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SECTOR ASSESSMENT (SUMMARY): INVESTMENT CLIMATE 
 

A. INTRODUCTION 
 

1. Higher investment needed to achieve desired growth targets. The country’s 
development master plan envisages average annual real economic growth of 7%–9% in  
2011–2025 to enable Indonesia to become one of the 10 major economies in the world by 
2025.1 To attain this objective, sufficiently high investment growth is needed to ensure that the 
ratio of investment to gross domestic product (GDP) surpasses the 26% average achieved 
during 2002–2012.2 Some estimates suggest that the investment to GDP ratio may need to go 
as high as 47% by 2019 to enable economic growth envisaged under the development master 
plan.3 Of particular importance is the need for additional investments in infrastructure, which are 
estimated at 2% of GDP annually, to help address the inadequacy and poor quality of 
infrastructure, which is a critical development constraint in Indonesia.4 
 
B. SECTOR ASSESSMENT: CONTEXT AND STRATEGIC ISSUES 
 

2. Constraints to Indonesia’s investments. The private sector has indicated a weak 
regulatory framework, inadequate infrastructure, and an immature capital market are the biggest 
obstacles in improving the investment climate in Indonesia. This assessment is in line with a 
recent International Monetary Fund study showing that enhancing monetary policy to reduce 
uncertainty, improving the business environment, enhancing financial access, and developing 
infrastructure could all support investment (footnote 2). 
 
3. Measures to enhance Indonesia’s attractiveness as a foreign direct investment 
destination. Overall, Indonesia’s foreign direct investment (FDI) potential is large given the 
country’s vast natural resource base, population of 245 million, growing domestic market, and 
location at the center of the growing Asian market and between continental Asia and the Pacific. 
While FDI into Indonesia has so far proved resilient, the average FDI to GDP ratio in 2009–2013 
(2.0% of GDP) was still lower compared to that of regional peers, such as Viet Nam (8.0% of 
GDP), Malaysia (3.0% of GDP), and Thailand (2.5% of GDP). Consequently, Indonesia needs 
to make more progress to realize its FDI potential, including by moving forward on a  
pro-investment revision of the negative investment list and strengthening the quality of the 
investment policy formation process. 
 
4. Difficulties of doing business. For an emerging market economy, Indonesia ranks low 
in the World Bank Group’s Doing Business 2014 rankings (120 out of 189 economies). The rank 
is below the regional (East Asia and Pacific) average and that of peer countries. It is only slightly 
better than India (134) and Cambodia (137). The biggest factor that causes the low rank is the 
time needed to start a new business (48 days, which is higher than the 38-day average of East 
Asian and Pacific countries). Of the 48-day period, 15 days are needed to get a business 
trading license and the company registration certificate, resulting in a convoluted and complex 
process that is the biggest obstacle to starting a business in Indonesia. The high cost of 
regulatory burden has also forced companies to become informal. As such, the World Bank’s 
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Enterprise Surveys show that Indonesian firms identify high rates of informality as one of the top 
10 constrains to firm investment. In fact, nearly 30% of firms in Indonesia start operations 
without being formally registered. 
 
5. Restrictions on investments by foreign entities. Foreign investors can hold up to 
100% ownership (from 45% to 95% in certain industries), but this varies within sectors and 
business fields. Foreigners are permitted to invest with no restriction on the maximum size of 
the investment, the source of funds, or whether the products are destined for export or for the 
domestic market. The exceptions are in sectors fully or partly closed to foreign investment per 
the negative investment list issued and updated pursuant to the foreign investment law. The 
2014 negative investment list (Presidential Regulation No.39/2014) has further reduced the 
number of sectors closed to foreign investors from 20 in 2010 to 15. While the new list is more 
open to foreign investment in infrastructure related to connectivity, there are some sectors, such 
as mining and oil, that continue to be restricted to foreign investors. 
 
