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Preface
Over the last decade, Indonesia’s economy has grown at above 5% every year. This is encouraging
news, especially since it is happening at a time when the rest of the world is experiencing an
economic slowdown. In addition to the strong domestic consumption and government spending,
robust investment — especially foreign direct investment (FDI) — has played an important role behind
such economic growth.
On May 27, 2011, the government of Indonesia issued its Master Plan for the Acceleration and
Expansion of Indonesia’s Economic Development, which aims to transform the Indonesian economy
into an “advanced economy” by 2025. To achieve this goal, Indonesia requires substantial
investment, a considerable portion of which is to be supplied by the private sector from both domestic
and foreign investors.
However, despite the importance of FDI, there is no recent comprehensive study on the impact of FDI
on Indonesia’s economy, especially FDI from the United States (US), which accounts for a significant
portion of total FDI in Indonesia. American companies have a long tradition of investing directly in
Indonesia that dates back to the early 1900s. To date, the US has been one of the leading foreign
direct investors in the country, proven by its USD 65 billion of investments in capital investment, as
well as mergers and acquisitions (M&A) transactions from 2004 to 2012 in various industry sectors.
As such, US investment in Indonesia will serve as an ideal case study for how FDI affects the
economy.
“The Impact of US FDI on the Indonesian economy” is a comprehensive study that brings professional
consulting technology and research capabilities in Indonesia together. This study builds research
capacity, offers networking opportunities, and delivers a comprehensive data set, while
simultaneously providing an excellent tool that will describe the impact of US FDI on Indonesian
economic development and provides recommendations to improve the overall business environment.
The methodology used comprises both quantitative and qualitative research methods. The
quantitative methods used include macro and microeconomic analysis. One of the key findings in the
study is the effective level of capital investment provided by the 35 participating US companies as well
as M&A transactions from various US companies. This figure is used extensively in the report due to
the limitations of publicly-available information regarding FDI in Indonesia. We believe that this key
figure provides the true reflection of US FDI in Indonesia.
To complement our quantitative analysis, we also conducted a qualitative study that covers a number
of key commercial and public policy areas through interviews and/or focus group discussions with key
senior executives of the participating US companies. Topics covered in the qualitative discussion
include the general investment climate, social contribution, regulatory framework and other relevant
topics.
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Key Highlights

US FDI in Indonesia to date:
·

USD 65 billion*) worth of actual capital
investment by US companies in 2004-2012.

·

Extractive and manufacturing
are key sectors of US FDI in Indonesia

*) Based on total US FDI inflow data from BKPM, actual capital investment from 35
participating US companies from all sectors and
M&A transactions

The presence of US FDI has contributed:

·

USD 94.1 billion
in national GDP

·

1.74 million jobs
are created in various sectors in Indonesia

Page | f

Approximately USD

17 billion (47%) of the (non-

tax) state revenue in 2012 was contributed by US oil and
gas companies. US companies pay approximately USD
74.2 million*) of corporate income tax.

US companies have increased their employee training
*)
budget by up to 150% between 2007 and 2012, an
*)
amount of USD 2.1 million per company, and
encourage an average of 40

learning hours

p.a. for every employee within the company.

US companies pay an average of IDR

4.4 million in

monthly wages, higher than any minimum wage level requirement
*)
in Indonesia, and have increased by 145% in the amount of
wages and salaries paid between 2007 and 2012.

An average of USD

5.8 million*) was spent

in 2012 in various social development aspects, such
as education, healthcare and social welfare. An
*)
increase of 95% between 2007 to 2012.

1 million*) was spent in 2012
*)
on waste treatment, an increase of more than 200%
between 2007-2012. Chevron achieved Gold
PROPER rank (awarded to less than 1% of all
An average of USD

registered companies).

US companies promote awareness of responsible
business conduct through FCPA and

UK Bribery Act compliance. This supports
government’s initiative to combat corruption.
*) Average figures of the participating US companies

Page | g

This page is intentionally left blank

Page | h

Table of Contents
Preface................................................................................................................................. c
Key Highlights ...................................................................................................................... f
Executive Summary ............................................................................................................ k
I.

Indonesia: Riding on Global and Regional FDI Trends ............................................. 1
A.

Brief Introduction to Foreign Direct Investment ................................................................ 1

B.

Indonesia as an Investment Destination ........................................................................... 1
A Prominent Investment Destination ..................................................................................... 2
The National Outlook of Indonesia ........................................................................................ 5
Recent Major Reforms in the Indonesian Economy............................................................. 8
Doing Business in Indonesia .................................................................................................. 9

C. The Foreign Investment Climate in Indonesia ................................................................ 13
Entering Indonesia: Strategy and Execution ...................................................................... 15
Main FDI Sectors in Indonesia ............................................................................................. 18
Major FDI investors in Indonesia ......................................................................................... 20
II.

Impact of US FDI on the Indonesian Economy ........................................................ 22
A.

US FDI in Indonesia .......................................................................................................... 22
US FDI sectors in Indonesia ................................................................................................ 26

B.

Behavior of US FDI in Indonesia ..................................................................................... 30

C. Long run pattern of US FDI in Indonesia ......................................................................... 32
D. Multiplier and spillover effect of US FDI in Indonesia ..................................................... 34
E.

Examples of multiplier effects from US FDI in Indonesia .............................................. 52

F.

Spillover effects of US FDI in Indonesia.......................................................................... 54
Knowledge Spillovers ........................................................................................................... 54
Market spillovers ................................................................................................................... 60
Ethical business conduct of US companies........................................................................ 62

III. Challenges in the Indonesian business and investment climate ........................... 69
A.

The Views of US FDI Investors on Opportunities in Indonesia ..................................... 69

B.

Regulations Hierarchy and Framework ........................................................................... 72
The Role of Public Policy in Attracting FDI ......................................................................... 73
Overview of the Indonesia Regulatory Framework ............................................................ 74
Investment Related Regulations.......................................................................................... 75

C. Challenge 1: Regulation .................................................................................................... 81
Page | i

A Lack of Regulation Coherence ......................................................................................... 81
Frequent and Abrupt Changes to Regulations ................................................................... 83
Lack of Regulation Clarity .................................................................................................... 85
Lack of Regulation Applicability ........................................................................................... 89
Gaps between Regulation and Implementation ................................................................. 90
Gaps between Service Delivery at Central & Regional Government Levels. .................. 93
D. Challenge 2: Infrastructure ............................................................................................... 94
Overview of Indonesia’s Infrastructure ................................................................................ 95
High Logistics Costs due to Inadequate Infrastructure ...................................................... 97
E.

Challenge 3: Human Capital ............................................................................................ 99
Overview of Indonesia’s Human Capital ........................................................................... 100
Low Productivity Levels ...................................................................................................... 101
Low Availability of Qualified Individuals ............................................................................ 102

IV. The Way Forward ..................................................................................................... 107
A.

Policy Consideration: Regulatory Environment ............................................................ 108

B.

Policy Consideration: Infrastructure............................................................................... 114

C. Policy Consideration: Human Capital ............................................................................ 116
D. Future outlook on FDI in Indonesia ................................................................................ 121
E.

Key considerations .......................................................................................................... 124

Bibliography ......................................................................................................................... i
Appendices ........................................................................................................................ xi
Appendix A – General Overview of FDI .................................................................................. xiii
Appendix B – Discrepancy of FDI Data between BKPM and Bank Indonesia ................ xxviii
Appendix C – Sampling Methodology .................................................................................... xxx
Appendix D – Average Quantitative Data ............................................................................. xxxi
Appendix E – Detailed Quantitative Analysis Methodology ............................................... xxxii
Appendix F – Detailed Qualitative Analysis Methodology .......................................................xl

Page | j

Executive Summary
Impact, Partnership, Progress: US FDI in Indonesia
The long story of US foreign direct investment (FDI) in Indonesia begins in 1924 when geologists from
Standard Oil of California (now Chevron) were trekking through the jungles of Sumatra. Those early
explorers found what became the Duri field, one of the biggest oil finds in Indonesia, ushering in a
lasting and positive relationship for US companies in Indonesia.
Today, leading American brands are a familiar sight in Indonesia. In consumer goods, Procter &
Gamble as well as Johnson & Johnson are very well positioned in the market. 3M, as a diversified
product manufacturer and Energizer, a battery-manufacturing company, own the most recognizable
brands in their respective product areas within Indonesia.
US manufacturing firms see promise in the country, and big-ticket extractive industry players have for
decades helped build the oil and gas and mining industries. These are lasting relationships that are
poised for significant growth, but they are sometimes misunderstood and the full extent of US FDI is
not well known.
To grasp the full depth and benefits of US FDI in Indonesia, AmCham Indonesia, the US Chamber of
Commerce, and the United States Agency for International Development Mission to Indonesia
(USAID Indonesia) have commissioned Ernst & Young Indonesia (EY Indonesia), Paramadina Public
Policy Institute (PPPI) and Research and Training in Economics Business – Faculty of Economics
and Business of Gadjah Mada University (P2EB-FEB-UGM) to conduct this comprehensive
analysis - the first study of its kind - of the full impact of US FDI on the Indonesian economy.
The study went beyond existing data to include in-depth interviews with senior executives from 35 US
companies with direct investments in Indonesia. This included companies in the manufacturing,
mining, oil and gas, retail and other sectors. We asked for qualitative input and quantitative data. We
sought insight on the investment climate, corporate social responsibility (CSR) activities, challenges
companies face and issues going forward. We also received hard numbers measuring both existing
and planned investments.
On the basis of these interviews as well as capital expenditures and M&A transactions from a number
of US companies, we concluded - conservatively - that from 2004 to 2012 US FDI in Indonesia totaled
USD 65 billion, making the United States potentially the largest investor in the country over that
period. This contrasts sharply with most published data suggesting that the United States is the fourth
largest investor in the country. More narrowly defined official figures from Bank Indonesia show US
FDI for the period at just USD 7 billion.
The study finds that in 2012 more than 95% of total US foreign investment in Indonesia was in
extractive industries (oil and gas and mining) and manufacturing. While the study shows that
extractive industries are the largest FDI sector for US companies, the manufacturing sector is
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increasing in prominence. The compound annual growth rate for the extractive sector between 2004
and 2012 was 11%; for manufacturing it was 21%. With extractive investment limited by finite
quantities of natural resources, there is greater potential growth for manufacturing, assuming that
income and consumption continue to grow. The study also shows that US investment is concentrated
in the populous islands of Java and Bali and resource-rich Eastern Indonesia.
Our interviews reveal that in the next three to five years, US companies plan USD 61 billion worth of
investments in Indonesia, an amount that will be critical in helping the government achieve its growth
and investment targets. In terms of contributions to government revenues, the companies that
participated in the study paid an average of USD 74.2 million in corporate income tax in 2012, for a
total of approximately USD 2.6 billion. In the upstream oil and gas sector alone, major US companies
contributed an estimated USD 17 billion to national revenues in 2012, 47% of the total non-tax state
revenue.
Taking into account capital expenditures and M&A activities in a variety of sectors, the study also
finds that US FDI has tremendous multiplier effects on government revenue, domestic consumption,
direct and indirect employment, the creation of new domestic companies throughout supply chains
and infrastructure development. In rural areas, for example, companies have built roads, schools and
basic infrastructure that enhance community development, leading to local business growth and a
more educated workforce.
Broadly put, the multiplier impacts of US FDI in Indonesia are as follows:
·

National GDP: USD 1.44 for every USD invested.

·

Employment: 242 jobs (person years) per million USD invested.
1

When these impacts are multiplied across the economy, US FDI has contributed:
·

USD 94.1 billion in GDP.

·

1.74 million people employed each year in various sectors.

In the mining sector, US companies employ approximately 35,000 people in their operations in
Eastern Indonesia. According to one study, one of the largest US companies in Eastern Indonesia
contributed up to 96.9% to regional GDP in its operational area and 2.2% to national GDP between
2006 and 2011. It also increased national household income by up to 1.7% between 2006 and 2011
and regional household income by up to 96.2% in the same period.
In compiling these figures, we combined publicly available data of US FDI inflow with the actual
investment done by the companies we interviewed, which represent only about 10% of US companies
active in the country. It is fair to conclude, therefore, that the investments we document represent only

1

Based on total US FDI inflow data from BKPM, actual capital investment from the 35 US companies participating in the
study and M&A transactions.
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a fraction of the total. In other words, our findings show that US companies are investing more and
doing more than is widely known, with plans already made to invest a further USD61 billion in the next
three to five years. This amount is nearly equal to investments made in the past nine years, but this
projection assumes a conducive regulatory environment.

Indonesia Well Positioned
Having weathered the 2008 Global Economic Crisis relatively unscathed, Indonesia has relied on its
large domestic market, young workforce and strong natural resource base to keep growth rates well
above 5% while much of the West has been stagnant or in recession. With a per capita GDP that has
surpassed USD3,000, the accepted mark for middle income status - and a population of about 240
million, the study indicates that US companies are largely motivated to invest by the growth potential
of the country and its natural resource base. As the largest economy among the ten-member
Association of Southeast Asian Nations (ASEAN), Indonesia has become a leading investment
destination at a time when the region itself has caught the eyes of investors given its 600 million
population, rising prosperity and relative political and social stability.
Chapter 1, “Indonesia: Riding on Global and Regional FDI Trends,” says that Southeast Asia received
more FDI in 2012 than either India or China. In 2012, ASEAN received around 26% of total FDI in
Asia, making it the largest recipient in the region. Indonesia received 18% of the investment directed
to ASEAN, a total of USD 19.8 billion in 2012.
Chapter 2, “Impact of US FDI on Indonesian Economy,” discusses where the investment is going,
what it contributes and why US investors are keen on investing more in Indonesia. US companies are
attracted to the growth potential of the Indonesian market, according to 30% of the respondents, while
14% of the respondents cite the relatively low cost of labor as a main driver of investment decisions.
Finally, Chapter 3, “Challenges in the Indonesian Business and Investment Climate,” looks at policy
considerations, infrastructure issues and human capital challenges that play a role in US companies’
investment decisions.

Broad Impact
The impact of US FDI extends far beyond simple dollar figures. It creates jobs and builds a skilled
workforce, grows markets, enhances social responsibility, instills best corporate practices, transfers
technology, and forges partnerships between international companies and the Indonesian people.
The study finds that the surveyed American companies in Indonesia directly employ approximately
183,000 people, at competitive salaries; the average wage paid per employee by the companies in
the study is IDR 4.4 million per month, a figure higher than the legal minimum wage anywhere in
Indonesia.
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While the popular perception often seems to be that US companies prefer to hire expatriates at a
steep premium over locals, the study proves that this is a misconception. Employment data for the
period 2007to 2012 from the respondents shows a trend strongly in favor of domestic employment,
with the number of local employees nearly doubling over that period. At the same time, the number of
expatriates employed by these companies in 2012 was only one-fourth the number it was in 2007
despite the growth in investment.
Moreover, US companies invest in their workers; the companies in the study had an average
employee training budget in 2012 of USD 2.1 million, an increase of 150% over that of 2007.
Interviews show that the companies encourage an average of 40 learning hours annually for every
employee.

Socially Involved
US companies’ engagement with communities is significant. Companies in the study spent an
average of USD 5.8 million in 2012 on Corporate Social Responsibility (CSR) programs, an increase
of 95% between 2007 and 2012.
Approaches to CSR range from community development projects to competitions such as those that
Hewlett-Packard has hosted to promote better education, creativity and entrepreneurship. Colliers has
a program enabling people with disabilities to work in the company for six months, and then help them
find suitable jobs. Others emphasize the environment. Cargill, for example, has a partnership with
Fauna & Flora International and the World Wildlife Fund to support protection of endangered species
and conserve high-value forest.
Many US companies provide assistance through NGOs active in nutrition, education, and
environmental awareness. Mondelez International (formerly, Kraft Foods) works with Helen Keller
International to combat blindness among children. Freeport and GE are major supporters of Prestasi
Junior Indonesia, or Junior Achievement, which encourages entrepreneurship among young people.
HM Sampoerna, a unit of Philip Morris International, is involved in education and support for small
businesses. The list is lengthy and aimed at improving the quality of life in Indonesia.
In other community aspects, the companies in our study spent an average of USD 1 million in 2012
on waste treatment, an increase of more than 200% since 2007. For its environmental efforts,
Chevron received a Gold PROPER rank from the Ministry of the Environment, which is given to less
than 1% of all registered companies; other US companies received Green and Blue PROPER ranks.
The ethical business practices that US companies emphasize have intangible but very positive effects
on corporate governance in Indonesia, which support and reinforce the Indonesian government’s
efforts to combat corruption. US companies promote responsible business conduct by complying with
the Foreign Corrupt Practices Act, a 1977 law passed by the US Congress that makes it unlawful for
any American company to participate in acts of corruption, including bribing foreign officials. US
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companies also seek to remain in compliance with the even tougher UK Bribery Act, which is
considered as one of the strictest regulations worldwide.

Education and Knowledge Transfer
US companies invest in their workforces. Many provide mentorship, training, and other learning
experiences. Our respondents report that some companies offer tuition assistance for university
education as well as for management and language courses. Most major US companies integrate
senior employees into a global workforce, giving them opportunities to work overseas.
Examples of this commitment can be found in on-the-job training, job rotation policies, and internship
programs. A US company in the financial services sector described a long-standing partnership with a
local university to provide internships and mentoring as a way to identify potential skilled employees
to be hired upon graduation. For several years, the program has helped produce knowledgeable,
professional and productive graduates.
Another very successful program is Citibank’s Management Associate Program, many of whose
graduates now hold significant positions in business and government, including many familiar names
in the corporate sector.
Beyond training and human resource development, US firms facilitate transfer of knowledge and
technology, which has had a beneficial impact on productivity. US companies unquestionably improve
the productivity of domestic companies within the same industry by extending best global industry
practices into the domestic sphere, spreading technology within the value chain and transferring
knowledge via labor mobility from US to domestic companies.

Plans and Policy Considerations
With an additional USD 61 billion of planned investments on the horizon over the next three to five
years, US companies are eager to significantly boost their involvement in Indonesia. But the study
also finds serious issues that need to be addressed. Respondents discussed the challenges and
specific policy considerations in three main categories: regulatory uncertainty, infrastructure and
human capital. These are summarized below.

Regulatory Uncertainty
There is a lack of regulatory coherence with abrupt changes in regulations, a lack of regulatory clarity
and frequent gaps in implementation and enforcement. In addition, respondents cite continuing
concerns over decentralization leading to inconsistent regulations.
Policy Considerations
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·

Simplify investment procedures. The average number of procedures involved in setting up
a business in Indonesia is 15.3, higher than Singapore at 8.3, Malaysia at 10.5 and Thailand
at 11.5. Reducing the number of procedures would improve Indonesia’s investment
competitiveness.

·

Engage civil society and the business community in the policymaking process.
Involving key stakeholders would facilitate support and ensure practical and timely
compliance.

·

Implement Evidence-Based Policy. Formulating and implementing policy based on
empirical evidence would improve confidence that policies will achieve their intended
objectives.

·

Use investment-related parameters as performance indicators for government
institutions. Establishing key investment-related performance indicators would ensure
improved cooperation, coordination and implementation across government ministries on
investment-related policy decisions.

·

Strengthen the role of the Ministry of Home Affairs and provincial governments. These
stakeholders play a critical role in the adoption and implementation of policy. If their role is
strengthened, conflicts in policy implementation would be reduced.

·

Establish a “dashboard” at the central government. Conflicting regulation and uneven
implementation of policy creates investor uncertainty. A centralized dashboard, coordinated
by the Vice President or Coordinating Minister of the Economy, would serve to monitor
coherence of investment regulation and its implementation.

Infrastructure
Indonesia is seen as less competitive than its Southeast Asian neighbors in terms of logistics and
infrastructure. Hard infrastructure such as ports, roads and railways are still inadequate, and investors
are concerned about insufficient government spending on infrastructure.
Policy Considerations
·

Increase Government Spending. During the Soeharto Era, the government allocated more
than 30% of its budget to national infrastructure development. In 2012, however, this figure
dropped to approximately 10%, and nearly 10% of that allocation went unspent. Increased
infrastructure spending would promote economic competitiveness.

