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PRIVATE SECTOR ASSESSMENT (SUMMARY)1 
  
A. Sector Performance, Issues, and Challenges 
  
1. The private sector plays a dominant role in the Indonesian economy, contributing about 
60% to gross domestic product (GDP) after recovering from the 1997 Asian financial crisis. It 
supports nearly 70% of total employment in the country. It is widely recognized that private 
sector investment will need to be the driver of sustainable economic growth in the medium to 
long term, as well as the largest contributor to employment generation. 
 
2. Main drivers of private sector growth. The engine of Indonesian economic growth 
shifted from manufacturing during 1991–2000 to services during 2001–2010. Since 2001, the 
services sector grew at almost twice the rate of manufacturing and of agriculture and replaced 
the manufacturing sector to comprise the largest share of GDP in real terms. On the demand 
side, growth of the Indonesian economy has been dominated by private consumption and 
exports, although investment also rose strongly in 2010-2011. Indonesia’s non-oil and gas 
exports have shifted toward commodities and primary goods. Much of this shift can be attributed 
to the steep increase in global commodity prices and regional demand; it also indicates the 
inability of Indonesian producers to move to higher value-added products.  
 
3. Structure of the private sector. Indonesia’s formal private sector is dominated by large 
business conglomerates, state-owned enterprises (SOEs), and foreign investors (primarily in the 
extractive natural resource industries). It is estimated, however, that 70% of the private sector in 
Indonesia is in the informal sector, which is characterized by a large number of small and 
medium-sized enterprises (SMEs).     
 
4.  Private sector not reaching growth potential and investment lagging. The pace of 
economic growth in recent years has not been on par with the average rate of 6.6% the country 
achieved between 1967 and 1997. Critical to achieving more rapid and sustained economic 
growth is private sector investment. Although investment rebounded in 2010-2011, real 
investment of 24% of GDP in 2011 fell short of the 27% share in 1996. Moreover, real 
investment is lower than in the region’s faster growing economies such as the People’s 
Republic of China, with 43% of GDP in 2009, and India, with 31% of GDP.2      
 
5. Business climate issues and impediments. The Asian Development Bank’s (ADB’s) 
diagnosis of constraints to private investment and development identifies poor and inadequate 
infrastructure, especially transport networks and electricity supply; weaknesses in governance 
and institutions; shortage of skilled labor in some occupations; and inadequate access to and 
cost of finance for microenterprises and SMEs as critical constraints.3 Indonesia’s business 
environment continues to rank poorly in international comparisons. According to the Doing 
Business 2012 survey, it ranked 129 out of 183 economies in 2011 in overall ease of doing 
business.4 Effective implementation of policies aimed at improving the private sector enabling 
environment has been slowed by poor coordination among the relevant government agencies. 
Uncertainty about the legal framework and judicial intervention remains high. Subnational 
investment climate is a particular concern because of inconsistent and often arbitrary local 
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regulations. Although foreign direct investment has risen since 2010, key impediments for 
sustained increases include (i) infrastructure bottlenecks, (ii) red-tape and high start-up costs, 
(iii) lack of clarity of the regulatory framework, and (iv) labor market rigidities. Fears of unfair 
competition from SOEs and local conglomerates have also discouraged foreign investors.  
 
6. Infrastructure as a major constraint. Inadequate infrastructure is a constraint to 
growth and private investment throughout the country, both at the national and subnational 
levels. The Global Competitiveness Report 2011–2012 ranked Indonesia 76th among 
142 countries in infrastructure development as a result of the poor quality of its road network, 
port, air transport infrastructure, and electricity supply; in contrast to Malaysia’s ranking of 26th 
and Thailand’s ranking of 42nd.5 The inadequacy of its infrastructure has also affected 
Indonesia’s overall global competitiveness. Indonesia ranked 46th in global competitiveness, 
comparing unfavorably with Malaysia (21st) and Thailand (39th). Inadequate infrastructure has 
also contributed to poor distribution systems, which have resulted in very high logistics costs. 
On average, logistics costs in Indonesia reached 14% of total production costs in 2005, nearly 
three times the cost share in Japan. Tremendous logistics cost differences exist across regions 
of the country, which affect economic connectivity and inclusive growth.  
 
7. Shallow and inefficient financial sector. Remarkable progress has been achieved in 
strengthening the legal, regulatory, and supervisory frameworks for the financial sector in 
Indonesia since the Asian financial crisis. This has made the sector quite resilient in the face of 
the more recent global credit market turmoil. Still, challenges remain that affect the ability of the 
domestic financial institutions and markets to fully support economic growth and poverty 
reduction. The financial sector needs to become more broad-based, competitive, and efficient to 
provide businesses with sustainable sources of financing, a diversified selection of new and 
innovative products, and efficient services to make their operations viable. Less than half of the 
Indonesian population has access to formal financial services and saves at banks. The financial 
needs of other underserved sectors, such as homebuyers in the low-income housing market 
segments, have to be satisfied as well, as banks have not met the demand for certain products 
because of lack of sources of longer-term finance and limited capacity. The lack of diversity in 
the financial sector and limited capital markets development present implications for Indonesia’s 
ability to address its long-term financing requirements. Greater effort will be required to improve 
domestic resource mobilization to support investment.6  
 
B. Government Policy and Plans 
 
8. Government prioritizes improving the investment climate. The government 
recognizes the importance of private investors, both domestic and foreign, in driving the 
economy toward its target growth rate of at least 7% per year by 2014. Thus, improvement of 
the investment climate is one of the 11 national priorities in the government’s Medium-Term 
Development Plan (RPJMN), 2010–2014 and it is echoed in the Master Plan for the 
Acceleration and Expansion of Indonesia’s Economic Development 2011–2025 (master plan). 
 