6. Inadequate national government coordination. Inadequate coordination causes 
problems during implementation of well-intended reforms. For example, the Ministry of 
Industry’s main target was to increase foreign investment by providing more investment 
allowances. However, introducing more investment allowances that are not designed to ensure 
effectiveness and efficiency may result in foregone revenue, which is not in the interest of the 
Ministry of Finance. 
 
7. Lack of coordination between the central and local governments. Resulting from 
decentralization, this lack of coordination has resulted in (i) higher transaction costs that impede 
foreign and domestic investments, (ii) policy incoherence between central and local 
governments, and (iii) difficulties in policy implementation. Further, local policies tend to vary 
from one local government to another. This is best illustrated by the World Bank’s Ease of Doing 
Business Report for Subnationals in Indonesia, which shows large variations among sample 
cities. Incomplete and sometimes mutually incompatible regulations and the tug-of-war between 
the central and local governments on issues such as investment approval and land affect the 
bankability of investments and have been a factor in the slow recovery of investment post-crisis, 
especially in mining.5 Furthermore, any systemic reforms designed by the central government 
need agreement by regional governments for effective implementation. 
 
8. Inadequate and poor quality infrastructure. Indonesia’s roads and railroads remain in 
poor condition, and the capacity of seaports remains limited. In the World Economic Forum 
Global Competitiveness Index, 2013−2014, Indonesia ranks 82 out of 148 economies in 
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infrastructure, which is even worse than the rank of the Lao People’s Democratic Republic (65). 
Insufficient road and electricity infrastructure is a key impediment. A recent study by the 
National Development Planning Agency shows better roads in Indonesia would reduce travel 
time from 2.6 hours to 1.5 hours per 100 kilometers and reduce logistics costs from 22% to 17% 
of GDP. In addition, Indonesia’s urban electrification ratio of 94% and its rural electrification 
ration of 32% are the lowest among comparator countries.  
 
9. Lack of infrastructure investment. After the government more than doubled its 
infrastructure spending in 2010–2013 and implemented selected reforms to support 
infrastructure development, Indonesia’s ranking rose by 12 places to 38 in the 2013 Global 
Competitiveness Index. However, the government’s estimated infrastructure funding capacity of 
$114 billion in 2015–2019 is below the required infrastructure investment of $468 billion that 
should enable Indonesia reach middle-income country standards in infrastructure by 2020. The 
funding gap of $354 billion is proposed to be covered through additional investments by state-
owned enterprises ($22 billion), private investments in infrastructure via public–private 
partnerships (PPPs) ($76 billion), and additional government spending ($256 billion) to be 
mainly sourced from public borrowing, resulting in a debt ratio ceiling increase from 22.5% of 
GDP to 30.0%. 
 
C. GOVERNMENT’S SECTOR POLICY AND PLANNING FRAMEWORK 
 

10.       Further easing of restrictions on foreign investments. In 2014, the government has 
issued a new negative investment list. The new list reduces the amount of closed and restricted 
industries from 276 to 220. Foreign investors can now invest in: (i) the management and 
operation of ports, airports, land terminals, and dry docks; (ii) the pharmaceutical industry; and 
(iii) the ecotourism industry. With the opening of these sectors, the government hopes to 
overcome infrastructure constraints, which have bound the country’s development. 
 
11. Action plan to improve the ease of doing business. The government announced an 
action plan in September 2013 consisting of 17 actions across eight of the 10 indicators in the 
World Bank Group’s Doing Business country rankings. The action plan is expected to be 
implemented in 2014 and will, among other things, reduce the amount of time needed to get a 
business trading license (from 15 days to 3 days) as well as the standard form of the company 
deed. For the latter, a company will be able to apply online, and the Ministry of Law and Human 
Rights will register a new company in approximately 4 hours. The government has also initiated 
the streamlining of national and subnational regulations on investments: in May 2011, over 
4,000 regional regulations were abolished that were considered to be detrimental to national 
economic interests and the improvement of the overall investment climate. 