·

Improve implementation of the Land Acquisition Law (Law 22/2012) and Presidential
Regulation (71/2012). The Law and Presidential Regulation provide a clear framework for
land acquisition for public projects, but the lack of decisive implementation makes the law
ineffective.
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·

Promote Public-Private Partnerships (PPPs). The government has established several
institutions to provide guarantees and funding support for PPPs, but limited capital, authority
and regulatory flexibility have undermined their effectiveness.

Human Capital
Indonesia suffers from a shortage of skilled and educated workers, leading to a mismatch between
supply and demand for workers with specific skills. Significant efforts are required to improve the
quality and productivity of the Indonesian workforce, and the limited number of academic institutions
and qualified teachers are holding back the national education system.
Policy Considerations
·

Enhance access. Indonesia has done well in primary education but high schools, vocational
schools and universities lag behind. Two strategies should be considered: (1) providing more
scholarships for students who cannot afford education, and (2) using online technology to
reach remote areas.

·

Raise quality. Facilities, teachers and lecturers, teacher salaries, teaching materials and
delivery of services all need improvement.

·

Provide resources for engineering and science. Incentives in the form of scholarships,
research grants, and facilities are needed to fill human resource needs in engineering and the
sciences.

·

Link education to business needs. Workforce supply and demand should be harmonized
by developing a system that incorporates basic on-the-job training into educational materials
and curricula, such as internships, etc.

The Way Forward
Respondents and other observers agree that Indonesia’s economy holds enormous potential. This
study demonstrates that the greatest factor driving FDI in Southeast Asia’s largest economy is the
continued growth of GDP, largely as a result of Indonesia’s huge domestic consumption, which, in
turn, is driven by continuous investment.
US FDI has long been an essential, if somewhat under recognized, contributor to the Indonesian
economy on many levels, from driving growth to building vital infrastructure, transferring technology,
and instilling corporate best practices in a variety of industries. Given plans to significantly increase
investment in Indonesia, the companies participating in this study seek to deepen their partnerships
with the country.
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However, growth in US investment cannot be taken for granted. The respondents were clear in
wanting to see consistent policies, a long-term commitment to infrastructure development and steady
improvement in education.
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I. Indonesia: Riding on Global and Regional
FDI Trends
A. Brief Introduction to Foreign Direct Investment
Investors have started
looking at developing
economies as
potentia l investment
destination.

FDI is technically a form of investment that involves the flow of capital
from one country to another for the purpose of taking a managerial
interest in the activity in the foreign country. Moreover, foreign direct
investments are primarily targeted towards long term projects with more
lasting impacts. To date, current global FDI practices have involved more
than 80,000 corporations around the world.
Currently, the global investment climate is recovering at a lower than
expected rate. The slow recovery is attributed to the attitude of foreign
2
investors who are becoming more cautious in their investments .
Although general market confidence is still low, investors have started to
shift their investment focus from developed economies to developing
economies.
Among the developing regions, Asia has been considered one of the
most favorable investment destinations. This is not only attributed to the
potential market and natural resources present, but the region has
productive labor forces with relatively lower costs. Within the region itself,
a significant amount of FDI is directed towards the ASEAN region
(27.6%) and ASEAN member economies have shown an economic
resurgence since recovering from the Asian financial crisis.
The ASEAN region consists of a number of emerging economies, such
as Malaysia, Indonesia, Vietnam, Thailand and Philippines. Within the
region, Indonesia is one of the countries which attracts the most FDI due
to the economic potential the country possesses.

B. Indonesia as an Investment Destination
Indonesia is generally
seen as a prominent
investment destination
due to its resilient
economic growth, solid
demographic dividend
and abunda nt natural
resources.

2

Indonesia is seen by many as a prominent investment destination. This
is because the country possesses potential in numerous areas, such as:
resilient economic growth driven by domestic demand, a solid
demographic dividend, as well as abundant natural resources. However,
there are some challenges that need to be addressed, primarily in the
area of regulatory and political frameworks, human capital, and
infrastructure.

UNCTAD. W orld Investment Report 2013. UNCTAD, 2013. Web. 18 July 2013.
<unctad.org/en/PublicationsLibrary/wir2013_embargoed_en>
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FIGURE 1
Indonesia is one of the top 10 most attractive investment destinations globally
FDI Confidence Index®, 2012
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The FDI confidence index provides an assessment of investors’ attitudes
3
towards FDI globally . Indonesia is among the top 10 countries and top 5
Asian countries in which investors perceive have high future growth
prospects. With an index of 1.45, above the average index figure of 1.43
th
th
and a significant increase in rank – from 19 in 2010 to 9 in 2012,
Indonesia is considered to be very attractive for FDI due to its strong
growth, large consumer market and availability of natural resources.

A Prominent Investment Destination

The GDP growth of
Indonesia is estimated
to exceed 30% from
2013 to 2017,
supported with a stable
inflation rate, low
government debt and
relatively steady
exchange rate.

3

4

There are a number of key reasons as to why Indonesia is considered to
be a prominent destination for investment:
·

Resilient economic environment. A given economy is indicated to
have reached a new level of economic growth when it has achieved
a GDP per capita level of USD 3,000. Achieving a GDP per capita
level of USD 3,000 will result in accelerated growth for a country4.
China, for instance, was able to reach such a level in 2008, 12 years
earlier than the projected year of 2020. The country has become an
economic powerhouse ever since. South Korea, experienced strong
economic growth for 11 years after reaching that particular level.
With an increased level of GDP per capita, a number of sectors will

A.T. Kearney. Cautious Investors Feed a Tentative Recovery. A.T. Kearney, 2012. Web. 1 May 2013.
<http://www.atkearney.com/documents/10192/fdaa84a5-a30a-4e4e-bc36-453375d6596f>
Hadiwerdoyo, Cyrillius H. Indonesian Economy with a US$3,000 GDP per Capita. Jakarta Post, 2010. W eb. 1 May 2013.
<http://www.thejakartapost.com/news/2010/10/20/indonesian-economy-with-a-us3000-capita-gdp.html>

Page | 2

experience stronger demand, such as the automobile industry,
durable goods and tourism sectors.
In 2010, Indonesia’s GDP reached USD 709 billion with a population
of approximately 240 million5. The real GDP per capita of the largest
Southeast Asian economy in that period was close to USD 3,000. In
2011, Indonesia’s real GDP per capita reached nearly USD 3,500
due to improvements in economic and political conditions. This
marks Indonesia as a fast-emerging economy with potential to grow
further with support from a sound economic and political
environment.
Bloomberg estimated that the GDP growth of Indonesia would
exceed 30% from 2013 to 20176. In addition to future economic
growth, Indonesia has had a progressive inflation rate (5.3% and
4.3% in 2011 and 2012, respectively), low government debt (24.4%
of total GDP in 2011) and a relatively steady exchange rate against
the US dollar, all of which will support Indonesia in its efforts to be a
leading economy.

Indonesia’s economy is
supported by strong
domestic consumption,
instead of the export
market.

5

6

7
8
9

·

Large domestic demand. Indonesia’s economy is fueled primarily
7
by strong domestic consumption instead of exports . In 2012,
approximately 160 million people or 67% of the total population was
categorized as being in the middle class income segment. This
segment is mostly on Java island (representing 57.1% of the total
8
middle class income) . The remaining middle class income people
are found in the major islands, such as Sumatra, Kalimantan and
Sulawesi. The Boston Consulting Group predicted that there will be
approximately 141 million people categorized as middle class and
9
affluent consumers by 2020 .

IHS Global Insight. Global Insight’s Comparative World Overview. IHS Global Insight, 2013. Web. 1 May 2013.
<http://myinsight.ihsglobalinsight.com/servlet/cats?pageContent=downloadFile&serviceID=4078&file=2587902.ZIP>
Bloomberg. Emerging Markets. Bloomberg Markets, 2013. Web. 19 July 2013.
<http://media.bloomberg.com/bb/avfile/r_jAspfPIaq0>
Setiadi, Purwanto et al. “Mereka yang Beranjak Kaya”. Tempo, 2013. Print.
Palupi, Dyah Hasto. “Menyingkap Denyut Pasar Ratusan Triliun Rupiah”. SWA, 2013. Print.
BCG Perspectives. Indonesia’s Rising Middle-Class and Affluent Consumers. BCG, 2013. Web. 1 May
2013.<https://www.bcgperspectives.com/content/articles/center_consumer_customer_insight_consumer_products_indonesias_r
ising_middle_class_affluent_consumers/>
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FIGURE 2
10

Indonesia has a sizeable middle class population , an important element in boosting a
nation’s domestic demand
Indonesia’s population by income, in 2003 and 2010
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Source: Chauduri, 2011 (cited from Tempo, 20-26 February 2012)

Indonesia’s population
primarily consists of
individuals within the
productive age.
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·

Solid demographic dividend. As the world’s fourth most populous
nation, Indonesia’s age demographic is dominated by individuals
under the age of 30. This demographic profile presents a youthful
generation who is considered to be productive and will contribute to
the national income. Based on a census carried out by the
Indonesian Statistics Bureau (Badan Pusat Statistik or BPS), in
2010, Indonesia’s population under the age of 30 was approximately
11
130 million people . Furthermore, 67% of the total population is
within the productive age of 15 to 64. This key demographic
characteristic indicates a large supply of labour while also
contributing to local and multinational firms in terms of productivity
and efficiency. Based on information from The Conference Board,
Indonesia’s total factor productivity growth, which measures changes
in output not caused by changes in traditional inputs, increased from
12
0.59% in 2010 to 1.46% in 2011 . This represents the effect of
technological change, as well as efficiency improvements in human
capital. In addition, as this productive age population participates in
the workforce, they can earn higher gross incomes and will have
stronger purchasing power, which can result in larger consumer
spending and subsequently, support the growth of the economy.

·

Abundant natural resources. Indonesia is a country which is rich in
a wide range of natural resources, including natural gas, coal, crude
palm oil and mineral ores (e.g. tin, copper, gold, silver, nickel and
bauxite). The nation is in fact one of the world’s largest thermal coal
exporters with an estimated 300 million tons of coal exports in
13
2011 . In addition, it has the third largest proven natural gas reserve
in the Asia Pacific region, with over 104 trillion cubic feet worth of

Based on the definition from the World Bank, ‘middle class population’ is defined as individuals with expenditures of USD 2-20
each, per day. (cited from Tempo, 20-26 February 2012)
Badan Pusat Statistik. Umur dan Jenis Kelamin Penduduk Indonesia. BPS, 2010. Web. 2 May 2013.
<http://sp2010.bps.go.id/files/ebook/umur%20dan%20jk%20penduduk%20indonesia/index.html>
The Conference Board. Total Economy Database: Growth Accounting and Total Factor Productivity Country Details, 1990-2012.
The Conference Board, 2013. Web. 2 May 2013. <www.conference-board.org/retrievefile.cfm?filenam e=TEDII...xls...>
World Coal Association. Coal Statistics. World Coal Association. 2011. Web. 2 May 2013.
<http://www.worldcoal.org/resources/coal-statistics/>
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14

gas reserves in 2011 . Last but not least, the country possesses
15
more than 40% of the world’s geothermal resources .

The National Outlook of Indonesia

With a relatively stable
GDP growth and
inflation rate as a
foundation for growth,
Indonesia aims to be in
the world’s top 5
economies by 2045.

Indonesia has the potential to grow further. In 2030, it is predicted that
Indonesia has the potential to be one of the largest economies in the
world, supported primarily by the huge leap in domestic consumption and
16
national productivity . In addition, strong emphasis towards the
development of infrastructure will be a strong supporting pillar for the
potential economic resilience.

·

Economic performance potential. As stated earlier, the threshold
for a country to potentially accelerate its growth is when that country
has gained a GDP per capita of at least USD 3,000. With a 2012
GDP figure of more than USD 3,500, the government must; however
provide a more conducive business environment for both domestic
and foreign investors, if it expects to boost Indonesia’s GDP per
capita in the next 30 years, surpassing USD 14,000 in 2025 and
becoming the world’s top 5 economy with a GDP per capita of USD
45,000 in 204517.

FIGURE 3
GDP per capita in Indonesia has experienced stable growth, indicating healthy economic
development in the long term
GDP per capita (in current price)
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Source: IMF, Authors’ analysis

A relatively stable and controlled inflation rate has been one of the
factors that have contributed to Indonesia’s economic resilience.
Indonesia’s inflation rate has fallen from double digit to single digit,

14

15

16

17

British Petroleum. BP Statistical Review of World Energy June 2012. British Petroleum, 2012. Web. 2 May 2013.
<http://www.bp.com/content/dam/bp/pdf/Statistical-Review-2012/statistical_review_of_world_energy_2012.pdf>
Satriastanti, Fidelis E. Indonesian Push for Geothermal Energy Faces Bureaucratic Hurdles – Officials. Thomson Reuters
Foundation, 2013. Web. 3 August 2013. <http://www.trust.org/item/20130725135603-x09fo/>
McKinsey Global Institute. The Archipelago Economy: Unleashing Indonesia’s Potential. McKinsey & Company, 2012. W eb. 2
May 2013. <http://www.mckinsey.com/insights/asia-pacific/the_archipelago_economy>
Coordinating Ministry of Economic Affairs. Masterplan Percepatan dan Perluasan Pembangunan Ekonomi Indonesia 2011-2025
(MP3EI). Coordinating Ministry of Economic Affairs, 2011. Web. 2 May 2013.
<http://www.depkeu.go.id/ind/others/bakohumas/bakohumaskemenko/MP3EI_revisi-complete_(20mei11).pdf>
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and it is estimated that in year 2020, the inflation rate can reach
4.7%, a figure outperforming the average figure in other developing
countries. This indicates that the robustness of Indonesia’s economy
is sustainable, providing confidence for both local and multinational
companies to invest further in the country.

The Government of
Indo nesia currently
prioritizes
infrastructure
development projects
including those related
to irrigation,
residential and energy.

·

Infrastructure development potential. In order to resolve problems
related to an overburdened infrastructure, the government has
pledged to boost infrastructure development in Indonesia. One of the
government’s efforts is embodied in the MP3EI, which aims to
improve connectivity in Indonesia through the development of six
economic corridors. It encompasses the future direction of national
infrastructure development including key areas such as
transportation and energy. It is expected that improvements in the
availability and quality of such infrastructures will reduce the cost of
doing business in Indonesia and therefore enhance the economic
competitiveness of the country.

FIGURE 4
Infrastructure development has been one of the key concerns of the government
Targets for key national infrastructure development according to the 2013 state budget

Source: 2013 State Budget, MP3EI

Indonesia has further emphasized the importance of infrastructure
development in 2013 by assigning more than IDR 180 trillion for
infrastructure projects including those related to irrigation, residential
and energy, in the state budget, and committed to cover more than
46% of total budgeted projects with the remainder expected to come
from other stakeholders, such as local governments, state-owned
18
enterprises and the private sector . However, in order to ensure
18

Ministry of Finance. Rancangan Anggaran Pendapatan dan Belanja Negara Tahun 2013. Ministry of Finance, 2012. Web. 4 May
2013. <http://www.anggaran.depkeu.go.id/Content/RAPBN.pdf>
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that the infrastructure development program can be well-executed,
the government needs to ensure that the disbursement of
infrastructure funds can be properly done.
·

Human Capital Development Potential. The current progression of
the Indonesian economy precedes a decrease in the unemployment
rate. Indonesia currently has an approximately 121 million strong
labor force, 114 million of which are currently employed with the
19
remainder still looking for work . Furthermore, data shows that 41.5
million people are employed in formal sectors (36.4% of total
workforce), while the remaining is employed in informal sectors, such
as entrepreneurs and freelancers. The composition of the workforce
indicates that informal sectors in Indonesia feature prominently in
reducing overall unemployment and therefore its importance should
be duly considered.

FIGURE 5
The Unemployment rate in Indonesia is forecasted to decrease from 2013 Onwards
Employment indicator in Indonesia
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Indo nesian education
expenditure has
constantly been
increased, with the
2013 budget
amounting to 20% of
the total national
expenditure.

19

20

The government is currently focusing on the competitiveness of the
local workforce in its efforts to address human capital. In order to
increase such competitiveness, MP3EI underlines the importance of
education as a fundamental solution in accelerating the economy.
The government has therefore planned to improve the education
infrastructure in Indonesia in various aspects.
From a financial standpoint, the Indonesian government further
increased the education budget from IDR 308 trillion in 2012 to
20
IDR 336.8 trillion in 2013, or 20% of the total national expenditure .
Furthermore, the government allowed the subsidy outlay to exceed
the basic education budget by IDR 50 trillion. In addition, the
government has urged the younger generation to attain a minimum

Anonymous. Unemploym ent in Indonesia Declines Steadily According to Latest BPS Data. Indonesia Investments, 2011. W eb.
10 May 2013. <http://www.indonesia-investments.com/id/news/todays-headlines/unemployment-in-indonesia-declines-steadilyaccording-to-latest-bps-data/item717>
Republic of Indonesia. State Budget Law No. 19/2012. Republic of Indonesia, 2012. Web. 8 June 2013.
<http://www.anggaran.depkeu.go.id/Content/RAPBN.pdf>
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level of education at junior high school, under a 9-year compulsory
education (Wajib Belajar 9 Tahun) program. The funding for such a
program is known as School Operational Assistance (Bantuan
Operasional Sekolah or BOS) which has constantly increased since
its implementation in 2005, with the latest budget allocation in 2013
amounting to more than IDR 20 trillion. The program has covered
more than 44 million students across Indonesia to date. Additionally,
the government set aside part of its education budget to provide
scholarships for more than 1 million children in rural areas and
started the improvement of school facilities including the construction
of new classrooms, the provision of textbooks to school libraries, and
the provision of school furniture, etc.

Recent Major Reforms in the Indonesian Economy
Substantial energy subsidies in fuel and electricity have been considered
a major drawback in Indonesia’s economic development as it impedes
the development of a more sustainable production process. In fact, the
government spent over IDR 210 trillion in 2012 on fuel subsidies alone,
21
an increase of 50 % compared to the initial budget of IDR 137 trillion .
Furthermore, the proportion of fuel and electricity subsidies is much
higher than that of those in non-energy sectors, including those in health,
education and agriculture, due to the government’s efforts to alleviate
poverty.

FIGURE 6
Subsidy allocation in Indonesia is heavily disproportionate in favor of energy subsidies
Allocation of government subsidy in Indonesia by type
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The government’s recent decision to finally decrease the fuel subsidy,
which subsequently led to a 44% increase in the gasoline price from
IDR 4,500 to IDR 6,500, is seen as a test of the government’s capability
to solve the prevalent problem without triggering severe social unrest.
However, the majority of the Indonesian population perceives such
21

Cabinet Secretariat of the Republic of Indonesia. Realisasi APBN 2012 Tidak Jauh dari Perkiraan. Cabinet Secretariat of the
Republic of Indonesia, 2012. Web. 28 April 2013. <http://www.setkab.go.id/kawal-apbn-6799-realisasi-apbn-2012-tidak-jauhdari-prakiraan.html>
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Recent increment in
the gasoline price
proved the
government’s
capability to solve a
prevalent problem
without triggering
severe social unrest.

changes as an obstacle that will affect the prices of common stock and
goods and subsequently increase the inflation rate. There are positive
sentiments from industries and political observers that such an initiative
will provide better flexibility in fund allocation and also an opportunity for
other aspects, such as basic infrastructure (e.g. roads, ports, etc.) and
education infrastructure, to be developed.
However, as a consequence of such changes in the fiscal policy
concerning the fuel subsidy, international credit rating agency Standard
& Poor’s (S&P) downgraded its outlook on Indonesia’s BB+ rating from
positive, to stable, as the agency assessed that Indonesia's reform
22
momentum is fading and the external profile is weakening .

Doing Business in Indonesia
A survey conducted by the World Bank and published in Doing Business
in Indonesia 2013, indicates that there is a positive correlation between
the Doing Business score, which reflects the investment climate at a
broader level, and the flow of FDI. This means that governments that
perform well in regulating domestic businesses are likely to achieve
similar results in other regulatory areas, such as foreign investment.
However, based on the result of the survey, it is indicated that Indonesia
needs to place more emphasis on regulatory reforms in order to attract
more FDI into the country.

