 2009 to Rp12.1 trillion in 2010; and (iii) expanding the 
coverage of Kredit Usaha Rakyat (KUR), a program to increase access to credit for micro, 
small, and medium-sized enterprises, and improving its distribution mechanism. To support 
these strategies, several critical reforms to enhance the delivery and effectiveness of poverty 
programs have been implemented. These include (i) institutionalizing program assessment and 
improved governance accountability; (ii) developing good systems to measure poverty and 
target poor households and regions; and (iii) empowering local governments, communities, and 
service providers to deliver quality services. 
 
 3. ADB Sector Experience and Assistance Program 
  
11. Like its predecessor, the Sixth Development Policy Support Program (DPSP-6) supports 
the Development Policy Loan (DPL) series prepared by a joint team comprising the Asian 
Development Bank (ADB), the Government of Indonesia, the Government of Japan, and the 
World Bank. 11  The DPSP series aims to help the Government of Indonesia achieve its 
medium-term growth and poverty reduction objectives. It has allowed the government to work 
with development partners in a flexible manner to implement critical high-level macroeconomic 
and crosscutting sector reforms that address constraints to growth and poverty reduction while 
providing predictability of financial support. The proposed DPSP-6 builds on progress achieved 
in the DPSP-5 and advances key priority reforms included in ADB’s country strategy and 
program for Indonesia,12 which provides for deeper sector interventions to complement the 
macroeconomic and governance reforms supported through the DPSP series. The 
government’s National Medium-Term Development Plan maintained key priorities in core policy 
areas including investment climate, governance, and poverty reductions. 
 
12.  ADB has adopted a dual-track approach to ensure that the reforms supported through 
the policy dialogue of the DPSP series are complemented and reinforced by other ADB sector 
programs. First, ADB’s active participation in the policy dialogue in all areas of the DPSP has 
helped in setting the overall macroeconomic framework for ADB sector reform programs. 
Second, ADB’s engagement and strength in infrastructure, the financial sector, decentralization, 
and poverty reduction have helped to avoid duplication of efforts and improved the monitoring 
as well as the quality of policy reforms supported by ADB. A series of advisory technical 
assistance projects that the government has drawn upon have underpinned the policy dialogue. 
 
13. The DPSP-6 has benefited from lessons learned in implementing reforms supported 
under the previous DPSP series. Strong government ownership is crucial for the DPSP program 
to help accelerate key reforms. The development partners have been successful in ensuring 
government ownership through strong dialogue and broad engagement. The DPSP program 
design to adopt a multiyear approach is appropriate for supporting medium-term reforms. 
However, institutional and policy reforms are usually complicated and involve unpredictable 
undertakings. Such reforms often need to go through a trial and error process and occasionally 
require fine-tuning. Therefore, the program design should include some degree of flexibility. The  
continued policy dialogue under the DPSP series has strengthened the knowledge base and 
allowed the government to move proactively in some areas of reforms.  
                                                 
11 ADB did not provide financial support to the first DPL (DPL-1), which began in 2004, and a different 

title—DPSP—has been adopted for ADB operations. The correspondence between the DPL and DPSP is as 
follows: DPL-1 = ADB’s participation through policy dialogue; DPL-2 = DPSP-1; DPL-3 = DPSP-2; DPL-4 = 
DPSP-3; DPL-5 = DPSP-4; DPL-6 = DPSP-5.  

12 ADB. 2006. Country Strategy and Program: Indonesia, 2006–2009. Manila. 
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