 
12. Increasing private sector participation in infrastructure. The government is also 
encouraging private sector investment in infrastructure projects through PPPs, with 
development partners assisting the government in building up the capacity. Results include:  
(i) the establishment of the Indonesia Infrastructure Guarantee Fund to improve 
creditworthiness of the projects, (ii) the establishment of the Indonesia Infrastructure Finance 
Facility to mobilize long-term local currency financing for creditworthy infrastructure projects, 
and (iii) the issuance of the Law on Land Acquisition for Development in the Public Interest in 
December 2011. 
 

D. Asian Development Bank Sector Experience and Assistance Program 
 

13. Development partner support. The Asian Development Bank (ADB), along with other 
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development partners (the World Bank, the International Finance Corporation, Japan 
International Cooperation Agency, and the Australian Agency for International Development), 
has provided substantial assistance to Indonesia improve its investment climate at the national 
and subnational levels. At the national level, ADB was a part of a series of the World Bank’s 
Development Policy Loan Program that aimed to address cross-cutting development issues, 
including investment climate. At the local level, ADB programs focused on increasing the 
capacity of local governments in their policy making and improving system-wide protocol for 
one-stop service. ADB support has been provided through Sustainable Capacity Building for 
Decentralization, which was concluded in 2009.6 On promoting private sector participation and 
PPP in infrastructure. ADB’s support was provided through the Infrastructure Reform Sector 
Development Program loan, which concluded in 2010.7 ADB also continues to provide 
assistance for a project development facility that supports project preparation and transaction 
advisory services for prospective PPP projects. While impediments to private sector 
participation in infrastructure remain, opportunities for private sector participation and PPPs 
have improved substantially since 2006. In addition, the Indonesia Infrastructure Finance 
Facility is poised to help mobilize equity and long-term debt financing for private sector 
infrastructure projects. ADB’s support has been critical in fostering the Indonesia Infrastructure 
Finance Facility’s ability to advance the development of bankable PPPs, particularly in its ability 
to provide project development services, which are also provided by the Indonesia Infrastructure 
Guarantee Fund. 
 
14. Longer term engagement in public–private partnerships. From 2006 to 2010, ADB 
undertook five private sector operations. Efforts in this area were hindered by (i) land acquisition 
challenges for infrastructure projects; (ii) lack of suitable enabling legislation (including off-take 
agreements) to enable PPP projects; (iii) sufficient liquidity in the banking system to support 
domestic investments; and (iv) uncertainties arising from frequent changes in legislation, both at 
the national and subnational government levels. A key lesson learned was that reforms to 
develop an environment for private sector investment, and the associated institutional capacity 
to implement them, require a medium- to long-term horizon.  
 
15. ADB support of private sector development. ADB continued to address the broader 
policy, institutional, public sector management, investment climate, sectoral, and human 
resources issues that impact the overall environment for private sector development. Capacity 
development assistance is provided for strengthening the enabling environment for PPPs and 
for developing model PPP transactions. Specifically, there is an increased focus on supporting 
infrastructure transactions through the provision of long-term financing and other investment 
interventions such as equity and mezzanine financing, as well as supporting capital market 
development to improve long-term financing opportunities for the private sector. Through its 
private sector operations and complementary public sector operations, ADB seeks to play a 
catalytic role in, and add value to, private infrastructure and financial sector projects that have 
strong developmental impacts and demonstrational effects. A major measure of ADB’s success 
in this area will be its ability to promote private sector financing with catalytic sovereign and non-
sovereign operations. 
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Low economic growth impedes achievement 
of development objectives 

Poor coordination among central 
government agencies 

 

Ineffective coordination between 
central/local government and 

private sector 

Unclear responsibility on 
infrastructure investment by 

local governments 

Unfavorable investment 
climate and high cost of 

doing business 

Low private investment 
in infrastructure due to 
lack of credible public–

private partnership 
(PPP) project pipeline 

Lack of capacity and 
weak institutional 
setup in public 
procurement at central 
and local levels 

Complex public 
procurement process 

due to: 

 

Low infrastructure investment 
by local governments due to: 

 

Lack of central government’s 
cofinancing mechanisms to 
catalyze local government 
infrastructure investments 