FIGURE 7
Indonesia is relatively more challenging in terms of doing business as compared with other
emergent economies
Rank of Doing Business, 2013
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Based on the Doing Business report from the World Bank, Indonesia was
ranked 128th in 201323. The survey was conducted in 185 countries, and
highlights the countries viewed as ‘challenging’ in various aspects of
22

23

Anonymous. S&P Downgrades Indonesia's BB+ Credit Rating from Positive to Stable. Indonesia Investments, 2013. Web. 6
May 2013. <http://www.indonesia-investments.com/id/news/news-columns/s-p-downgrades-indonesias-bb-credit-rating-frompositive-to-stable/item708>
The World Bank. International Finance Corporation. Doing Business 2013: Smarter Regulations for Small and Medium-Size
Enterprises. The World Bank, 2013. Web. 11 June 2013.
<http://www.doingbusiness.org/~/media/GIAWB/Doing%20Business/Documents/Annual-Reports/English/DB13-full-report.pdf>
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Improvements in
various aspects of
doing business in
Indonesia are
necessary in order to
increase investment
competitiveness.

doing business. The result obtained by Indonesia indicates significant
improvement is required in efforts to substantially improve its business
and investment environment, and to be more competitive. This also
implies that foreign investors associate Indonesia with its emerging
consumer class and abundant resources as its main competitive
advantages while taking into account the potential challenges and
hindrances inherent in the country. However, in order for Indonesia to
attract more sustainable FDI, improving the business and investment
climate should be one of the government’s main priorities.
The World Bank survey shows that Indonesia has done relatively well in
terms of “trading across borders” (37th) and “protecting investors” (49 th). It
does, however, underperform in other areas such as “starting a
th
th
business” (166 ), “resolving insolvency” (148 ), and “getting electricity”
th
(147 ). These rankings show that Indonesia has major challenges ahead
in its regulatory permits, judicial system and infrastructure reforms.

FIGURE 8
Indonesia has a number of areas to improve upon in terms of ease of doing business, in order
to create a better investment environment
Ease of Doing Business in Indonesia Rating, 2013
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Although
decentralization
facilitates tailored
solutions for local
issues, divergences
between regulations in
the national and
regional level cause
business uncertainties
for investors.

Another challenge in investing in Indonesia results from the
decentralization initiative, which was carried out in 1999. Decentralization
allowed regional and/or provincial governments to handle certain aspects
of business regulation and implementation. While the government’s
objective for decentralization is to promote government efficiency in the
decision making process and to facilitate tailored solutions for local
issues, wide divergences exist between national and regional and/or
provincial governments.
Such an initiative has created additional challenges for foreign investors
in Indonesia as these divergences cause different regulation application
between national, regional and provincial entities. Investors regard such
divergences as a form of policy uncertainty – a component of business
risk. Therefore, although the central government has made an effort to
develop the country through decentralization policies, there still exist
some drawbacks in the implementation at the regional and/or provincial
level.
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TABLE 1
Decentralization has varying implications for doing business in Indonesia
Ease of Doing Business Indicators by regions (cities), 2012
Aspects
Starting Business
Time (days)
Cost ( % of Income/Capita)
Construction Permit
Time (days)
Number of procedures
Cost ( % of Income/Capita)
Registering Property
Time (days)
Cost ( % of Income/Capita)

Best

Worst

City (Best/Worst)

27
17.80 %

45
30.80 %

Gorontalo/Jakarta
Pontianak/Manado

7
42
32 %

14
158
131.50 %

Medan/Manado
Banda Aceh/Jakarta
Jambi/Makassar

12
10.81 %

54
13.35 %

Manado/Batam
Jakarta/Batam

Source: World Bank

Besides these challenges of doing business in Indonesia, there are
several other obstacles in the national business and investment climate:

A tedious and
overlapping
bureaucracy,
corruption in
government
institutions, a lack of
access to education
and insufficient
infrastructu re, have
all been named as
major obstacles in the
national business and
investment climate.

24

25

·

Politics and regulation. Indonesia is currently in an early stage of
democracy, and hence, the regulatory and political systems are still
in an evolutionary process. Some factors, namely tedious and
overlapping bureaucracy in government institutions, as well as the
previously-mentioned decentralized political systems which are
intended to bring more government efficiency, cause inefficiencies in
the decision making process. In addition, the country’s political
system is not yet well-coordinated24. The current president is leading
a coalition of several parties, parties which often have divergent or
conflicting agendas. Accommodating all interests from all parties is a
major endeavor, so it is often perceived that the government is being
indecisive, which subsequently results in the occurrence of political
uncertainties and risks. For instance, the government enacted a new
mining and mineral resources law where foreign investors are by
law, obliged to gradually divest 51% of its stake of ownership over
the period representing its sixth to tenth year of production. Although
such forms of nationalism might greatly benefit local interests, the
law might well deter foreign mining companies. Furthermore,
companies in other industries are also wary, knowing that similar
laws might also be enacted in their industries, and therefore may
decide not to invest in Indonesia.

·

Corruption. Indonesia is acknowledged as a country with high
corruption levels. Looking at the Corruption Perception Index from
Transparency International, the country still needs significant reform
prior to achieving a clean state of governance25. Corruption has been
prevalent in all levels of government. There have been several
instances of high profile corruption cases, such as the beef import

Anonymous. Indonesia's Economy Is Surging Forward, but Challenges Abound. Knowledge@Wharton, 2012. Web. 24 May
2013. <http://knowledge.wharton.upenn.edu/article.cfm?articleid=3025>
Transparency International. Corruption Perceptions Index 2012. Transparency International, 2012. Web. 20 May 2013.
<http://www.transparency.org/cpi2012/results>
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quota and the Century Bank cases, involving top figures of various
government institutions and hundreds of billions of rupiahs.
Corruption practices also trickle down to the district government and
local authorities, where bribery in return for shortening the time
required to process particular documents, is a common occurrence.
As a significant reform initiative in reducing corruption levels, the
Government has established the Corruption Eradication Committee
(Komisi Pemberantasan Korupsi or KPK), which so far has
contributed significantly in reducing the corruption level in Indonesia.
·

Infrastructure. Although Indonesia has put a strong emphasis on
infrastructure development, the current state is insufficient to support
the emerging business activities in the country. High logistics costs
are due to an ineffective infrastructure network and poor road
interconnectivity and inadequate ports. While high logistics costs
means an increase in the overall cost of products, maximizing
business efficiency remains a challenge for most companies, both
domestic and multinational. A number of key physical infrastructures
need to be developed. Ports, both sea and air, are highly congested,
and roads, railways and other means of facilitating transportation can
hardly support current business activity levels. In almost all
infrastructure aspects, Indonesia is still behind its Southeast Asian
counterparts.

·

Human capital. Indonesia’s economy is constrained by the fact that
approximately 20% of the total workforce has not attended or
finished primary education, while another 30% only complete to
primary level. This lack of access to education has caused
productivity in Indonesia to be relatively lower than those in
neighboring countries. This fundamental issue on human capital
brings forth a significant challenge for the country in the future.
These challenges for Indonesia’s business and foreign investment
climate will be elaborated on further in Chapter 3.
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C. The Foreign Investment Climate in Indonesia
FDI in Indonesia has shown rapid growth after a slight decline in 2009,
due to the global economic slowdown. It continues to increase, providing
further evidence of Indonesia’s economic resilience and attractiveness
as an investment destination.

FIGURE 9
In spite of the slowdowns in 2007-2008 and 2012, Indonesia experienced significant FDI growth
Indonesia’s FDI value, 2004-2012
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The government has
shown consistent
efforts in creating a
more viable business
environment, for
instance by allowing
foreign participation
on wider business
sectors and imposing
less restrictive
investment
prerequisites.

26

FDI has existed in Indonesia prior to the country attaining independence.
Some foreign companies, such as Shell Oil and Standard Oil Company,
established their presence in the country in the early 1900’s. After the
country achieved its independence in 1945, the government tried to
encourage FDI from various countries as a means of economic
development. One of the significant milestones of such efforts was
through the establishment of Foreign Investment Law no. 1/1967, which
stipulates that foreign investors can invest in the country in certain
sectors which were not closed to foreign equity participation. Additionally,
foreign investors could avail of a number of investment incentives, such
26
as tax allowances and guarantees .
Going forward, the government has shown consistent efforts in
liberalizing the market for foreign investment. In the 1980’s, there were
fewer limitations imposed on foreign ownership for export-oriented
sectors, as well as the opening of new sectors previously closed to
foreign investment. In addition, a number of foreign investors have been
allowed to purchase shares and participate in stock exchange activity. In
the 1990’s, there were more reforms made in the country in terms of
foreign investment regulation. Minimum capital requirement for foreign
equity participation was removed, and more sectors made available to
foreign ownership. During this period, the Indonesian Investment
Coordinating Board did not require foreign investors to obtain approvals

Republic of Indonesia. Investment Law no. 1/1967. House of Representatives. Web. 15 May 2013.
<http://www.dpr.go.id/uu/uu1967/UU_1967_1.pdf>
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27

from the president prior to them establishing a presence in the country .
Furthermore, since 2000, the country has opened more sectors and tried
to establish a more viable investment environment. Because of these
gradual improvements in liberalization, Indonesia’s accumulated realized
28
FDI stock has reached nearly USD 175 billion in 2011 .
According to Reuters, Indonesia aims to increase FDI by 23% in 2013,
29
due to a groundbreaking record of FDI inflows in 2012 . Furthermore,
foreign investors perceive that Southeast Asia’s largest economy will
have plenty of opportunities and potential to grow even further in the
future.
BOX 1. How do businesses view Indonesia’s investment climate?
EY’s Capital Confidence Barometer was a survey given to senior executives from various large
companies from October 2012 to April 20131. Based on the survey result, how do these
executives view the potential investment climate in Indonesia?
As the biggest market in the region, Indonesia is of particular interest with regard to investments as
well as to intra-regional trade. Indonesian respondents continue to be the most positive among all
Southeast Asian respondents. 95% of Indonesian respondents are confident about the outlook for their
economy as they consider it to be either stable or improving.
70% of those respondents expect employment growth in that market to improve over the next 12
months.
While many economists have predicted the country to maintain 5% to 6% economic growth in the near
term, just 15% of respondents believe that the local economy will grow above 5% over the next 12
months. 45% predict that the economy will grow between 3 and 5 % while the rest believe growth will
range between 1 and 3 %.
75% are of the view that regulatory change in the country is conducive for growth, up from 59% just 6
months ago. This is interesting, considering that many inbound investors still consider Indonesia as a
market that has yet more space to further liberalize regulations for investment.
55% believe that a slowdown in emerging markets will have the greatest impact on business and on
earnings.
45% expect growth to be their focus for the next 12 months, with a majority believing that investing into
new markets and geographies will carry a higher weightage in their growth strategies. This is an
increase in focus compared with 6 months ago when only 41% who expressed growth to be their focus
and high on their agendas. At that time, there was a sharper focus on core product distribution and
markets.
On the merger and acquisition (M&A) landscape, 70% of respondents expect deal volume to improve
over the next 12 months, an interesting sentiment given that Indonesia will be heading for elections in
2014. One would expect deal volumes to drop during political transitions. 60% expect the average deal
value to be between USD 50 million to USD 500 million. But despite that sentiment, only 25% expect
to pursue an acquisition over the next 12 months.
Source: EY
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Entering Indonesia: Strategy and Execution

Both M&A
transactions and
greenfield ventures
have been prominent
market entry
strategies in
Indonesia.

Foreign investors are using various market entry modes as a part of their
strategic business development plans in Indonesia. Those market entry
modes can take the form of greenfield ventures, cross-border M&A, as
well as joint ventures. Cross-border M&A involves purchasing the equity
stake of a local company by foreign investors. A joint venture is another
entry strategy that involves at least two companies – a local company
and a foreign investor – to establish a new entity to operate in the local
market.
Based on UNCTAD report, Indonesia sees growth potential in both M&A
transactions and greenfield projects. In terms of M&A transactions, the
country has recently recorded a number of significant deals in various
30
sectors . According to Mergermarket, in 2011, for example, Jones Lang
LaSalle, a US-based real estate and property firm announced that it has
acquired a 100% stake of PT Procon Indah, the largest property
consultancy company in Indonesia. Additionally, in 2012, another US
company, ACE Limited has completed the acquisition of a majority equity
stake in PT Asuransi Jaya Proteksi, one of Indonesia’s top 10 general
insurers and a leader in personal lines, with an estimated deal value of
31
more than USD 130 million .
Indonesia is also experiencing strong growth in greenfield ventures. For
example, a well-known US-based agriculture company, Cargill, which
has been in Indonesia since 1974, plans to secure a better foothold in
this emerging market. The company has invested USD 100 million in
cocoa processing plant facilities after seeing the potential market of
Indonesia. This will complement its cocoa operation in Ghana, which is
currently facing various challenges with respect to the country’s
commodity policies. As the new plant in Gresik, East Java, commences
its operations, Cargill will create up to 200 jobs and provide training for
1,300 cocoa farmers in the country to cultivate cocoa plants and
32
subsequently provide a better quality of beans .
Captivated with the strong market growth of the country, General Motors,
a leading US automobile manufacturer, has recently re-opened a brand
new, USD 150-million manufacturing plant in Bekasi, Indonesia. The
plant will absorb approximately 700 people, and 80% of the automobile
products from this plant will be sold domestically, with the remainder
33
being exported to Thailand and the Philippines .
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FIGURE 10
The Number of Cross-border M&A and Greenfield Projects in Indonesia Dropped Significantly
in 2012
Value of cross border M&A and greenfield projects in Indonesia, 2009-2012
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In Indonesia, foreign capital participation is regulated under the negative
investment list based on Government Regulation No. 36/2010. The
regulation stipulates that several sectors which are deemed vital for
social welfare and/or have robust growth potential in the future are
closed to foreign equity participation. On the other hand, some other
sectors are open to foreign investment but under certain conditions and
limitations, such as a 45% to 95% foreign ownership restriction,
depending on the desired investment sector.

As stipulated in the
Negative Investment
List, foreign stake
ownership in
Indonesia is limited to
a maximum of 45% to
95%, depending on
the particular
investment sector.

The healthcare sector in Indonesia, for example, is limited to foreign
equity participation. For instance, pharmaceutical-related sectors allow
for up to a 75% foreign equity participation level, while hospital
management is restricted to 67% foreign ownership. Another sector that
is limited to foreign equity participation is logistics, where foreign
companies can only own up to 49% of the shares in the company
34
operated . Most investors enter the Indonesian market with a certain
expectation to execute a strategic business development plan. However,
since some sectors are open only to minority ownership, investors can
face difficulties in terms of executing their global business development
plans, which limits the companies’ capability and flexibility in achieving
their investment return goals.
Other than the aforementioned entry strategies which involve the
ownership of shares within certain entities in the host country, there are
other common entry strategies, namely licensing and franchising.
Licensing typically involves the payment of agreed fees for utilizing
certain services or goods from the brand or license holder. Franchising,
on the other hand, is commonly done by companies which have already
possessed strong brand-awareness and cultural acceptance within the
country of origin. Foreign companies then enter new markets by entering
into a franchising agreement with a domestic company. The franchisor
provides the whole concept of running the business, even up to the store
layout and standard operating procedures, to the franchisee. Franchising
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Government of Indonesia. List of Business Closed to Investment and Business Fields Open, with Conditions, to Investment.
Indonesia Investment Coordinating Board, 2010. W eb. 14 June 2013. <http://www.bkpm.go.id/file_uploaded/PPres-362010.pdf>
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has been considered to be one of the most fundamental entry strategies
to boost brand awareness of certain products within particular new
cultural groups, while still maintaining authenticity in the product or
services’ values. In Indonesia, there have been various well-known
foreign brands introduced under the scheme of franchising (see BOX 2).
BOX 2. Other forms of market entry strategies
Some foreign companies establish a presence in Indonesia without the necessity for foreign
capital participation
As of March 2013, there are 400 international franchises with cumulative revenue of more than IDR 100
trillion per year. The growth rate of international franchises reaches 6-7% per year, three times higher
than the growth of domestic franchises, which is currently at around 2%. Today, there are at least 168
US brands represented through franchises in Indonesia, mostly focusing on food and beverages.
Indonesia offers excellent market potential for franchising; the demand for cafes, bars, restaurants, and
fast food services continues to increase with an annual growth of 5% in major Indonesian cities.
Indonesia’s growing middle class is earning higher incomes, and middle class communities are seeking
food and socializing venues for after work hours and at leisure times. The franchising concept began to
gain widespread popularity in the country in the early 1990’s, when many well-known US franchise
brands entered the market. The concept itself was initially introduced by local entrepreneur Dick Gelael
in 1979 when he brought KFC to Indonesia. Since then, many large business groups have diversified
their operations to include franchising. They are mainly interested in well-established franchises, and
US franchises are usually preferred.
Franchising in Indonesia has been regulated since 1997. However, recent changes in the regulations
(Ministry of Trade Regulation No. 53/2012, 68/2012, 07/2013) have caused some controversy in the
business community. Among other changes, the new regulations require franchisees to use local
components for their raw materials, equipment and merchandise, at a level to as much as 80%.
However, there is no firm measurement being specified/applied for this requirement, such as whether it
is in a weight or a dollar value. Moreover, exemption is possible but the criteria for it are at present,
unknown.
The government has also implemented a limitation on the number of outlets allowed by stipulating that
foreign convenience stores or retailers with currently more than 150 stores or foreign restaurants or
cafes with more than 250 outlets will have to bring in additional local partners. Currently, each foreign
chain has a single master franchisee here which allows the foreign company to maintain control over
operations. But under the new rule, foreign companies will have to look for more franchisees or have
the existing franchisee take on local partners upon passing the stipulated limit. The government’s
objective is to help boost the growth of small and medium enterprises (SMEs). However, it is less likely
that SMEs will have the capital to acquire substantial ownership of such highly valuable franchises.
Thus, the new regulation is perceived to be ineffective.
The current existing franchises are hoping to maintain their initial growth plan as they are assessing the
impact of these new regulations. Several major US franchises, such as Yum Brands Inc., which owns
KFC fast-food chain, Dunkin’ Brands Group Inc., owner of The Dunkin’ Donuts and Baskin-Robbins
chains, and McDonald’s, have already expressed their preference on keeping their business through a
single master franchisee as it allows them to have full control over their brand. KFC, which franchise is
owned by PT Fast Food Indonesia and has established more than 440 outlets nationwide, plans to cope
with the upcoming regulation by working on the guidelines with the authorities. For its part, McDonald’s,
which franchise is owned by the Rekso Group and owns at least 130 stores in Indonesia, is concerned
that other countries may soon follow suit.
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Main FDI Sectors in Indonesia
FDI from various countries enter the Indonesian market in almost every
business sector, although a large proportion do enter the mining and
quarrying (incl. oil and gas) and manufacturing sectors, the nation’s most
prominent FDI sector.

FIGURE 11
The 3 major sectors for FDI in Indonesia are manufacturing, mining and quarrying (incl. oil and
gas), and telecommunications and transportation
Indonesia’s FDI by sector, 2004-2012
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Manufacturing is the leading sector for FDI in Indonesia. The sector
covers a wide range of manufacturing activities, such as automobiles,
textiles, electronic appliances, consumer goods, chemicals, and other
processing activities. The sector represented 41% of total FDI stock in
2012. Prior to the global financial crisis, mining and quarrying were the
leading sectors in terms of growth. They reached 23.2% of total FDI
before gradually decreasing to 18% in 2012. A similar pattern occurred in
the financial services sector, which reached 17.4% of total FDI before
decreasing to 9% in 2012.
A large number of foreign investors have been focusing on the
manufacturing sector in Indonesia. According to Deloitte, Indonesia
th
ranks 17 in terms of current competitiveness, and the nation’s potential
for manufacturing competitiveness is predicted to improve in the next five
35
years . Investors are attracted to Indonesia’s manufacturing sector,
especially due to its important role in driving the economic growth in
Asia, alongside India and Vietnam. There has also been a gradual shift
in low technology or labor intensive jobs from China to Bangladesh,
35

Deloitte. Global Manufacturing Competitiveness Index 2013. Deloitte, 2013. Web. 15 June 2013.
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Vietnam and Indonesia, as the cost of labor started to increase in that
country.
Another survey done also provides encouragement for the Indonesian
manufacturing sector’s competitiveness36. According to the survey that
involved hundreds of Japanese manufacturing companies, Indonesia has
a solid manufacturing sector, as it is supported by prominent future
market growth, a relatively low cost of labor, a strong supply base for
product assembly, current lucrative markets and a huge potential for
exports.