9. Increasing private sector participation in infrastructure. The government recognizes 
the strategic importance of adequate infrastructure in enhancing the country’s productivity and 
meeting people’s need for basic services. Infrastructure is thus listed as one of the national 
priorities in the RPJMN, 2010–2014 and the master plan. As indicated in the RPJMN, 2010–
2014, about $150 billion of infrastructure investments are required from 2010 to 2014, more 
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than double the original estimate for 2005–2009. The funding contribution expected from the 
government budget is about 30%, with the balance expected to come from other sources, 
including the private sector. The government is tackling the legal and regulatory barriers to 
private investment in infrastructure in a comprehensive manner, and is taking actions to ensure 
that institutional arrangements can support private sector participation through public–private 
partnership (PPP). The capacity building needs of the concerned government agencies and 
units are being addressed with technical and funding support from development partners. 
Significant progress has been achieved in improving the legal, regulatory, institutional, financial, 
and risk management frameworks for PPP, as evidenced by the establishment of the Indonesia 
Infrastructure Guarantee Fund (IIGF), which provides guarantees to PPP infrastructure projects 
as a means to improve creditworthiness, and the Indonesia Infrastructure Finance Facility (IIFF), 
which seeks to mobilize long-term local currency financing for creditworthy infrastructure 
projects. The government’s efforts have been further evidenced by the passage of the long 
awaited Law on Land Acquisition for Development in the Public Interest (land law) in December 
2011. Among challenges that remain, one of the major constraints is the lack of well-prepared, 
bankable PPP projects. 
 
10. Financial sector and capital markets development. The government also remains 
committed to developing deeper and more efficient financial and capital markets. The RPJMN 
2010–2014 and the master plan emphasize the importance of domestic financial resource 
mobilization to finance growing volumes of private investment. Increasing access to the financial 
sector, deepening the capital markets, and diversifying sources of institutional savings and 
investment are key components of the government’s strategy for financial market development. 
Such efforts include programs directed at helping informal workers, so that they can have equal 
access to business opportunities as a means to increase their income levels and improve their 
welfare. Access to financial services has also been raised as a complementary component to 
the government’s poverty alleviation flagship program.   
 
C. ADB Experience and Assistance 
  
11. Foundation established for increased private sector participation. ADB, along with 
other 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 promote private sector participation and PPP in 
infrastructure. ADB’s support was provided through the Infrastructure Reform Sector 
Development Program loan series, which concluded in 2010. 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 IIFF 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 IIFF’s ability to advance the development of bankable PPPs, particularly 
in its ability to provide project development services, as does the IIGF.   

 
12. 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 
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to implement them, require a medium- to long-term horizon. With the government increasingly 
focused on addressing binding constraints to infrastructure and private sector participation, 
opportunities for ADB to support actual transactions is more likely during 2012–2014. 
 
13. Financial sector and capital markets experience. ADB has undertaken five major 
financial sector operations in Indonesia addressing banking, capital markets, pensions, and 
insurance since 1988. The thrust of financial sector reforms over this period moved from a focus 
on deregulation of the banking sector and capital markets to implementation of a 
comprehensive set of reforms aimed at strengthening potential safeguards while encouraging 
market forces and market efficiency. The 2007 Capital Market Development Program promoted 
financial sector diversification and resilience while supporting the medium-term macroeconomic 
goals of the government.   
 
14. ADB public and private sector operations supporting private sector development. 
ADB will continue 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 will be provided for 
strengthening the enabling environment for PPPs and for developing model PPP transactions. 
Specifically, there will be 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 
“crowd in” private sector financing with catalytic sovereign and non-sovereign operations. 
 
15. Private sector operations. ADB’s Private Sector Operations Department (PSOD) will 
draw on its previous infrastructure experience. PSOD is currently considering a $200 million 
loan (with a $50 million political risk guarantee) for a geothermal project, a Rp2 trillion loan for a 
toll road project, and a $75 million loan to a hydropower project in 2012. In the financial sector, 
PSOD has provided infrastructure finance to a local bank for long-term infrastructure funding, 
and to nonbank financial institutions through the establishment and capitalization of the IIFF and 
the Islamic Development Fund. Other recent initiatives to enhance the capacity of the 
Indonesian financial sector and capital markets include supporting housing finance to enable 
local banks to “move down market” and broaden lending to a wider customer segment, while 
helping participating banks strengthen their mortgage practices. In addition, PSOD will support 
trade finance through the Trade Finance Program to stimulate private sector entrepreneurial 
activities. 
 
16. Private Sector Operations Department collaboration with the Southeast Asia 
Department will further such initiatives in infrastructure, and financial sector and capital markets 
development in line with national and regional priorities. Operational emphasis will be placed on 
(i) fostering the development of bankable infrastructure projects in the transport, energy, and 
water supply and sanitation sectors; (ii) mobilizing infrastructure finance and credit 
enhancement products; (iii) promoting financial inclusion by supporting increased access to 
finance for the poor, microenterprises, and SMEs; and (iv) broadening and deepening the 
financial sector and capital markets by encouraging the development of new financial products 
and services in such areas as housing finance, infrastructure finance, trade finance, and on a 
pilot basis, energy finance. 