Inadequate alignment 
with budget execution 
policies 

Source: Asian Development Bank 

Complex 
regulatory 

framework for 
direct 

investments 

Restrictive 
foreign 

investment 
regime 

Inadequate coordination on 
infrastructure planning and 

spending between central and 
local governments  

 

Weak capacity of local 
governments to access capital 

markets for infrastructure 
funding 

Inadequate infrastructure 

 

Low public sector investments  
 

Low private sector investments  

Inefficient institutional 
PPP setup  

(e.g., lack of anchor 
PPP center, weak PPP 

capacity and/or 
systems in government 
contracting agencies, 

fragmented legislation) 

1-year appointment of 
project management staff 

 

Low utilization of budgeted 
resources for infrastructure 

due to:  

Complex land acquisition 
process 

Conditional appropriations 
due to insufficient 
information on projects at 
budget approval stage Conducive to abuse of 

objection and appeal 
process 

Complex and rigid budget 
adjustment process 

Complex 
regulatory 

environment 
for doing 
business  

 

Inadequate policy and operational 
coordination between central and 

local governments 
 

Strong role of state-
owned enterprises in 

infrastructure provision 

Land acquisition 
delays 

 

Low infrastructure investment 
by central government due to:  

Large social transfers 
budget  
Lack of project-related debt 
instruments 
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Sector Results Framework (Investment Climate, 2013–2016)  

Country Sector Outcomes Country Sector Outputs ADB Sector Operations 

Outcomes 
with ADB 

Contribution 

Indicators 
with Targets 

and Baselines 

Outputs 
with ADB 

Contribution 

Indicators with 
Incremental Targets 

Planned and Ongoing ADB 
Interventions 

Main Outputs Expected from 
ADB Interventions 

Improved 
enabling 
environment 
for more 
private and 
public sector 
investments  

Ratio of net 
flows of foreign 
direct 
investment to 
GDP increased 
to at least 3.0% 
of GDP (2012 
baseline: 2.2%) 

More 
predictable 
and open 
business 
environment 

Foreign ownership in the 
management and 
operation of transportation 
facilities increased to 49% 
(2010 baseline = 0%) and 
for seaports to 95% (2010 
baseline = 49%) 
 

Number of licenses issued 
by one-stop shops 
increased to at least 50% 
of all required investment 
licenses  
 

Private credit information 
bureau  is established in 
2015 
 

Improve coordination on 
investment policies 
between national 
government and SNGs 
 

Income tax allowance is 
expanded for companies 
that invest in eastern part 
of Indonesia 
 

At least three sector- or 
region-specific public–
private working groups 
established  

Planned key activity areas 
 

Implementation of ease of doing 
business at local level 
 

Implementation of public–private 
dialogue for investment policies 
 

Pipeline projects with 
estimated amounts 
 

Second Stepping Up Investment 
for Growth Acceleration Program 
($400 million) 
 

Ongoing projects with 
approved amounts 
 

Loan on Infrastructure Reform 
Sector Development Program 
($30 million) 
 

CDTA to improve local 
government capacity to increase 
governance 
($800,000) 
 

CDTA to modernize National 
Public Procurement Agency 
($1.5 million) 
 

CDTA to improve infrastructure 
development ($3.0 million) 

Planned key activity areas 
 

Policy-based and capacity 
development support to improve 
investment climate and increase 
infrastructure investments 
 

Pipeline projects  
 

Strengthen capacity to improve 
investment climate  
 

Develop regulatory impact 
assessment capacity 
 

Increase financial modalities for 
infrastructure investments for 
national government and SNGs 
 

Ongoing projects  
 

Strengthen financial management 
capacity of SNGs to enable them to 
issue municipal bonds 
 

Mainstream e-catalog at SNGs 
 

Improve capacity of procurement 
service units at national government 
and SNGs 
 

Introduce public–private partnership 
concept at SNGs 

ADB = Asian Development Bank, CDTA = capacity development technical assistance, GDP = gross domestic product, SNG = subnational government. 
Source: Asian Development Bank. 