Manufacturing is the
leading FDI sector in
Indonesia due to its
promising current
market size and growth
outlook, a relatively
low labor cost, a strong
supply base of
production inputs and a
huge potential for
exports.

Another sector that is considered a leading sector for foreign investment
is mining and quarrying. Indonesia has a strong mining and quarrying
sector as the country is endowed with abundant natural resources.
However, recent policies in this sector seemed to have discouraged a
number of investors. Based on the survey on the mining industry
published in 2013, the mining sector in Indonesia faced various
challenges, primarily with respect to the policy concerning mining
potential in Indonesia, which lacks certainty and clarity in interpretation,
administration, and enforcement37. In addition, other challenges revolve
around a lack of environmental regulation, regulatory duplication and
inconsistency, unclear taxation regulation, uncertainty concerning native
land claims and protected areas, inadequate infrastructure, political
instability, labor issues, and, most importantly, corruption. Those
challenges leave Indonesia with room for much improvement, but once
they are tackled, investors will regain confidence in the country’s leading
FDI sector.
Apart from the manufacturing and mining and quarrying sectors, one of
the largest contributors towards the Indonesian economy is the
agriculture sector. With total agricultural land accounting for
approximately 30% of the total land area of the archipelago, the country
possesses strong potential for growth (see BOX 3).
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BOX 3. Agriculture as a potential investment sector
Indonesia is currently facing a fundamental challenge with regard to food security. The country has
relied heavily on the import of various agricultural products, such as rice and soybeans. The
agriculture sector in Indonesia is still underdeveloped due to the lack of technology and the use of less
effective farming techniques. This leads to a slower value-added growth in the sector compared to
neighboring agricultural countries—Malaysia, Thailand and Vietnam.
In addressing such issues, FDI in Indonesia, especially US FDI has played a significant role in
developing the agricultural sector in Indonesia. One instance of the impact from such investment is the
development of sufficient agricultural infrastructure, such as the usage of effective pesticides, irrigation
systems, as well as development of agriculture-related technologies and diffusion of modern farming
techniques to local farmers. Another significant impact caused by the presence of foreign investment
is the increase in farmers’ incomes. Foreign companies, including US companies, place a strong
emphasis on the transfer of knowledge and technology by providing training and professional
development for farmers so they benefit from greater productivity and increased levels of social
welfare.
The government still imports some agricultural commodities from other agricultural countries, such as
soybeans from the US and rice from Thailand. However, in order to achieve food security, the
government should consider providing seeds instead of the grown commodity. Since seed
development requires strong research and development expertise (which Indonesia currently lacks,
compared to other agricultural countries), multinational companies operating in Indonesia can
contribute their competencies in agricultural engineering and innovation in order to help the country be
self-sufficient and food-secure.
Indonesia’s agricultural sector is notably one of its most attractive investment destinations. Although
there is room for improvement, the country’s land, farmers, as well as agricultural policies can be the
drivers for why foreign investors become encouraged to invest in the country. The country can move
towards further food security, if the government is able and willing to provide sufficient support, and if
foreign and domestic companies can boost the nation’s productivity while taking into account farmers’
social welfare.

Major FDI investors in Indonesia
According to the information from Bank Indonesia, a number of Asian
countries, as well as the US are the major contributors of net FDI inflow
in Indonesia. East Asian FDI, from Japan and South Korea, has been
substantial in Indonesia. Both countries have invested more than USD
1.9 billion in the first quarter of 2013. Japan has been long known for its
investment focus in automobile manufacturing, proven through the
existence of a number of Japanese car-manufacturing facilities in the
country, including Toyota, Daihatsu, Honda and Nissan. In addition,
Japan has recently been investing in the financial services sector in
Indonesia through various joint ventures and acquisition schemes, such
as the acquisition of PT Asuransi Jiwa Sinarmas and PT MAA Life
Insurance by Mitsui Sumitomo Insurance Group and Tokio Marine,
38
respectively .
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Mergermarket. Deals: Result Summaries. Mergermarket, 2013. Web. 10 Jun 2013.
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South Korea, on the other hand, has heavily invested in manufacturing
sectors in Indonesia. Through the joint venture of a Korean steel giant,
Pohang Iron Steel Company (POSCO) and PT Krakatau Steel, PT
Krakatau POSCO is currently in the process of setting up its new plant in
Cilegon, West Java. In addition, LG International, together with a local
Indonesian company, PT Duta Firza, have established a joint venture
39
agreement to build and operate a petrochemical complex in Papua .
Other than in the manufacturing sectors, South Korean investors also
invest in financial services sectors within Indonesia. This can be seen in
the existence of various major Korean banks in the country, such as
Hana Bank, Woori Bank and Korea Exchange Bank, as well as a number
40
of insurance companies, such as Samsung Fire & Marine Co. Ltd .

Huge FDI inflow from
Singapore did not
solely come from its
local enterprises, but is
also attributable to US
companies that invest
through its regional
subsidiaries in
Singapore.

According to a study regarding investment drivers, 51% of FDI
companies plan to strengthen their position in the domestic market, 11%
plan to focus on export markets, while the rest place an equal emphasis
on both domestic and export markets. In short, the large domestic
41
market is the key attraction for FDI in Indonesia .
Singapore is one of the largest contributors of FDI in Indonesia, while the
US and EU have relatively smaller portion of the total FDI in the country.
Nevertheless, the emergence of regionally-sourced FDI, especially from
ASEAN, may be attributable to the trend whereby multinational
companies choose to invest in Indonesia through regionally-based
affiliates rather than from the global corporate headquarters for a number
of reasons, such as taxation, regulatory arrangements, as well as
42
corporate strategies . Thus, the FDI inflow from Singapore to Indonesia
may not be solely coming from Singapore enterprises, but it can be
coming from US or EU companies which establish its regional
subsidiaries in Singapore. In addition, a significant number of domestic
companies in Indonesia may route their capital investment in the country
through Singapore, which further inflate or distort the reported FDI
43
figures .
The US is one of the largest FDI contributors in Indonesia. Taking into
account the significant capital investment of US companies in Indonesia
from various sectors, as well as the M&A transactions done by US firms
in entering the Indonesian market or expanding their current business
activities, US investment in Indonesia has been substantial for the
economy. The detailed assessment on the US FDI in Indonesia will be
further discussed in the following chapter of this report.
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II. Impact of US FDI on the Indonesian
Economy
A. US FDI in Indonesia
The presence of US FDI in Indonesia has had a long history, predating
Indonesia’s declaration of independence. In the early 1900s, Standard
Oil Company, the world’s largest petroleum company, established its
presence in Indonesia not only due to the natural resources potential of
the country, but also as a strategic, diplomatic move to build diplomatic
relations between the US Department of State and the Netherlands
government44. In 1924, Standard Oil Company of California, which later
became Chevron, started its geological exploration in Sumatera,
45
Indonesia . Furthermore, in 1930, for example, General Motors, an
automobile giant from Detroit, established its production plant outside
46
Jakarta, and enjoyed a huge portion of the national automobile market .
Since then, other US companies from various industry sectors followed
suit, confirming Indonesia’s economic growth potential.

FIGURE 12
The US was the largest contributor of FDI in Indonesia from 1967 to 1993
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It was during the New Order Era, led by the late President Soeharto, that
the US was the number one contributor of FDI in Indonesia, and
accounted for more than 50% of the total investment in the country. The
government of Indonesia at that time enjoyed strong political and
economic connections to the US, partly attributed to the adoption of
similar ideologies and the placement of American-educated people to
44
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47

govern the economic regime in the country . This period was also the
time when huge US companies, such as Freeport and Newmont, made
their initial capital investment in the country’s mining sector.
However, from 1993 to 2003, European investors invested heavily in the
country, which diminished the dominance of US investment. These
European investors in Indonesia focused selling their products and
services to the domestic market, which differed from the US approach in
other Asian countries, wherein US investments were primarily orientated
48
towards the export market . Prior to the Asian financial crisis in 1998,
the average GDP growth of Indonesia from 1993 to 1997 was more than
7%, higher than the 2009-2012 average GDP growth of nearly 6%. With
such an increase in GDP prior to the Asian crisis, the European investors
saw that there was a large market opportunity in Indonesia, and this
drove European FDI in Indonesia.

Inward FDI into
Indo nesia has been
contributed by most
Asian countries.

As discussed earlier, from 2004 to date, FDI in Indonesia has been
contributed to significantly by US and various Asian countries, namely
Japan, South Korea, China and other Southeast Asian countries, such
as Singapore. These countries have been heavily investing in
manufacturing (e.g. automobiles, textiles, etc.), mining and quarrying
(including oil and gas) as well as trade and infrastructure projects in
Indonesia. Such tremendous investments from the aforementioned
countries are primarily attributed to the long history of bilateral or
multilateral cooperation between Indonesia and those countries. With
specific regard to FDI from Singapore, as discussed earlier, investment
may not be solely coming from Singaporean companies, but may come
from various multinational companies based on the island state, whose
headquarters are located in the US, Europe, or other countries, and have
established regional affiliates there.
Based on our interview with 35 participating US companies in Indonesia,
from 2004-2012, they have injected approximately USD 65 billion of
capital investment to the country. This potentially ranks US as the largest
49
foreign investor in Indonesia .
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Page | 23

FIGURE 13
US FDI in Indonesia has been relatively fluctuating in recent years
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US FDI in Indonesia
has shown a seasonal
trend; inflow slows
prior to a presidential
election and
significantly increases
in the following year,
proving that foreign
investors are cautious
regarding political
stability.

50

US FDI in Indonesia has shown a unique trend. In 2004, the country had
th
its 9 presidential election and US FDI was at a low relative base.
However, a year after the election took place, US FDI value showed
significant improvement, and in the subsequent year, it displayed a
downturn before increasing yet again. This finding is in line with the
notion that investment decisions take into account political stability as
one of the most important factors in assessing a country’s attractiveness
as an investment target. US investors therefore tend to carefully observe
the effects of any major political activity occurring in the country prior to
making any investment decision. A relatively similar trend is also seen
th
starting from the period of 2009 onwards, after the 10 presidential
election in Indonesia.

The figure is underestimated as the FDI value is the net FDI inflow figure. The figure does not include the actual subsequent
capital investment from the participating US companies and the amount of US investment channeled through Singapore.
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BOX 4. US FDI in the oil and gas sector in Indonesia
It needs to be emphasized that the data from the Indonesia Investment Coordinating Board (BKPM)
does not take into account FDI from the oil and gas sector, despite the sector actually contributing a
tremendous amount of capital investment. Investment realization in the upstream oil and gas sector
has experienced a steady progression. It was indicated that a total of USD 16.1 billion was invested in
2012, a 15% growth rate from the previous year’s figure of USD 14 billion. Such investments have
consequently contributed to an increase in upstream production capacity and ultimately, to national
revenue. Along with the existing operation of upstream oil and gas companies, the oil and gas sector
alone, contributed USD 34.9 billion in 2012, 104% of the targeted amount in the 2012 national budget.
Major US oil and gas companies in Indonesia have played key roles in the national energy sector,
amounting to approximately 60% of the total national production capacity with total production of more
than 450,000 barrels per day. Using these production figures, it is roughly estimated that major US
FDI companies in the upstream oil sector have contributed approximately USD 17 billion in 2012 to
the non-tax national revenue alone (Penerimaan Negara Bukan Pajak or PNBP), which accounted for
almost 50% of the total non-tax revenue figure. This has not taken into consideration the potential
additional tax revenue (corporate income tax, import/export tax, etc.). From the participating US
companies in the study, it is estimated that US FDI has invested close to USD 50 billion in the oil and
gas sector alone, in the period 2004-20121.
Chevron, a California-based oil and gas company, has been the largest investor in energy sector in
Indonesia, whereby the company has invested more than USD 30 billion over the last 10 years2.
Another US oil and gas company giant, ExxonMobil, has invested more than USD 19 billion since it
3
started operation in 1968 – an average of USD 422.2 million per year , while Houston-based
ConocoPhillips planned to invest approximately USD 681.3 million in 2013, an increase of USD 8.3
4
million from the previous year . These US oil and gas companies have provided a huge number of
employment opportunities for the local workforce and more advanced technology to optimally utilize
the oil and gas potential of Indonesia – providing evidence of the significance of their contributions
toward the national economic development of Indonesia.
A recent substantial reform in the regulatory body of the upstream oil and gas sector in early 2013
indicated that the government had set a higher priority for the sector. The government established
SKK Migas to replace BP Migas, wherein this newly-established institution needed to take the
responsibility to monitor joint operations activities in oil blocks in Indonesia and to ensure the
effectiveness and efficiency of the upstream oil and gas sector. In light of the need of having a clear
and astute regulatory framework, sector players acknowledge that they have to undergo some minor
changes in the regulations as the institution is still relatively new. There are strong indications that US
FDI companies are more encouraged to further invest in Indonesia with a more prudent regulatory
framework, hence further amplifying the contribution of US FDI toward the national economy.
1
2

3

4

This calculation is derived from the capital investment of US energy companies that participate in the study .
Azwar, Amahl S. Chevron Leads Investment in RI’s Oil and Gas Sector This Year. Jakarta Post, 2013. Web. 19 May 2013.
<http://m.thejakartapost.com/news/2013/01/11/chevron-leads-investment-ri-s-oil-and-gas-sector-year.html >
ExxonMobil. ExxonMobil, Pertamina Move Forward with Banyu Urip Full Field Development. ExxonMobil, 2011. Web. 14
Jun 2013. < http://news.exxonmobil.com/press-release/exxonm obil-pertamina-move-forward-banyu-urip-full-fielddevelopment#sthash.qqavVVph.dpufhttp://news.exxonmobil.com/press-release/exxonmobil-pertamina-move-forwardbanyu-urip-full-field-development>
Asmarini, Wilda. ConocoPhillips Invests US$ 681.28 Million in Koridor Block.Indonesia Finance Today, 2013. Web. 18 May
2013. <http://en.indonesiafinancetoday.com/read/30701/ConocoPhillips-Invests-US-681.28-Million-in-Koridor-Block>
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FIGURE 14
Indonesia’s attractiveness as an FDI destination country is at par with China
Responses from participating US companies with regard to favorable investment destination
among selected Asian countries
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According to the interview with the participating US companies,
Indonesia remains one of the most attractive US FDI destinations when
compared with other emerging countries and other ASEAN countries.
Most participating companies across all sectors agree that Indonesia is
as attractive as China as an FDI country-destination. Next are India,
Vietnam and Thailand.

US FDI sectors in Indonesia
US FDI in Indonesia is primarily focused on the mining and quarrying,
and manufacturing sectors. In 2012, both sectors accounted for more
than 95% of total foreign investment.
TABLE 2
US FDI in Indonesia is primarily concentrated in the mining and quarrying and manufacturing
sectors
Major FDI investors as a proportion of total FDI by sector, 2012
Sectors
Mining & Quarrying
Manufacturing
Telecommunications & Transportation
Wholesale & Retail
Financial Services
Others
Total

ASEAN
6.0%
30.1%
7.6%
15.7%
27.9%
12.7%
100.0%

Japan
4.6%
80.6%
1.2%
4.8%
4.1%
4.8%
100.0%

EU
33.1%
-1.8%
33.8%
-1.7%
6.9%
29.7%
100.0%

US
52.2%
46.1%
4.3%
-4.6%
4.3%
-2.4%
100.0%

China
94.5%
5.7%
0.0%
0.6%
-0.2%
-0.5
100.0%

Source: Bank Indonesia, authors’ analysis
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Mining and quarrying sector is the largest FDI sector for the US.
However, since the mining and quarrying sector relies heavily on the
availability of the natural resources in the country, and such resources
deplete over time, long-term business sustainability in the sector can be
difficult to achieve. On the other hand, manufacturing sector has a
potential to grow. The sustainability of the manufacturing sector is driven
primarily by national consumption, as well as labor and capital
productivity. With the growing number of middle class consumers in the
country and a strong orientation towards productivity from the US
companies, the manufacturing sector will be one of the prominent
sectors in Indonesia which US companies will potentially invest further.
This is consistent with the sectorial growth data. The 2004-2012 CAGR
of mining and quarrying was 11%, while the CAGR of the manufacturing
sector for the same period was 21%.

FIGURE 15
US FDI in Indonesia is concentrated in two regions – Java and Bali and Nusa Tenggara, Maluku
and Papua
Distribution of US FDI by region in Indonesia as of 2012
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Based on information from the BKPM, most US FDI from 1990 to 2012
was directed toward the islands of Java and Bali, as well as the eastern
region of Indonesia, namely, Nusa Tenggara, Maluku and Papua.
Investment in both regions accounted for more than 90% of total US
investment in Indonesia, while the remainder was distributed to other
major islands, such as Sumatra, Kalimantan and Sulawesi.
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FIGURE 16
In addition to future business prospects, the relatively low labor wage has successfully
attracted FDI inflow to Indonesia
Key drivers of FDI in Indonesia from the perspective of participating US companies
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The information from the participating US companies concludes that US
FDI companies decide to invest more in Indonesia because of the
potential growth of Indonesia’s market size and the country’s current
market size (30%). The relatively low cost of labor is also one of the main
drivers, according to 14% of the respondents. Some of the companies
also consider labor skill to be an important factor. This may be attributed
to the fact that there is abundant and available blue collar labor in
Indonesia and the higher wage that these US companies offer which is
able to attract the relatively high quality labor.

US FDI in Indonesia is
focused in two regions
(a. Java and Bali, and
b. Nusa Tenggara,
Maluku and Papua).
Each region is known
for its factor
endowments in human
capital and natural
resources,
respectively.

US investors, especially those from the manufacturing sector, invest
heavily in Java and Bali. They invest in the region because of the
potential market size, as well as the quality of human capital within the
region. Both Java and Bali had a total of 141 million people in 2010,
which makes up 60% of the total national population. This indicates the
huge potential market for goods produced by manufacturing companies.
In addition, such potential is amplified by the fact that 57.1% of the
middle income population is located in Java. Another point of
consideration is that the productivity level of the available workforce in
Java and Bali is relatively high compared to other regions. Based on
BPS data, each person engaged in the workforce within Java and Bali
has the potential to contribute up to USD 5,400 per year to regional
income – similar to the average national productivity figure. The
availability of high quality human capital, supported by the potential
market opportunities, is the main reason for US manufacturing
companies to invest in the region.
Other than Java and Bali, most US investors, mainly those from the
mining and quarrying sector, are targeting the eastern part of Indonesia –
Nusa Tenggara, Maluku and Papua, due to the abundant mineral
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resources in the region. According to the Ministry of Energy and Mineral
Resources in 2010, Papua, Maluku and Nusa Tenggara are the islands
with the largest gold and silver reserves – accounting for more than 95%
of total reserves in Indonesia. The region is also home to other essential
minerals, such as cobalt and manganite. The eastern part of Indonesia is
less developed than Java and Sumatra and US FDI in this region has
served to enhance the economy by creating jobs as part of multiplier
effects for the local community.
It needs to be acknowledged that US companies have significant
presence in Indonesia. Some of them have been the market leaders in
various sectors. In the financial services sector, specifically in the
insurance sector, AIG and ACE Insurance have been considered as the
largest insurance companies in Indonesia. In addition, Citibank is among
the top 10 largest commercial banks, leading the sector together with
51
major local banks, such as Bank Mandiri and Bank Central Asia .
Extractive businesses in Indonesia, namely in the oil and gas sector,
hold most of the big name companies coming from the US, such as
ExxonMobil, ConocoPhillips and Chevron. Additionally, in the mining
sector, Newmont and Freeport has carried out one of the largest metal
mining operations in the world.
A number of US companies have also established their presence
through the sales and distributions of their products. In terms of
household goods, Procter & Gamble as well as Johnson & Johnson have
several of their brands well-positioned in the market. 3M, as a diversified
product manufacturer and Energizer, as a battery-manufacturing
company, have also had innovative products marketed well in the eyes
of consumers. Furthermore, some US pharmaceutical companies, such
as Pfizer and Merck Sharp & Dohme, have strong demand for their
ethical and over-the-counter drugs in the country.
BOX 5. Who else is knocking on the door?
Other US multinationals are eyeing Indonesia’s economic potential and trying to penetrate the
market.
According to the Indonesia Investment Coordinating Board, Apple Inc., a California-based IT company,
has shown an interest in investing USD 3 million in the country. The institution has provided Apple Inc.
with a license to market or manufacture its products in Indonesia. This investment plan of the most
valuable IT company in the world, is in line with that of its main supplier, the Taiwanese hardware
company FoxConn, the plan being to invest in a USD 10 billion facility in Indonesia. Apple Inc.’s
investment will be in the form of a bricks and mortar retail location.

US companies from various sectors have proven track records in their
economic and social contributions, one example being General Electric
(GE) Indonesia, whereby the company is currently considered one of the
leading industrial product manufacturers in Indonesia. Since its
establishment in 1940, GE Indonesia has invested USD 1.2 billion and
51

Business Monitor International. Indonesia Commercial Banking Report. Business Monitor International, 2013. Web. 19 July
2013. <http://www.businessmonitor.com/cgibin/request.pl?view=publicationsearch&file=SSID15_20130701.pdf&SessionID=DCE688660A1311E392E432F27A297F78>
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employed approximately 700 people. The company also runs an
extensive corporate social responsibility program, focusing mainly on
52
community development, education, etc. .

The presence of US
companies in
Indonesia has brought
many economic and
social contributions to
the country.

Another example is PT Goodyear Indonesia Tbk. This multinational
enterprise, which headquartered in Akron, Ohio, was the first company in
Indonesia to produce tires to support the automobile industry in the
country. The company paid income taxes of USD 2.42 million in 2012
and USD 0.97 million in 2011. In addition, the company employed 1,016
people as of December 2012, and it has provided comprehensive
training and development for its employees. The company has carried
out numerous social activities such as blood donor programs and energy
53
efficiency campaigns .
Looking at the examples above, FDI from US investors has been
substantial for the Indonesian economy. These multinationals have
played and continue to play a critical role in developing the economy of
Indonesia. Furthermore, many of them have been established in
Indonesia for decades and have influenced advancements in various
business practices and culture. This is in addition to their contribution to
state tax revenue and job creation. In essence, US FDI in Indonesia has
brought substantial gains to the Indonesian economy.

B. Behavior of US FDI in Indonesia
The impact of US FDI
to Indonesian
macroeconomic
variables, including
private consumption,
export growth and
import growth can be
experienced in the
subsequent 4 years
after the investment.

As discussed earlier, the total US FDI inflow to Indonesia from 2004 to
2012 reached approximately USD 65 billion. However, in order to
measure the impact of such FDI on the Indonesian economy, it is
essential to understand the causal relationship between US FDI
variables and Indonesian macroeconomic variables through a statistical
approach.
The literature that investigate the impact of FDI on host countries’
economic growth and other macroeconomic variables show divergent
results54, but that literature collectively found that FDI generally has a
positive impact on growth.
For this study, we looked specifically at the impact of FDI on growth in
Indonesia. As shown in Appendix E, FDI, including US FDI, has a
positive statistical relationship with Indonesian economic variables.
However, the relationship does not take place within 1 year. On an
empirical basis, the strong relationship between US FDI and a number of
Indonesian macroeconomic variables occur 4 years after any capital
injection from the US into Indonesia.
Meanwhile, the estimations also show that there are several FDI
variables that impact the macroeconomics variables, even though these

52

53

54

GE Indonesia. GE in Indonesia Fact Sheet. GE Indonesia, 2011. Web. 14 July 2013.
<http://www.ge.com/id/in/docs/1303148577871_indonesia_factsheet_bahasa_April-11.pdf>
PT Goodyear Indonesia Tbk. Annual Report 2012. PT Goodyear Indonesia Tbk., 2013. Web. 24 May 2013.
<http://www.goodyear-indonesia.com/news/media_article.asp?id=262>
Moura, Ruiand Forte Rosa. The Effects of Foreign Direct Investment on the Host Country Economic Growth – Theory and
Empirical Evidence. Universidade do Porto, 2010. Web. 14 July 2013.
<http://www.fep.up.pt/investigacao/workingpapers/10.11.02_wp390.pdf>
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impacts are less significant than the other way round. For example,
growth of US FDI brings impact on private consumption, growth of
export, growth of import and growth in other macroeconomic indicators,
which ultimately stimulate economic growth.
The impact on the national private consumption from US FDI is primarily
caused by the creation of employment opportunities by the US FDI
companies. Based on our interviews with the participating US
companies, especially those in manufacturing and extractive businesses,
we find that not only are they employing people from the surrounding
communities, they are also paying wages higher than the regional
minimum wage. Additionally, the presence of US FDI will stimulate
import and export activities. Import activities are mainly derived from the
purchase of raw materials. These materials will be used as inputs in the
manufacturing process, in which it will bring higher value added. In the
case of US manufacturing companies, these end products will be used to
serve both domestic and international markets, with major emphasis at
the latter. In addition to contribution from the manufacturing sector,
exports are also driven by the mining sector, in which mining products
are exported after being processed further to bring in more value added
revenue.
In order to further measure the pattern of US FDI, it is also essential to
observe whether such a US FDI pattern in Indonesia applies only in that
country or it also happens in other countries where US companies place
their direct investment. Therefore, similar ADL analysis is conducted on
the neighboring ASEAN countries, namely Singapore and the
55
Philippines (see APPENDIX E).

A conducive business
environment is an
essential prerequisite
for Indonesia to
ensure that the
momentum of FDI,
especially US FDI,
does not lag behind
neighboring ASEAN
countries.

The results show that there are different characteristics in the correlation
between the US FDI and the macroeconomic variables in Indonesia,
Singapore and the Philippines. In the case of the Philippines, for
instance, most macroeconomic variables and FDI variables do not have
significant relationship. Nonetheless, there is a strong correlation
between economic growth variables of the Philippines with the total FDI
growth, US FDI growth and FDI to GDP ratio. It should be noted that the
correlation between macroeconomic variables and FDI variables
occurred within the period of 1 year. This means that the growth of the
aggregate demand in the Philippines at a particular year is sufficient to
attract the growth of the US FDI in the following year.
A similar feature to those of the Philippines can be found for the case of
Singapore. Indeed, the majority of FDI variables do not affect the
majority of macroeconomic variables immediately (see APPENDIX E).
Nevertheless, the growth of exports, the growth of imports and inflation
have a positive correlation to the ratio of FDI/GDP and vice versa, even
though the latter is statistically weaker for two variables namely the
growth if import and inflation.
If the analysis of the ADL for the Philippines and Singapore is extended
to 4 years after US FDI took place in both countries, the US FDI

55

Ideally the comparison should be conducted for all ASEAN 5 countries, however due to limited availability of the data for
Malaysia and Thailand, only Singapore and the Philippines served as comparison countries.
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variables have significant correlations to the macroeconomic variables.
The result shows that in the Philippines, US FDI variables bring impact
on the GDP growth, export growth, and some other macroeconomic
indicators. Meanwhile, in Singapore, US FDI variables bring impact on
the growth of both export and import.
These results show that Indonesia is slower in reaping the benefits of
FDI, especially US FDI, as compared to neighboring ASEAN countries.
This suggests that it is very important for the Government of Indonesia to
quickly ensure that the business landscape in Indonesia be made more
investment-friendly through focusing on providing a stable economic and
political situation, as well as encouraging more government efficiency, so
that the nation can enjoy the benefits of FDI in a more timely manner.

C. Long run pattern of US FDI in Indonesia
As discussed earlier, US FDI is an important element for Indonesian
economic development. In order to be able to further facilitate such
investment, it is essential to observe the long run behavior of US
investors in investing in Indonesia.
TABLE 3
It is estimated that GDP variables have a strong influence towards FDI variables
Result of Autoregressive Distributed Lag analysis
Earliest Lag of
Independent Variable

Long Run
Coefficient

Prob. Value

GDP Growth

3

4.737

0.004

Growth USFDI

GDP Growth

2

1.832

0.488

Share of FDI to GDP

GDP Growth

3

1.474

0.024

Share of USFDI to GDP

GDP Growth

2

-0.025

0.934

Share of USFDI to Total FDI

GDP Growth

1

0.831

0.043

GDP Growth

Growth FDI

1

0.072

0.011

GDP Growth

Growth USFDI

0

0.030

0.057

GDP Growth

Share of FDI to GDP

1

0.916

0.000

GDP Growth

Share of USFDI to GDP

-

-

-

GDP Growth

Share of USFDI to Total FDI

-

-

-

Dependent Variables

Independent Variable

Growth FDI

Note: Figures in bold show significant relationship, using 90% confidence interval (α = 10%)
Source: Authors’ analysis

Using the Autoregressive Distributed Lag (ADL), a further analysis can
be conducted to measure the long run relationship between economic
growth (i.e. GDP growth) and FDI variables. In this estimations, GDP
growth are estimated using various FDI variables (e.g. total FDI growth,
US FDI growth, share of total US FDI to GDP, etc.) in order to identify
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the direction of the relationship. The result shows that GDP growth
influences FDI variables and vice versa, although the impact of the latter
is not as high as that of the former.

From the empirical
analysis, the economic
growth of Indonesia
has become the key
‘FDI attractiv eness
factor’.

This result of the ADL analysis also implies that the GDP growth of
Indonesia has become the key attractiveness factor for foreign investors,
including those from the US. However, the causal relationship might not
be directly seen at the same point of time, which implies that in the
situation where the economy is good, foreign investors will make
investment decisions in subsequent years.
The empirical result shows that both the total FDI and US FDI are
influenced by the economic growth of the country, but on different
magnitudes. In addition, the influence of the GDP variables (GDP growth
and nominal GDP) toward each FDI variable is seen mostly after the
earliest lag of 1. For instance, if the GDP growth increases by 1%, then
the total FDI growth will increase by 4.737% after 3 years. In addition,
the increase of 1% in the GDP growth will increase the growth of US FDI
by 1.832% after 2 years. In most cases, there is a positive correlation
between the GDP growth and each FDI variable.
Such results indicate that foreign investors that are about to invest in
Indonesia, including US investors, are prudent investors which are less
reactive, but more anticipative and cautious, toward the Indonesian
business and investment climate. Once they see that the climate is
conducive, they will start injecting their capital into the country.
Table 3 also provides general overview that both total FDI and US FDI
also have impact on GDP growth. It can be seen that FDI growth, US
FDI growth and share of FDI to GDP affect GDP growth in a shorter time
period compared to the impact of GDP growth on the FDI variables.
However, the magnitude of the impact of the aforementioned FDI
variables on GDP growth is less significant than the other way round.

US investors are
prudent investors, who
will take into account
key relevant
challenges prior to
investing in Indonesia.

The long run analysis is conducted to estimate the relationship of FDI
variables and economic growth for Singapore and Philippines
(see APPENDIX E). The estimations are conducted using a maximum
time period of 2 years instead of 4 years due to data availability. The
results for Philippines show that GDP growth has long run relationship
with FDI growth and US FDI growth. On the other hand, only FDI growth
has long run impact on GDP growth. The results for Singapore show only
two significant long run relationships between economic growth and FDI
variables; the relationship between GDP growth to FDI to GDP ratio, and
the relationship between GDP and FDI.
This high-level macroeconomic analysis shows that the economic
variables influence FDI. The Philippines has the highest long-run
coefficient, indicating it is the most eager to take FDI when compared to
Singapore and Indonesia. In the case of Indonesia, the reaction takes
longer when compared to Singapore and the Philippines. This last finding
indicates that FDI investors, including those from US, are more prudent
when investing in Indonesia. This may also indicate that Indonesia has
more political uncertainties compared to the neighboring ASEAN
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countries, which causes investors to be more cautious in their decisionmaking process.
The findings from the long-run analysis suggest that, although Indonesia,
Singapore and the Philippines are members of ASEAN, the behavior of
the US investors in these countries tends to be heterogeneous. It may
not be plausible to suggest that the type of US investors in Indonesia are
different than those in the Philippines and in Singapore, since there is a
possibility that a US investor has companies in those countries
simultaneously.
The more plausible explanation of these findings is that these three
countries have different institutional problems that lead to a different level
of risks and uncertainties among countries. There are many challenges
for FDI in a country, ranging from the lack of infrastructure, high level of
corruption and the uncertainty in the change of public policies, which
altogether increases the cost for FDI in entering Indonesian market.
Indeed, the challenge for the Indonesian government is; to what extent
such FDI uncertainties can be reduced, in order to keep up with
neighboring countries. There are several ways that this question can be
pursued. For example, in dealing with costs of doing business for FDI,
the government of Indonesia may attempt to reduce the length of time to
make an FDI into Indonesia. In addition, the government may attempt to
reduce the red tape required to be dealt with in order to obtain permits to
conduct FDI in Indonesia. It should be noted that the index of the
perception of corruption in Indonesia is the lowest among the ASEAN 5.
Lastly, the provision of infrastructure, especially outside Java, should be
conducted more seriously in order to reduce the costs of transportation
and distribution.

D. Multiplier and spillover effect of US FDI in Indonesia
The USD 65 billion
investment from US
will strongly impact
the national
production output,
GDP and the
employment in
Indonesia.

56

US FDI has had both direct and indirect impacts on the Indonesian
economy. On a macro level, FDI directly influences economic growth
through the increase in national income and production. Using a Social
Accounting Matrix (SAM) framework of analysis, the multiplier impact of
FDI in Indonesia can be comprehensively measured. A multiplier
measures how the economy adjusts over the medium term to a change
in a variable like FDI.
This report highlights three multiplier effects of US FDI. The first
multiplier estimates how much the total value of production increases if
56
the FDI is increased by USD 1 . The second multiplier estimates the
medium term impact on GDP or value added in the economy (generally
production less intermediate inputs) given a change in US FDI. The last
multiplier estimates the employment impact in the medium term of US
FDI.

National production output refers to both output for final dem and (includes consumption, investment, government expenditure,
and net export) and output for intermediary input (production). Meanwhile, GDP refers to only output for final dem and.
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Using the Indonesian SAM for 2008, the following multiplier values were
obtained:
•

US FDI on national production: USD 2.75 for every USD invested;

•

US FDI on national GDP: USD 1.44 for every USD invested; and

•

US FDI on Employment: 242 jobs per million USD invested.

Using the investment data sets which are derived from the interview with
the participating US companies and various M&A transaction figures for
all sectors including oil and gas, in addition to the BKPM data; US firms
have invested USD 65 billion in Indonesia from 2004 to 2012. Applying
the multipliers above, USD 65 billion of FDI will have the following
effects:
•

National production output: an increase of USD 179.0 billion or
about 1.8% of national production during the investment period;

•

National GDP: an increase of USD 94.1billion or about 2% of
GDP over period of the investment; and

•

Employment: 1.74 million jobs each year or about 1.7% of total
employment.

In conclusion, this potentially significant impact on output, GDP, and
employment, will also indicate there will be significant growth not only in
the current major sectors, such as the extractive and manufacturing
sectors, but also to a number of potential sectors, namely agriculture,
trade and services, in Indonesia. The manufacturing sector will have
solid growth potential as the country moves towards having a stronger,
qualified human capital base and the implementation of technological
advancements. Extractive sector will also see prominent growth potential
even though the country’s natural resources are relatively getting scarce.
The source of growth in the sector will primarily be driven by investment
in new extracting activities, such as geothermal and certain specific
minerals. Agriculture sector has the potential to generate significant
output; however, it will require substantial investment to transform the
current traditional agricultural practices to agribusiness, in which there
will be more value adds in the sector. On the other hand, trade and
services sector will be highly driven by the growing consumer base in the
country. These potentials can be fully realized if the overall investment
climate is conducive. The government together with the private sector
will play an important role in ensuring such investment climate is
achieved.
In addition to the multiplier effects of FDI to the aggregate economy, FDI
has also greatly impacted the economy in micro level. The following
section further discuss the degree of elasticity of US FDI to various
categories of variables, such as supply chain factors, production factors,
social and environmental responsibility, market orientation and state
revenue. In order to provide a simple illustration on the elasticity, the
data of PT US FDI (see APPENDIX F) are being utilized, which
represents the average of 35 US participating companies in the study.
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FIGURE 17
Multiplier effects are one of the key drivers for economic growth
Illustration on multiplier effects
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The presence of US FDI
will generate economic
multiplier impact to the
key relevant
stakeholders.

Supply chain factors. All businesses, including those from US FDI,
will incur various types of costs, namely materials, labor and/or
overheads. These incurred costs are paid to various goods or
services providers, such as suppliers for materials, workforce for
labor and electricity or fuel suppliers for overheads. As the
transaction occurs, these respective stakeholders will increase their
income, which can subsequently be used as their working capital or
for other expenditures. This cycle of transactions will serve to further
grow the economy as each stakeholder receives more income and
expands its business.
The information provided by the participating US companies shows
that US FDI companies provide business opportunity to other
companies falling into the same value chain. The aggregate amount
of raw material that was procured by the participating US FDI
companies in the manufacturing sector reached IDR 20 trillion in
2007. Furthermore, it has grown significantly with an estimated
growth rate of 50% to around IDR 30 trillion in 2012. All in all,
companies supplying input materials for US FDI companies as well
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as other supporting companies (e.g. logistics companies, IT services
providers, HR outsourcing companies, etc.) are provided with a more
sustainable source of income and therefore able to grow in parallel to
that of the US FDI companies in the future.
Using the cost elasticity model with respect to the revenue of the
participating US companies, empirically, most of the supply chain
factors, except imported supporting materials and capital goods
purchases, as well as banks’ cost of financing, correspond in similar
pattern to the revenue. Thus, every increase in revenue will
subsequently lead to an increase in items which have positive
elasticity, and vice versa (see FIGURE 18).

FIGURE 18
Almost all supply chain elements in US FDI companies are positively correlated with their
revenue
Cost elasticity of US companies in Indonesia with respect to their value added
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For instance, it can be inferred from the result that for every 1%
increase in the value added, there will be an increase of 0.6% in
salaries and wages and 0.29% in workers’ incentives. This implies
that as US FDI grows in revenue terms, employees will receive more
income, which ultimately will increase their standard of living. As their
standard of living increases, those employees can choose to spend
or save their money, which subsequently will drive the economy as
their purchasing power grows.
Another instance is the raw material purchases. For every 1%
increase in revenue, all expenditures for raw materials that are
obtained both domestically and internationally will increase by 0.57%
and 1.08%, respectively. Therefore, as the business operation of
these US companies are getting larger, they will have more
dependencies toward the existing suppliers and even generate
business opportunities for new suppliers. This will create multiplier
effects for those suppliers of raw materials, as they will receive more
income to be used for sustaining their working capital or for
reinvestment purposes. Additionally, with an increase in the business
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size of those suppliers, they will have more capability to create jobs
and source of income. Specific to raw materials purchased
internationally whereby the relationship with US FDI value added is
positively elastic, this will bring more revenue to the government in
the form of import duty and tax, as US companies use imported raw
materials for their production.
With regard to capital goods, for every increase by 1% in value
added, there will be an increase of 0.34% and a decrease of 0.40%
in the domestic and international capital goods purchased,
respectively. This pattern is consistent with US companies initially
entering into Indonesia with equipment and tools that cannot be
obtained locally, and thus, they import the necessary capital goods.
As these companies enlarge their business operations, they start to
increase their domestic capital expenditures. This is because the
local suppliers of the capital goods can accommodate the needs of
such US companies, primarily through the transfer of technology
from the FDI.

With every increase in
US FDI companies’
value added factors, an
increase in almost
every cost element will
be experienced.

From the elasticity analysis, it is indicated that the supporting
materials are not affected by the size of the business or any increase
in revenue. The same notion goes for utilities, such as electricity and
fuel. However, US companies have indicated that land and building
expenses have a significant positive correlation with the size of the
business.
In summary, for every percentage increase in revenue of US
companies:
§
§

§

§

There will be an increase in employee salaries and incentives by
0.6% and 0.29%, respectively;
There will be an increase in domestic and international raw
material purchases by 0.57% and 1.08%, respectively. This will
lead to an increase in the suppliers of raw materials;
There will be an increase in domestic capital goods and
supporting material purchases by 0.34% and 0.06 %,
respectively. On the other hand, there will be a decrease in
imported capital goods and supporting materials, which indicates
US companies’ preferences in acquiring the capital goods and
supporting materials domestically and therefore provide business
opportunities for domestic capital goods and supporting
materials suppliers; and
Building and land lease expenses as the major operating
expenditures will increase by 0.86% and 1.08%, respectively.

Using PT US FDI as an illustration57 to provide better understanding
on the relationship between the revenue and key items related to the
supply chain, it can be seen that most of the key items are moving in
the same direction as the US companies’ revenue (see TABLE 5).

57

The figures of PT US FDI are derived from the average figures provided by the Participating US companies in the survey. The
figures of PT US FDI are used solely for illustration purposes. (see APPENDIX D)
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TABLE 4
Most of the key items in supply chain factors move correspondingly with an increase in the
revenue of US companies
Illustration of elasticity utilizing data from PT FDI

For every 1%
increase in
revenue
(equivalent to
USD 3.6
million)

Items
Employees’ salaries and/or wages
Employees’ incentives
Domestic raw material value
Imported raw material value
Domestic capital goods value
Imported capital goods value
Domestic supporting material value
Imported supporting material value
Cost of electricity
Cost of fuel
Loan from banks or other financial institutions
Building rent expense
Land lease expense
Loan interest expense

Relationship
Increase
Increase
Increase
Increase
Increase
Decrease
Increase
Decrease
Increase
Increase
Increase
Increase
Increase
Decrease

Value (thousand USD)
171.3
11.4
889.6
679.7
82.3
(86.2)
0.99
(0.84)
15.5
29,9
52.81
13.01
1.06
(15.86)

Source: Primary data, authors’ analysis

·

Production factors. Factors of production determine the quantity of
production output, and subsequently result in value added for the
company. There are two primary factors of production: labor and
capital.
Based on the empirical analysis of US FDI in Indonesia, almost
every key factor related to labor or human capital moves in a similar
pattern with the value added. In addition, from the capital standpoint,
as the value added increases, it is expected that capital increases as
a result of the increased demand (see FIGURE 19). This means that
as US FDI businesses experience surges in size, they may need to
further invest in response to the growing demand from consumers.
This further investment will result in more FDI inflow to Indonesia,
which will accelerate economic growth.
Another key significant contribution of US FDI is related to
employment. For every instance of growth in the revenue, there will
be a corresponding growth in the number of permanent workers
employed by the company (i.e. 0.22% and 0.11% for male
permanent workers and female permanent workers, respectively). In
other words, as US FDI grows larger, it will have the potential to
generate more employment (see FIGURE 19). With higher
employment opportunities in the job market due to the presence of
US FDI, people who previously lacked a source of income, have the
opportunity to find employment from which they can derive a source
of income which increases their spending power and saving
potential. However, note that the growth in male contract employees
is higher than male permanent employees. This may be attributed to
the considerably strict labor law and high cost related to employing
permanent workers.
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FIGURE 19
There is an increasing trend in the demand of all production factors for every increase in
revenue
Factor demand elasticity of US companies in Indonesia with respect to their value added
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In summary, for every percentage increase in revenue of US
companies:
§

§

There will be an increase in workforce absorption from the US
companies. The largest absorption is on male contract
employees with an increase of 1.08%, as male contract
employees are predominant in mining and quarrying sectors; and
There will be more capital injection to the company (0.22%
increase).
58

With PT US FDI as an illustration to understand the relationship
between the revenue and key items related to the production factors,
it can be seen that most of the key items are moving in the same
behavior as the US companies’ revenue (see TABLE 5).

TABLE 5
Most of the key items in production factors move correspondingly with an increase in the
revenue of US companies
Illustration of elasticity utilizing data from PT FDI
For every 1%
increase in revenue
(equivalent to USD
3.6 million)

Items
Average total employees

Relationship
Increase

Paid-in capital

Increase

Value (in thousand USD, unless otherwise stated)
19 people
12.0

Source: Primary data, authors’ analysis

US companies established in Indonesia have proven to be very
positive drivers of such direct and indirect employment growth,
providing many job opportunities locally. In the mining and quarrying
sector, a number of US mining companies have employed
approximately 35,000 people in their operation in the East Indonesia

58

The figures of PT US FDI are derived from the average figures provided by the Participating US companies in the survey. The
figures of PT US FDI are used solely for illustration purposes. (see APPENDIX D)
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region. That employment figure accounts for approximately 32.9% of
total employment in mining and quarrying sector in that region.
In addition to large US multinational companies, the role of medium
to large-sized US companies that had invested in Indonesia over the
past several years should not be underestimated. Those companies
have significantly contributed to the increase of job opportunity in
Indonesia. In average, from 2007 to 2012, employment in the
participating US companies has increased by approximately 66.3%.
Potential employment growth through FDI

The total number of
local employees in the
participating US
companies in 2012 is
nearly double than it
was in 2007, while the
number of expatriates
has shrunk
significantly.

It is generally perceived that foreign companies, including US
companies prefer to hire expatriates rather than local employees due
to the required technical competencies59. However, information from
the participating US companies proves that such a general notion is
only a misconception. Comparative employment data of 35
participating US companies between 2007 and 2012 with regard to
the number of domestic employees and that of the number of
expatriates shows a trend in the favor of domestic employment. In
aggregate over that period, the number of local employees nearly
doubled, while the number of expatriates fell by 75%.
In confirming the importance of FDI for employment in Indonesia,
several studies confirm that employment at foreign-owned
manufacturing plants grows, on average, 5% faster than at
60
comparable plants under Indonesian ownership . A more
aggressive growth plan, supported by better access to capital and
more advanced know-how and technology, is perceived to
accommodate such employment growth. Others have found that the
difference in employment growth between foreign and domesticowned manufacturing companies is due to product innovation that
requires more human resources in each business function e.g.
research and development, marketing, etc. It was also found that
employment either stays the same or declines when the ownership
61
of the plant shifts from foreign to domestic hands , while foreign
takeovers increase employment growth by up to 10% on average per
year following acquisition.
Foreign plants are, on average, considerably larger in terms of the
number of employees hired because of size, capacity and production
level that determine investment decisions prior to acquiring or
62
starting the foreign business . The large number of employees hired
by foreign plants can also be caused by the company’s aggressive
growth strategy to achieve economies of scale as well as to obtain a
certain targeted return on their initial investment. Considering that
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foreign-owned plants are on average larger in terms of the number of
employees, the difference a 5% growth made in the number of jobs
created is significantly large.
Higher wages and better benefits
Based on the information provided by the 35 participating US
companies, on average, the companies pay IDR 4.4 million of
monthly salaries per workers. This figure is significantly higher than
the minimum wage in any district or province in Indonesia, which
range from IDR 0.86 million-IDR 2.20 million. In addition, the total
salary expenses of production workers in the participating companies
in 2012 experienced a significant increase, nearly 145% from the
2007 figure. Comparing the proportion of such growth to the increase
in the number of employment, it can be deduced that US FDI
companies has brought a significant improvement in terms of pay
rate of local workforce.

US companies typically
provide better pay rate
and compensation
packages (i.e. health
ben efits, insurance and
pensions) to local
workforce than
comparable domesticowned companies.

Multinational companies possess certain key advantages that allow
them to succeed in international settings. Advanced technology,
better access to capital and better management are identified as key
success factors. With these advantages, multinational US companies
are able to create jobs with higher pay and better working
63
conditions . A recent study shows that foreign-owned
manufacturing companies, including US companies, in Indonesia pay
higher salaries than comparable domestic-owned companies, even
after differences in labor quality (employee education) are taken into
account64. Others also agree with this notion wherein foreign
companies in Indonesia compensate blue collar and white collar
workers 33 and 70% higher, respectively, compared with domesticowned companies65.
In the case of US FDI companies, the different levels of
compensation can be attributed to several factors. Human capital is
considered one of the most important assets of US companies. The
roles offered often involve more skill-intensive tasks, which require
more educated and skilled labor; therefore, an attractive salary can
attract the most suitable candidates for those roles. In addition, US
companies also invest heavily in developing the skill and knowledge
of their employees, hence providing a more competitive salary in
order to retain the top talent.
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The result is empirically proven for both developing and high-income countries regardless of the industries. Lipsey, Robert,
Fredrik Sjoholm and Jing Sun. ”Foreign Ownership and Employment Growth in Indonesian Manufacturing”. IFN Working Paper
No. 831, 2010. Print.
Lipsey, Robert, and Fredrik Sjoholm. “Foreign Direct Investment and Wages in Indonesian Manufacturing”. National Bureau of
Economic Research Working Paper 8299, 2001. Print.
Brown, Drusilla K., Deardorff, Alan V. and Robert M. Stern. “The Effects of Multinational Production on Wages and Working
Conditions in Developing Countries”. National Bureau of Economic Research Working Paper 9669, 2003. Print.

Page | 42

FIGURE 20
A significant wage increment is experienced by Indonesian employees post acquisition of
domestic companies by foreign investors
Average wage increment over the first three years post foreign takeovers in selected OECD
countries
19.0%

20.0%
18.0%
16.0%
14.0%

11.0%

12.0%
10.0%

8.0%

8.0%

5.0%

6.0%
4.0%

2.5%

2.0%
0.0%
Germany

United Kingdom

Portugal

Brazil

Indonesia
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A study indicated that on average, foreign companies in Indonesia
offer 19% salary increments in order to attract and retain local talent
over the first three years, post-acquisition of domestic companies.
Such increments are much higher than that those of other countries,
especially in the more developed countries such as Germany and
the United Kingdom. Although this may be attributed in part to the
fact that Indonesia’s nominal wage is relatively low to begin with, the
increase is proved to be significant and therefore cannot be
underestimated. The increment is expected to be larger in the longterm and eventually will affect the entire workforce as wage disparity
between employees in foreign-owned companies and those in
66
domestic ones is unlikely to be sustainable in the long run .
The study also found that workers who move from domestic to
foreign firms experience a considerable increase in wages both in
developed and developing countries: 6-14% in the United Kingdom,
Germany and Portugal and as high as 21% in Brazil. On the other
hand, there were small losses or no effect on wages for workers
moving from foreign to domestic firms. This finding further highlights
the importance of FDI in developing countries as the wage premium
from FDI companies is significantly higher in developing countries
than in developed countries.
Furthermore, the presence of multinationals also creates sequential
impact: wages are found to be higher in industries and in areas that
have a higher foreign presence67. Competition between companies
is considered as the key factor for such an occurrence. In the case of
Indonesia, the massive influx of foreign companies including US FDI
companies, causes a significant increase in labor demand that
66
67
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surpasses the supply of the labor itself. In certain sectors that
require specific skill sets for instance: financial services, healthcare,
IT and business services, the amount of qualified local human
resources is considered very limited and therefore companies
compete with each other to attract the best talent available.
Furthermore, the wage increment is also attributed to the introduction
of technology brought by foreign companies, which subsequently
increases labor skill and productivity and therefore leading to higher
compensation. Due to the fact that the labor market is no longer
segmented between foreign and domestic companies, the latter
therefore have to also offer wages comparable to those offered by
foreign companies, which will ultimately benefit the overall
employment condition.

Higher wages obtained
by the local workforce
boosts the national
economy through
higher domestic
consumption, higher
likelihood of business
startups, and higher
labor productivity, all
attributed to better
quality of health and
education.

In addition to higher wages, foreign owned companies also provide
better compensation packages in the form of bonuses, social
security, insurance and pensions. A study found that by taking into
account the total compensation package, foreign owned plants in
68
Indonesia pay about 60% more than domestically-owned plants .
Foreign companies are also willing to pay a premium for higher
educated employees. This is true in the case of US companies
where they not only incentivize highly educated employees but also
encourage those who are willing to pursue higher education through
the provision of financial assistance.
The relatively higher wage received by labors of foreign companies
has resounding positive impacts. First, the extra money earned is
funneled back into the economy as the workers are likely to spend
the higher wages on food, rent and other items that helps fuel local
businesses and contribute to government’s tax. Furthermore, higher
wages also increases the amount of money saved by households,
assuming the level of marginal propensity to save remains
unchanged, and therefore ease households to accumulate sufficient
startup capital for opening new businesses. Finally, higher wages
also contribute to the reduction of poverty where the wage increment
can be utilized to improve the health and education of the workers’
children. In the long run, the better-educated workforce will be able
to showcase higher productivity level and ultimately, provide
significant contribution to the national development.
§

68

Social and environmental responsibility standpoint. Social and
environmental responsibility has become a major concern for both
local and multinational companies in Indonesia. Those companies
show their awareness toward social and environmental issues
through corporate social responsibility (CSR).

Lipsey, Robert, and Fredrik Sjoholm. “Foreign Direct Investment and Wages in Indonesian Manufacturing”. National Bureau of
Economic Research Working Paper 8299, 2001. Print.
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FIGURE 21
Growth in the US FDI’s size of business may lead to almost every single element of social
contribution expenditures
Social contribution elasticity of US companies in Indonesia with respect to their value
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CSR and various
initiatives aimed at
stakeholders have been
key concerns for US
companies in Indonesia.

For every percentage increase in revenue of US companies:
§

§

§

There will be an increase in CSR expenditures by 0.35% and
social acts funds by 0.37%. This implies that more direct CSR
activities and social acts will be conducted;
There will be an increase of 0.08% in training budgets, which
means that there will be more training and development
programs provided for employees inside the company; and
There will be an increase in waste treatment expenditures by
0.58%, indicating more concerns towards the surrounding
community.
69

With PT US FDI as an illustration to help understand the
relationship between the revenue and key items related to social
responsibility, it can be seen that most of the key items are moving in
the same way as the US companies’ revenue (see TABLE 6).
TABLE 6
Almost every key social responsibility item moves in a similar pattern with an increase in the
revenue of US companies
Illustration of elasticity utilizing data from PT FDI
For every 1%
increase in
revenue
(equivalent to
USD 3.6
million)

Items
Charities, donations, and other social acts
CSR expenditures
Annual training budgets
Community development funds
Waste treatment

Relationship
Increase
Increase
Increase
Increase
Increase

Value (in thousand USD)
0.29
20.49
1.69
0.47
6.00

Source: Primary data, authors’ analysis
69

The figures of PT US FDI are derived from the average figures provided by the Participating US companies in the survey. The
figures of PT US FDI are used solely for illustration purposes. (see APPENDIX D)
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Research has found that 57% of total sampled companies in
Indonesia believe that companies have the responsibility to conduct
CSR activities with foreign companies having a higher proportion of
70
CSR awareness compared to their local counterparts . One of the
findings highlighted the fact that US companies do not only conduct
CSR activities as part of a marketing campaign or to comply with the
respective company’s policies but also to mutually benefit the society
71
through their presence . The majority of US companies do not
simply view the provision of CSR as an additional cost of doing
business as they have internalized environmental and societal issues
into their business strategies in an effort to achieve long-term
sustainability.
For US FDI companies in Indonesia, CSR is one of the best ways to
be well integrated with the community as well as to create a
sustainable business environment. Based on the information
retrieved from the 35 participating US companies, between 2007 and
2012, US companies have increased their CSR expenditures by
95%, with an average figure of USD 5.8 million. Through CSR a
company builds a good rapport with the local community. When the
local community feels that the company is giving back to the people
and is concerned for the environment, it is less likely that conflicts
will arise.
Making a difference through CSR activities

CSR activities
conducted by US
companies focus on
different aspects
including community
capacity building (i.e.
competitions and onthe-job training),
infrastructure
support,
environmental
preservation and
financial assistance.

70
71
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There are different approaches to the provision and implementation
of CSR. For example, there are community development projects
that emphasize social development and community capacity building
to develop a better quality of human capital. Hewlett-Packard, for
instance, has hosted numerous competitions which promote
improvement of education, creativity, as well as entrepreneurship
72
and communication development . Their competitions are believed
to be effective in educating the younger generation in Indonesia to
add economic value to their innovations. Colliers has also made a
distinctive effort to develop Indonesian human capital by providing
opportunities for disabled persons to work within the company for six
months and assisting them in finding a job that suits them after their
73
training in the company has been completed .
There are also CSR activities that focus on providing facilities
needed to improve the welfare of the wider community. Despite the
complicity in the execution, providing physical facilities is regarded
as more effective in improving living standards as compared to cash
donations. Cabot, for instance, provided water pumps supplying

Public Interest Research and Advocacy Center. “Giving and Fundraising in Indonesia”. Asian Development Bank, 2002. Print.
Sedyono, Chrysanti H. Economy Paper: CSR in Indonesia. Corporate Social Responsibility in the APEC Region: Current Status
and Implications. Asia-Pacific Economic Cooperation, 2005. W eb. 26 May 2013. <http://publications.apec.org/publicationdetail.php?pub_id=341>
Purwanti, Tenny. HP Indonesia Gelar Kompetisi “Visual Writing” untuk Pelajar. Kompas, 2012. Web. 28 May 2013.
<http://tekno.kompas.com/read/2012/02/18/17572660/HP.Indonesia.Gelar.Kompetisi.Visual.Writing.untuk.Pelajar>
Colliers. Social Responsibility. Colliers International, 2013. Web. 31 May 2013. <http://www.colliers.com/engb/indonesia/about/socialresponsibility>
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fresh water to more than a hundred households in the surrounding
areas of its manufacturing plant in Cilegon, West Java. Additionally,
Cabot has built bridges, clinics, roads and schools that have
74
benefited an even larger number of local people .
Another approach to CSR is the environmental approach. This is
usually expected from companies whose business is related to
natural resources or food and agriculture such as Cargill, which
believes in preserving the environment from which it gains. In
partnership with Fauna & Flora International and the World Wildlife
Fund, Cargill has initiated various research and environmental
projects in Indonesia to help protect endangered species like
orangutans and conserve high value forest critical for maintaining
biodiversity and combating the effects of climate change. The
company also participates in the “One Man One Tree” – Ministry of
Forestry’s reforestation movement by committing to contribute a total
of 220,000 trees75. Moreover, the company is committed to
developing sustainable agricultural infrastructure. One of its efforts is
by building Indonesia’s first palm oil teaching farm in 2012 in
collaboration with Institut Pertanian Bogor. Aside from training local
talent in plantation production and sustainable agricultural
management techniques, the farm also conducts research that is
expected to serve as reference for other companies in the same
76
industry .
The most common provision of CSR is through direct or indirect
social assistance to help improve public welfare. Many US
companies provide social assistance for those in need through NonGovernmental Organizations (NGOs) and Non-Profit Organizations
(NPOs) such as Helen Keller International (HKI) and Prestasi Junior
Indonesia (PJI). When making social contributions, companies want
to ensure that donations are utilized effectively to support their
cause, whether it is for improvement of education, environment or
health. NGOs play an important role in supporting companies to
promote their cause in a more effective manner as NGOs have the
competitive advantage in their area of work and the advantage of a
larger pool of funds from their sponsors. Major US companies such
as Freeport, GE, Heinz and Mondelez, have been identified as major
sponsors of NGOs (see BOX 6).
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BOX 6. The role of NGOs in facilitating US companies’ social contribution
Helen Keller International (HKI)
HKI activities mainly involve providing assistance for vitamin A deficiency control, nutrition and
education for children in need, primary eye care including treatment for diabetic retinopathy, disaster
relief and raising awareness of often ignored tropical diseases such as liver blindness and lymphatic
filariasis.
HKI has assisted the Government of Indonesia in emergency conditions through improving the
nutritional condition of victims of natural disasters and refugees. Post Aceh Tsunami in 2004, HKI was
sponsored by H. J. Heinz & Co. Inc. to distribute free of charge Vitalita – a powdered mix of vitamins
and minerals – to a total of 200,000 children in the disaster affected area. As part of the relief effort in
the Yogyakarta earthquake in 2005, HKI collaborated with UNICEF to provide Vitalita to 130,000
children and also provided iron-fortified soy sauce to 16,000 households.
In late 2011, HKI initiated the Enhanced Homestead Food Production Program (EHFP) in Indonesia as
part of its Project Laser Beam. The program – which was mainly sponsored by Mondelez International
(formerly known as Kraft Food) – is aimed at improving nutritional conditions in high malnutrition areas
by creating a year-round food production system. To date, HKI has provided seeds, hatchlings and
irrigation systems that have supported more than 17,000 households in Timor Tengah and East Nusa
Tenggara. As part of the program, HKI also provides training to their beneficiaries to educate them on
sustainable agricultural practices including proper use of organic pesticides and crop planting
scheduling.
In addition, HKI provides training to the surrounding community as a support system for beneficiaries.
As an example, many local Posyandu were educated to help promote the importance of health and
nutrition. The main focus of this program is the role of women in the family, especially their role in childbearing including the importance of breast feeding and child nutrition.
Prestasi Junior Indonesia (PJI)
PJI or globally known as Junior Achievement (JA), educate and inspire young people to achieve
economic independence through the concept of entrepreneurship, financial literacy and work
readiness. The company believes that Indonesia’s younger generation is talented, but not adequately
supported by the current national education system to unleash their true potential. With funding from
Freeport and GE, two of the major sponsors for PJI, as well as from other companies, PJI conducts
various talent development programs and transfer of knowledge to help Indonesia’s younger generation
to fulfill their potential.
PJI encourages professionals to volunteer in its main education program, namely the JA Student
Company program. In this program, children in schools in rural areas are directly taught by the
volunteers about marketing, finance, business plans, etc. Additionally, in early 2013, PJI received
funding from Citibank to provide a financial literacy program for approximately 4,000 students
throughout cities in Indonesia.
PJI has also been supported by numerous multinational firms such as ExxonMobil and GE in
conducting various national-scale events on a yearly basis, e.g. student competitions and exhibitions, in
order to develop social initiative for business. With funding from FedEx, PJI successfully hosted an
ASPAC-wide competition in 2012 and was able to attract participants from 12 countries within the
region. Those competitions have proven to be successful in identifying hidden local talent such as
those from schools in small cities across the nation, e.g. Sleman, Kutai, Tembagapura, etc.
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BOX 6. The role of NGOs in facilitating US companies’ social contribution (cont’d)
Through PJI, Caterpillar organizes a 7-week job shadowing program for students from various schools.
Each student spends a full day each week in the factory and is trained directly by the company’s
employees as well as the President Director himself. In view of the positive response, the company
extended the scope to include teachers from surrounding schools. The participating teachers are
provided with one-on-one job shadowing in the factory and are reviewed at the end of each day. Some
of the teachers stated that despite living in the surrounding area of the manufacturing plant, they were
less aware of the company’s business prior to this program. It helps them to understand more about the
operation of the company. Additionally, it enables the company to interact with the local community and
empower its inhabitants while at the same time educating students and teachers.
Based on our research, most of the major US companies in
Indonesia have a comprehensive CSR program that touches on all
aspects of CSR, i.e. community development, providing facilities,
environment preservation and direct social assistance. For instance,
PT HM Sampoerna Tbk. of Philip Morris International, one of the
most prominent US companies in Indonesia, has one of the most
comprehensive CSR programs and organizes activities that have
contributed significantly to the people of the country.
BOX 7. Sampoerna: Investing in the welfare of people
PT HM Sampoerna Tbk. (Sampoerna) is one of Indonesia’s largest tobacco companies. It is owned by
Philip Morris Indonesia and its ultimate parent company is Philip Morris International based in New
York, United States. As part of its commitment to social responsibility, the company operates its
business ethically and is taking an effort to be environmentally responsible. The company
communicates the negative health effects of cigarettes and supports smoking prevention for children
and teenagers by continuously urging the Indonesian government to enforce a minimum age restriction
for cigarette purchasers and strictly limiting marketing and ads to avoid an audience of children and
teenagers. The company also enforces policies and programs to reduce natural resource consumption,
the greenhouse effect, and pollution with each factory facility being required to track how their
operations affect the environment, including measurement of energy consumption, emissions, pollution,
and water consumption.
Sampoerna sees the bigger picture of achieving success by not only focusing on gaining financial
returns, but also bringing a positive change to the community. There are four main areas of the
company’s contribution programs: community empowerment, environmental preservation, disaster relief
and education.
As part of its community empowerment effort, the company established Pusat Pelatihan Kewirausahaan
Sampoerna (PPK Sampoerna) to organize education and training programs to support small
businesses of the community surrounding its factory facilities in East Java and Lombok. Through
cooperation with several environmental organizations, the company supports the Mangrove
Preservation Program in Surabaya and reforestation in Pasuruan and Lombok. And for the company’s
role in environmental preservation, the Company received the “Wana Lestari” award in 2010 from The
Ministry of Forestry of the Republic of Indonesia.
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BOX 7. Sampoerna: Investing in the welfare of people (cont’d)
The company established the Sampoerna Rescue Team (SAR) as its main disaster relief contribution
program. The SAR team consists of employees and medical volunteers and is equipped with boats,
ambulances, fire brigade, generator sets, medics, and water distillers. Sampoerna also provides
greater access to educational material through Pusat Pembelajaran Masyarakat and Mobil Pustaka in
areas near its factories in West and East Java. Sampoerna has also worked together with the Putra
Sampoerna Foundation to establish the Sampoerna School of Education and later the Sampoerna
School of Business. Both schools are of international standard and offer scholarship programs for its
students.

·

Market orientation. A number of US companies in Indonesia
manufacture their products or provide their services to be sold
domestically or to be exported to international markets.
The result of the empirical analysis shows that elasticity for the
international (export) is slightly higher than that of the domestic
market (see FIGURE 22). For every percentage increase in revenue
of US companies, there is higher increase in export sales (1.1%)
than domestic sales (0.9%).
This implies that the participating US companies are relatively more
oriented toward the international export market. With companies
exporting their products to the international market, this will
potentially improve the trade balance of Indonesia, which may
ultimately enhance national economic growth.

FIGURE 22
Most of the US FDI companies operating in Indonesia have their products or services exported
to other countries
Market orientation elasticity of US companies in Indonesia with respect to their value added
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Source: Primary data, authors’ analysis
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With PT US FDI as an illustration to aid in the understanding of the
relationship between the revenue and key items related to market
orientation, it can be seen that most of the key items are moving in
the same way as the US companies’ revenue (see TABLE 7).
77

The figures of PT US FDI are derived from the average figures provided by the Participating US companies in the survey. The
figures of PT US FDI are used solely for illustration purposes. (see APPENDIX D)

Page | 50

TABLE 7
Every key market orientation item moves in a similar pattern with an increase in the revenue of
US companies
Illustration of elasticity utilizing data from PT FDI
For every 1%
increase in revenue
(equivalent to USD
3.6 million)

Items
Export sales

Relationship
Increase

Dom estic sales

increase

Value (in thousand USD)
1,981.3
1,653.8

Source: Primary data, authors’ analysis

·

State revenue standpoint. Most governments attempt to attract
investment from foreign countries with expectations of encouraging
economic growth. In addition to that, as the FDI company establishes
its operating unit, they are subject to various tax obligations.

FIGURE 23
Growth in the US FDI’s size of business will lead to an increase in any payment of taxes
Tax expenditure elasticity of US companies in Indonesia with respect to their value added
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Source: Primary data, authors’ analysis

From our analysis based on the information provided by the
participating American companies, for every percentage increase in
revenue of US companies, there will be percentage increases of
0.64, 1.50, 0.98 and 0.45 in indirect taxes, net value added taxes,
corporate income taxes and employee income taxes, respectively.
78

With PT US FDI data used to understand the relationship between
the revenue and key items related to state revenue, it can be seen
that most of the key items are moving in the same manner as the US
companies’ revenue (see TABLE 8).

78

The figures of PT US FDI are derived from the average figures provided by the Participating US companies in the survey. The
figures of PT US FDI are used solely for illustration purposes. (see APPENDIX D)
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TABLE 8
All key state revenue contribution items move in similar pattern with an increase in the revenue
of US companies
Illustration of elasticity utilizing data from PT FDI
For every 1%
increase in revenue
(equivalent to USD
3.6 million)

Items
Indirect taxes
Net value added taxes
Corporate income taxes

Relationship
Increase
Increase
Increase

Employee income taxes

Increase

Value (in thousand USD)
46.9
156.6
727.2
21.2

Source: Primary data, authors’ analysis

The result of the empirical analysis shows that US FDI expenditure on
taxes moves in a corresponding pattern with that of value added. This
reflects that for every increase in US FDI’s value added, there will also
be an increase in tax paid, namely indirect tax expenses (e.g. customs
and duties, real estate taxes, etc.), net value added taxes, corporate
income taxes, as well as employee income taxes. This is also supported
by the result that from market orientation standpoint, US FDI companies
have stronger emphasis toward export, which results in more
government revenue from relevant applicable export taxes and customs.
According to the information provided by the participating US companies,
in average, these companies paid net value added taxes of USD 10.4
million and corporate income taxes of USD 74.2 million. Thus, it can be
concluded that with more US FDI coming to Indonesia, the government
can have a sustainable source of income, which can be used for national
development and government projects in infrastructure, education,
health, etc.

E. Examples of multiplier effects from US FDI in
Indonesia
US companies do not
only bring direct
impacts (e.g.
employment, tax, etc.),
but also multiplier
effects as a result of
operation in less
developed areas.

The result from the empirical analysis from various standpoints is
supported by concrete examples of how US companies operate in
Indonesia. For instance, certain US companies operating in rural areas
outside Java and provide employment opportunities to the local
communities. With an increase in spending power, this will attract retail
stores, such as supermarkets and minimarkets, which will be keen to
establish a presence in the region. On the other hand, as the local
people experience an increase in income, they may also develop a habit
of saving. As a result, this will attract various financial institutions to offer
access to financial products within the region. As the local economy
grows larger, these financial institutions will play a significant role in
providing loans or capital for newly-established businesses.
Other US companies in remote areas in Indonesia have built necessary
infrastructure for transportation (e.g. ports, roads, bridges, etc.) or for
energy and utilities (e.g. power plants, clean water facilities, etc.). This
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type of action not only enhances the business operation of the
companies in question, but also makes a contribution to the surrounding
communities. With the development of such infrastructure, traders and
entrepreneurs can easily access such remote areas and therefore
enhance interregional trade and business activities.
BOX 8. Instances of multiplier effect from US companies’ operations in Eastern Indonesia
An empirical study for one of the most influential US FDI companies in Eastern Indonesia has
provided solid evidence of the positive direct impact that the US investment has brought in the
community. As a direct result of the FDI, this company has improved the regional and national
economy through their business operation and CSR.
The stakeholders for this company in Indonesia are primarily the local residents and authorities. The
company’s presence is very significant, considering the amount of local employment it creates. As the
locals started to receive information and technology, they are utilizing tools, appliances and electronic
gadgets, which signify the influence of foreign culture.
This company has a strong focus on healthcare and human capital development. It has various
programs such as the establishment of various healthcare facilities (e.g. hospitals, clinics, etc.), and
provision of clean water and sanitary facilities. It has spent approximately USD 50-60 million to
develop such programs. Additionally, the company has built two medical facilities and provided a
number of dedicated training programs for the employees.
The company has invested more than USD 3 billion from 2004 to 2012. Through its business, it has
contributed up to 2.2% to national GDP and 96.9% to regional GDP between 2006 and 2011. It has
also increased national household income (return from household production factor) by up to 1.7%
during 2006 – 2011 and regional household income by up to 96.2% during the same period. From
fiscal revenue, it has dispersed its fiscal payment throughout the regional and national level up to
49.4% accumulated from 2004 to 2012. Not only the specific region has been benefited but also the
surrounding region has been experiencing a more even income distribution through the multiplier
effect.
FIGURE 24
The aforementioned company is able to provide significant contribution to the regional
economy
Statistics of a US company’s contribution toward national and regional economy
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Source: Primary data, authors’ analysis
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F. Spillover effects of US FDI in Indonesia
Finally, US FDI plays a role in encouraging the transfer/diffusion of
knowledge, technology and skills – in a myriad of forms – to other
organizations in the host country, principally through training,
demonstration and competitive effects. Collectively this is known as the
spillover effect and can be the result of both deliberate (e.g. training of
workers, quality control enforcement at suppliers or student scholarships)
and non-deliberate actions (e.g. competitive pressures on local firms or
the subsidiary as “benchmark”, model and source of “best practices”).
There are various types of spillovers in Indonesia caused by the
existence of US FDI. Those are knowledge and market spillovers

Knowledge Spillovers
The positive impact of US FDI on employment is not only in the amount
of employment generated and the higher pay but also in the investment
in human capital through the transfer of skills and knowledge to the local
workforce via labor mobility, job rotation and shadowing, international
team, internal training, seminars and web-based learning and best
practice. FDI is an effective means of knowledge transfer as foreign
companies provide local talent with an exposure to their best practices.

US FDI companies
not only promote
the transfer of
knowledge,
technology and
skills to their own
employees, but also
to other local
companies.

79

·

Encouraging transfer of knowledge. The means of knowledge
transfer that most US companies provide for their employees can be
recognized through its scope and intensity. Scope relates to the
ability of the knowledge transfer means to reach many individuals
while intensity refers to the effectiveness of the knowledge transfer to
be absorbed by each individuals. Based on a recent study, the scope
and intensity of the means of knowledge transfer are varied79, for
instance job rotation has a small scope but the highest intensity,
while best practice is often found to have bigger scope, mainly
because the company usually requires its employees to study the
best practice documents such as Standard Operating Procedure,
workplace safety procedures and code of conducts but has the
lowest intensity as the materials tend to be very broad and is not
directly applicable to particular business functions. The scope and
intensity levels of each knowledge transfer means are illustrated in
the diagram below.

Rougier, Loic. “Reach & Richness: Towards a Theory of Knowledge Sharing Mechanism Selection”. Department of Industrial
and System Engineering National University of Singapore, 2008. Print.
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FIGURE 25
Each knowledge transfer type has advantages and disadvantages in terms of coverage and
effectiveness
Degree of intensity and scope of each knowledge transfer mean

High
Job rotation

Degree or intensity

Labor mobility
International team
Internal training &
seminars
Web-based learning
Best-practice guidelines

Low
Low

Degree of scope

High

Source: Chai (2000), Authors’ analysis

International team and labor mobility
Transfer of skills through labor mobility has existed ever since FDI
companies first set up in Indonesia, when they assigned
home/regional subject matter experts to lead the newly formed
company. These expatriates bring along their technical knowledge,
management skill and the headquarters’ corporate culture. Through
their leadership style and work ethics, expatriates introduce a
working culture that is different to the local one.

US FDI companies hire
expatriates to share
their technical
knowledge and
managerial skills with
local employees and
also provide overseas
assignment
opportunities for local
employees to acquire
international exposure.

Based on interviews with the participating US companies, one of the
main characteristics of US companies is the performance-based
culture where hard work and self-improvement are encouraged and
rewarded. This is different from the local culture where seniority and
tenure are the primary considerations. In this environment, instead of
achievement, age and length of service are more essential to career
advancement. This leads to a less competitive working environment
as employees are minimally incentivized to achieve exceptional
results. Upon the introduction of a performance based assessment
system, the employees are faced with new challenges, which
eventually lead to improvement in the work ethic. Foreign
companies, including US companies, are also thought to offer fair
opportunities for local talent, with locals being given the same
chance as foreign workers to attain senior and executive positions as
soon as they are considered suitable. This is consistent with the
trend in most US FDI companies that the number of expatriate
workers falls to a minimum once the operation is solidly established
and sufficient local talent is available and ready to assume critical
positions.
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Labor mobility leading to knowledge transfer is also conducted
through overseas assignment opportunities that are commonly
provided by US FDI companies. As far as overseas assignment is
concerned, it can be regarded as a complement to the
aforementioned mechanism. Instead of inviting expatriates to US FDI
companies located in Indonesia, local employees are transferred to a
more advanced area. This allows local talent to have a better
understanding of the company’s business as well as acquire
international experience. Being part of a global team creates
opportunities for local employees to work with people from different
countries and cultural backgrounds. This allows them to gain a wider
perspective, understand different approaches that may arise and
acquire sound problem solving skills. Eventually, this will empower
local employees as they become a part of the global corporate
culture.
Internal trainings and web-based learning

US FDI companies’
training and
development
expenditures equal 1%
of revenu e. The
training budget has
significantly increased
within the past five
years.

Many US FDI companies provide training and mandatory web-based
learning to nurture knowledge transfer and self-accessed learning.
According to our interview with the participating US companies, they
encourage their employees to fulfill 40 learning hours in a year.
Some companies have gone further and allowed tuition assistance
for tertiary education as well as management and language
development courses. Based on the interview from the 35
participating US companies, they spent up to 1% as a percentage of
revenue for their employees’ training and development programs. On
average, the participating US companies have spent approximately
USD 2.1 million, an increase of more than 150% in training budgets
between 2007 and 2012.
US FDI companies also highly support learning through various onthe-job training programs. Instances of such on-the-job training
programs are job rotation and internship programs. The practice of
job rotation is effective in enriching skill sets and helping employees
to discover their field of competence, especially for newly hired
graduates. In the early days of foreign presence in Indonesia, In
addition to job rotation, one US FDI company in financial services
sector, together with local partners, provided internships for students
to experience first-hand opportunities to work with mentors and
colleagues and exposure to various business units while they study
at the university. Upon completing the program, high performing
interns will potentially be offered a fulltime position in the company
upon graduation. The programs were designed to prepare the
students to become highly skilled workers in many areas including
insurance, which was not widely accepted at the time. Since then,
the program has continued to produce graduates who are proven to
be more knowledgeable, professional and productive.
The success of learning and development programs provided by US
companies cannot be undermined. One of the most successful
programs is carried out by Citibank and is called Citibank’s
Management Associate Program. Since launching this program more
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than 40 years ago, it has established a reputation as one of the most
prestigious leadership development programs in the industry today.
Among Indonesian banks, Citibank is considered as the learning
institution for the banking sector, where many renowned Indonesian
bankers first started their careers and learned about the sector80.
Many Citibank Management Associate Program graduates now hold
esteemed positions in domestic, multinational and government
enterprises. Some graduates went even further by taking on
81
prominent roles in the country’s governmental bodies . Some of
them are namely Emirsyah Satar, the President Director of Garuda
Indonesia; Omar S. Anwar, former Director of Bank Mandiri and
Pertamina; Jerry Ng, the Director of BTPN; Henry Ho, the Managing
Director of Bank Danamon; Yap Tjay Soen, Director of BNI; and
82
Fauzi Ichsan, the Senior Economist at Standard Chartered Bank .
Job rotation, mentorship and job shadowing

Mentorship programs
are beneficial in
developing employees’
technical and
management skills,
fostering teamwork and
more importantly,
improving employee
retention rates.

Mentorship and job shadowing programs are also an important
means of knowledge transfer. With high intensity of involvement from
higher management, these means of knowledge transfer are more
likely to bring significant progression to the employees’ character
development (i.e. leadership and managerial capability) and skill sets
(i.e. technical knowledge). Furthermore, the presence of mentors can
also be valuable in mentees’ career development as they have a role
model for them to learn. It also fosters collaboration for career
progression purposes for both the mentors-showcasing leadership
and commitment to develop future leaders and the menteesobtaining support from senior employees.
Moreover, mentoring is proven to improve employee retention rate
due to a more conducive working environment resulting from better
teamwork within the organization. A survey indicated that 71% of
selected Fortune 500 companies have a mentoring program in their
83
company . More importantly, it was found that only 16% of those
mentored resigned from the company within the following 12 months
compared with a figure of 35% for employees that did not receive
mentoring.
Best practice
The other common means of transfer of knowledge is through the
dissemination of best practices. Best practices involve particular
methodologies, guidelines, and/or technical notes to operate
business effectively and efficiently. It also includes the circumstances
that are relevant to the case, the steps one has to go through in the
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solution to the problem, and the specification of useful information
required to fulfill the task and reach the outcome84. The existence of
foreign companies, including US companies, which are considered to
possess certain best practices can allow domestic companies to
benchmark their operations and learn from them. These best
practices can also be spread through the relationship with the key
supply chain players and through labor mobility.

Dissemination of best
practice guidelines is
commonly conducted by
companies with a
multina tional presence.

However, it has to be noted that none of the best practices, even
those conducted by the leader in the respective industries, are
universally applicable to all other companies. Companies with
different sizes, geographical locations and growth stages, encounter
different types of problems, which will require tailored solution to
solve such problems.
Best practice is seen as an essential part of increasing the
knowledge of local human resource. Dissemination of best practice
guidelines has helped companies to communicate and share the
company values in order for the employees to perform according to
the company’s standard. Comparative assessment of best practices
between companies with presences in multiple countries and those
who are not indicates that multinational companies have better
advantage where their best practices have been applied in multiple
settings.
·

Transfer of technology
and knowledge from
FDI compa nies may
occur through labor
mobility and technical
assistance to local
companies.

Knowledge and technology diffusion to domestic industries.
The presence of FDI also stimulates technology advancement
through diffusion of technologies, innovations and best practices
from foreign to domestic companies. There are many ways domestic
firms may acquire these intangible assets.
Firstly, collaboration with foreign companies, such as US companies,
allows the transfer to occur voluntarily through technology and
knowledge transfer arrangements. Another instance of diffusion of
technology occurs through employees’ technological mobility. This is
where local employees leave foreign firms, taking with them the
information and knowledge they acquired during their employment,
and then apply this within the domestic firms or their own
85
companies. A study conducted in South Korea found that a
substantial technological transfer occurred when production
86
managers left multinationals to join domestic firms.
A study suggests that technology transfer is less likely to occur
among peer companies due to the fact that foreign companies, such
as US companies, set protective measures to minimize technology
87
leakage to local competitors . In contrast, transfer of technology
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between foreign and local companies with backward or forward
value-chain relationship is more likely to occur since there are
incentives for foreign companies to do so. For instance, transfer of
technology occurs when foreign companies, including US
companies, sub-contract the supply of its production inputs to
domestic suppliers, inducing specialization, or when those
companies provide technical assistance to its domestic suppliers.
The benefit foreign companies may derive through knowledge
transfer to local companies within their supply chain includes better
quality raw materials, more competitive subcontracting fees or even
more efficient distribution. In the case of technology transfer for
backward value chain, foreign companies, including US companies
are even willing to share technology with multiple local suppliers to
reduce dependency on a single supplier, which will benefit all parties
involved.
All in all, the diffusion of all these intangible assets should serve to
increase efficiency and productivity, and hence income per worker in
88
the host country .

Training and
development programs
and higher incentives
for employees, as well
as more advanced
machinery, improve
local productivity.

·

Stimulating productivity. Through training and learning and
development programs provided by the company, it has been
suggested by many studies that employees in foreign-owned
enterprises, such as US companies, are more skilled than those in
domestic owned enterprises. Findings of a study conducted in
Indonesia showed that a change of ownership from domestic to
foreign leads to, on average, an 8% increase in the ratio of skilled to
89
unskilled labor in Indonesia . The increase in the proportion of
skilled labor is often complemented with the increase in investment
in machinery and coupled with higher wages to incentivize
employees, suggesting a simultaneous reform in the company.
Therefore, skilled labor in foreign-owned or US enterprises is
typically more productive than those in domestic-owned enterprises.
Studies conducted on Indonesian manufacturing companies also
support this notion. There is a substantial productivity gap between
domestic and foreign firms in Indonesia, with foreign firms, such as
US companies tending to have higher labor productivity than their
domestic peers. Furthermore, it was found that not only were
productivity levels in foreign-owned companies higher than in
domestic owned companies but also the growth of the productivity
90
level, irrespective of characteristics such as size and capital .
The presence of foreign companies (e.g. US companies) has also
proven to affect productivity levels of other locally-owned companies
within the same industry through several means. Firstly, local
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companies have the opportunity to learn from business practices of
foreign companies. Diffusion of technology within companies in the
same value chain as well as knowledge transfer deriving from labor
mobility from foreign to domestic companies, as mentioned in the
previous section, have also been attributed as they key channel to
improve domestic firms’ productivity. A more productive labor market
will allow Indonesia to compete more effectively with other countries
and thus increase Indonesia’s attractiveness to investors.
Additionally, improvement in the productivity of domestic companies
leads to a more healthy competitive landscape in the domestic
market, as further elaborated in the next section.

Market spillovers
Market spillovers result when the operations in a market for a new
product or process causes some of the benefits created to flow to
stakeholders other than the innovating firm. Market spillover is this
"leakage" of benefits through the operation of market forces, rather than
the flow of knowledge itself. Any time a firm creates a new product or
reduces the cost of producing an existing product, the natural operation
of market forces will tend to cause some of the benefits created to be
passed on to buyers.
In the case of US FDI entering the Indonesian market, the companies
concerned might need to engage in various levels of competition with
domestic players. Driven by such competition, both US and local
companies will start to increase their innovations, efficiencies and
effectiveness, which will let consumers enjoy better products at cheaper
prices. In addition, with the increase in the efficiency, effectiveness and
the quality of the outputs, the domestic companies can enhance their
performance to become globally competitive.

The presence of FDI
companies enhances
local market
competitiveness
through competition in
terms of production
cost, products and/or
services quality.

The presence of foreign companies, such as US companies, with
superior technology and innovation results in greater variety and more
importantly, better quality of products in the domestic market. Moreover,
those companies are able to produce the same type of products at a
more competitive pricing without disregarding product durability, quality
and safety, compared to domestic companies as they have achieved a
certain threshold of economies of scale. The presence of foreign
companies in Indonesia, including those from the US presents
competition on the local industries in the form of providing high quality
products as well as attractive pricing strategies.
In order for the domestic companies to grow in such a competitive
business landscape, the government put certain limitations on the foreign
companies’ operations. However, such limitations are considered to be
detrimental for local industries in the long term, given that the current
economic trend is generally moving towards greater trade liberalization
among different countries and regions. Competition is considered as the
most crucial motive for companies to develop themselves. Therefore, it is
important for local industries to gradually develop their business before
the full and unbridled effects of trade liberalization are felt. All in all, local
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consumers are the ones who will reap the greatest benefits when
companies compete against each other to provide the highest quality
products at the lowest price.
One example of a local company which has enhanced its business to be
able to achieve global competitiveness is PT Citra Tubindo Tbk. This
company is a manufacturer of oil country tubular goods that it supplies to
major oil and gas companies in Indonesia, including those from the US.
Through the experience gained competing to sell to international firms,
the company now is a world-class manufacturer of oil tubular goods and
has exported its product worldwide to major multinational oil and gas
91
companies .

Consumers are
benefited from the
presence of foreign
companies, as they
have greater variety
and better quality of
products available in
the market.

The presence of foreign companies, such as US companies, in
Indonesia should not be considered as a threat, but as a benchmark to
be pursued. Local companies may adapt their operations to be similar to
those foreign companies’ business practices. Certifications such as
ISO9001, ISO14001, OHSAS, etc. are also considered as appropriate
incentives to be pursued by companies. Such certifications provide
assurance that the company has adhered to a certain set of standards.
They are positively perceived by consumers and consequently lead to
higher brand perception and trustworthiness.
Additionally, foreign companies (e.g. US companies) also go the extra
mile with their customers adding value to their products by coupling sales
92
with comprehensive post-sales service and training .In the healthcare
sector, as an example, the presence of US companies benefit society
through improving the quality of healthcare facilities through the use of
superior medical technology. They also provide post-sales service to
periodically deliver training sessions to doctors, nurses and laboratory
technicians to improve their knowledge of the equipment and its use.
Another instance can be found in the agriculture sector, US agriculture
companies provide farmers with high quality seeds and fertilizers, whilst,
at the same time educating the farmers in how to better cultivate their
crops and produce agricultural products of higher quality and quantity. In
the long run this will support Indonesia’s effort to attain food security and
at the same time increase the welfare of the farmers who most often are
among the poorest people in the country. Moreover, with reduced food
imports, Indonesia’s trade balance will be positively affected. Taking into
account of the country’s sizable agricultural potential, Indonesia will be
able to even export the food products to meet the increasing food
demand within the Asian region.
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Ethical business conduct of US companies
US FDI companies have shown remarkable efforts to conduct their
businesses ethically. They have strong commitment to conduct business
attentive to social aspects, norms and ethics and in a manner that is
friendly to the environment.
·

All companies in
Indonesia should be
committed to comply
with certain safety
standards (i.e. OSHA) to
minimize the
occurrence of
workplace accidents.

Promoting a safe workplace. US companies in Indonesia display
ethical business conduct when they promote safety awareness in the
workplace. Based on our interview, one US manufacturing company,
for instance, implements strict safety regulations that have to be
followed by all employees including visitors. All employees and
visitors are required to understand its safety procedures as
demonstrated in the company’s video guideline. Another US
company ensures that all machines and relevant materials meet
safety standards. Moreover, it provides safety training programs for
employees prior to their carrying out activities in the production plant
and such employees are provided with the proper equipment to
minimize the risk of injuries when they are working within hazardous
areas.
Attention to safety does not end with the company, but also extends
to subcontractors and suppliers. For example, one US company
operating in a high-risk sector requires its suppliers and
subcontractors to be in compliance with their safety standards with
incentives provided for company with the lowest amount of accidents
in a certain period. This increases the safety awareness of their local
suppliers and provides a good example to other local businesses on
the importance of workplace safety.
US companies in their home country are obliged to comply with
rigorous United States Environmental Protection Agency (EPA)
regulations and are subject to inspection on a random basis without
prior notification. To date, the EPA has issued numerous regulations
pertaining to issues such as air and water pollution, energy usage,
treatment of hazardous wastes and particularly workplace safety,
with the last being mainly regulated under the Occupational Safety
and Health Act (OSHA). OSHA addresses various issues to reduce
the risk of workplace accidents such as employees’ exposure to
chemical substances, excessive noise levels, mechanical dangers,
and unsanitary working conditions. When expanding their operations
to Indonesia, US companies bring with them their OSHA guided
practices on workplace safety and strive to minimize the number of
workplace accidents in their operations. In the long run, it is expected
that the safety and health practices of US companies in Indonesia
will be used as the role model for domestic companies to reduce the
high number of workplace accidents in Indonesia (see BOX 9).
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BOX 9. The increasing trend of workplace accidents in Indonesia
Workplace hazards have become an issue in Indonesia as the prevalence of workplace accidents
increase year by year. There were 99,491 accident cases in 2011, including those resulting in minor
injuries, major injuries and death. The number of accidents has increased by 4.4% per year, on
average.
All companies operating in Indonesia are obliged to comply with national Occupational Safety and
Health (OSH) standards as regulated in Law No. 1 year 1970 on Work Safety Act, Law No. 23 year
1992 on The Health Act and Law No. 13 year 2003 on Manpower Act. The Government of Indonesia
has also taken proactive measures in mitigating workplace hazards by decentralizing work safety
inspections to provincial governments. It is indicated that more than 1,400 inspectors of the
1
Department of Manpower of Indonesia (Depnaker) are involved in inspections nationwide . However,
most of them are only certified to conduct labor inspections, with less than one-third being certified to
conduct OSH inspections.
From 1996 to 2011, only 1,548 out of more than 170,000 companies in Indonesia are certified with
proper OSH management practices. The lack of law enforcement related to workplace safety as well
as the low number of OSH audits have been cited as the most prominent factors for the complacency
of domestic companies in ensuring proper OSH management practices.
1

Markkanen, Pia K. Occupational Safety and Health in Indonesia. International Labor Organization, 2004. Web. 14 June 2013.
<http://www.ilo.org/public/libdoc/ilo/2004/104B09_101_engl.pdf>

·

Responsible business conduct. US companies also conduct their
business responsibly as they are obliged to follow the Foreign
Corrupt Practices Act (FCPA) and the UK Bribery Act, which require
them not to participate in acts of corruption of any kind as elaborated
in Box 10. Based on our interview with the participating US
companies, by abiding with the regulations, US companies help to
promote an awareness of ethical business conduct and support the
fight against corruption on a country level even when complying with
those anti-corruption acts exposes them to an uneven playing field
with competitors that are not similarly constrained. This shows the
unwavering support of US companies toward the government’s
initiative to combat corruption.
Moreover, US companies are also required by the federal law to be
in compliance with all relevant local regulations. This creates a
proactive approach on the part of US FDI companies to ensure that
any new regulations issued by the Government of Indonesia are well
understood and have been adhered to. This type of initiative, which
requires time and resources, will serve as a guideline for other
companies and in the long run to increase compliance levels.
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BOX 10. Foreign Corrupt Practice Act (FCPA) and UK Bribery Act
Foreign Corrupt Practice Act
Since 1977, the US government has adopted the FCPA, which makes it unlawful for any American
companies to participate in any act of corruption including bribing foreign officials for their business
interests. Penalties for corporations violating the FCPA include being barred from competing in the
federal procurement process and facing criminal fines that may reach millions of dollars while individual
violators may face criminal fines and even prison sentences. In 2010, the US government took FCPA to
the next level with the passing of the Dodd-Frank Wall Street Reform and Consumer Protection Act
(Dodd-Frank). Dodd-Frank grants the U.S. Securities and Exchange Commission (SEC) the authority
to reward individual whistleblowers who voluntarily provide the U.S. government with original
information about a violation of the FCPA.
UK Bribery Act
The UK Bribery Act (the Act), which has been in effect since July 2011, is internationally known as one
of the strictest regulations with respect to bribery. Although it is mainly intended to cover UK
companies, its implications also apply to non-UK companies as its geographical scope is very
extensive, including companies that have UK branches, employ UK citizens, or provide services to UKbased entities. As many US companies possess one or more of these characteristics, the Act is
applicable for them as an organization, including all of their operations in other countries. In line with
FCPA, companies are deemed guilty if any associated parties, e.g. subsidiaries, agents, employees,
etc. conduct active bribery – the attempt to offer or give a bribe, as well as passive bribery – the
attempt to request or receive a bribe. Furthermore, companies are equally guilty should they fail to
prevent any stakeholders from bribing other parties in favor of the company.
The Act provides stricter regulations and more severe sanctions for non-compliance compared with its
US counterpart – FCPA. Hence, there are two notable differences between the Act and FCPA that US
companies should be aware of. First, the Act strictly prohibits facilitation payments of any amount and
at any level of operation without exemption. The Act also prohibits bribery between two private parties
as opposed to FCPA, which only prohibits the act of bribery to government officials. However, the Act’s
guidance notes do not stipulate sanctions for corporate hospitality activities as long as they are
conducted in good faith and the amounts involved are reasonable.

·

Environmentally-friendly business conduct. As far as the
environment is concerned, all companies operation has to comply
with a certain set of standards that are applicable in the respective
country they operate. US companies in its home turf, for instance,
have to compel to stipulations issued by EPA on a sector-by-sector
basis. Some of its key stipulations on environmentally friendly
business conduct are namely Clean Air Act, Clean Water Act and
National Environmental Policy Act.
Although the environmental standards in Indonesia are different, US
FDI companies are taking extra measures to ensure that they do not
harm the environment when conducting their operations. In fact, the
majority of them still pay attention to environmental issues to the
same extent as theirs in the home country although some matters
are not specifically addressed by the local standards. Based on the
information provided by the 35 participating US companies, in
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average, they pay approximately USD 1 million in waste treatment
expenses, an increase of more than 200% between 2007 and 2012.
Consequently, most US companies are given Blue and Green
PROPER rank by Indonesian Ministry of Environment93. In 2012, one
US oil and gas company was included among the 12 out of 1,317
companies awarded with the highest PROPER rank, i.e. Gold rank,
for its outstanding and consistent environmental preservation efforts
94
in its business operations .
Coca-Cola for example, has its own waste management system to
minimize the negative effects on the environment as well as to create
economic value from production waste. Furthermore, Coca-Cola has
initiated water stewardship projects in order to compensate for the
amount of water used in its beverages and its production. This
includes a water replenishment project in Sibolangit, North
Sumatera; a water and sanitation project in Bekasi; a community
water project in Sindang Pakuwon, West Java and numerous tree
reforestation programs to improve ground water retention in many
areas of Indonesia.
Another instance of US companies’ environment preservation
program is in waste recycling. US companies engaged in
manufacturing are mostly concerned with byproducts or chemical
substances inside their products. Prior to disposing the waste, these
companies take an effort to properly manage the waste to ensure
that the waste chemicals contain will not harm the surrounding
environment and/or community. Some companies are even capable
of treating waste in such a way as to be beneficial for the
environment. By having such community safety programs, other
local and/or multinational companies in Indonesia are given an
example of how to properly treat byproducts and waste resulting
from their manufacturing processes.
·

93

94

Equal employment opportunities. US FDI companies are
committed to promote equal employment opportunity through
providing a fair and non-discriminating environment where
employees will not be discriminated based on issues such as
gender, age, race, ethnicity, nationality, religion, marital status,
sexual orientation, disability and political affiliation. They allow their
employees to experience working in a company with a fair and nondiscriminating environment. By doing so, employees are expected to
be able to utilize differences in their skill sets and cultural
background to tackle issues within the organization. In Indonesia,

PROPER stands for Program Penilaian Peringkat Kinerja Perusahaan or a business performance-rating program aim to
encourage compliance by businesses. It is an alternative policy instrument under Ministry of Environment to encourage
compliance by companies through evaluation of compliance with air pollution control, hazardous waste managem ent, marine
pollution control and EIA. PROPER rating uses color to classify companies’ compliance level; Blue is awarded to companies that
have met all the provisions of applicable environmental regulations; Green is awarded if companies have done environmental
management more than what the regulations required. Best of the best of Green ratings are likely to gain the highest rank, which
is Gold. The Green and Gold companies will be granted a PROPER Award from the Vice President.
Sekreteriat PROPER Kementrian Lingkungan Hidup. Proper Periode 2011-2012. Kementrian Lingkungan Hidup, 2012. Web. 30
May 2013. <http://www.menlh.go.id/DATA/PROPER-2012.PDF>
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gender-based discrimination in terms of employment opportunity is
still considered to be an issue.
Our findings confirm that US FDI companies promote nondiscriminatory employment practices, especially regarding to female
employment. The US companies we interviewed encourage higher
female participation in managerial and executive level as genderheterogeneity is perceived to be more likely to enhance effectiveness
in the decision-making process. An important finding to be
highlighted is the prominence of female employment in particular
sectors, i.e. financial services and business services. The majority of
the US FDI companies in those sectors employ a significant number
of female employees, with some of them having even higher
proportion compared to men. Such evidence proves that women are
not only suitable for specific labor-intensive jobs, such as those in
textile and manufacturing industries, but also capable of performing
tasks which require sophisticated skill sets.

Studies show that FDI in developing countries like Indonesia,
contributes to female empowerment by being an important source of
employment for women. Gender based, non-discrimination policies
at US companies also offer female employees a broader and more
diverse range of career advancement options. Consequently, as
women’s earnings are often allocated to improve the well-being of
their children, employment of women and an increase in their wages
contribute to the betterment of children’s health and education, which
in the long run will result in the improvement of the quality of human
resources95.

Gend er based, nondiscrimination policies
at US companies also
offer female employees
a broader and more
diverse range of career
advancement options.

A study found that foreign-owned companies, including US
companies, in Indonesia have a higher proportion of female workers
than domestically-owned companies, with government-owned
96
enterprises having the lowest number of female workers . Women in
Indonesia are less likely to achieve high profile positions in the public
sector, as they only account for 14% of the total number of senior
civil servants. One of potential rationales that cause
underrepresentation of women in the government institutions is
gender stereotyping on women, including the general perception of
women in holding a decision making positions. It is also perceived
that women are only suitable to perform certain areas of employment
(traditional female profession such as education and healthcare
sectors).
A study has shown that the presence of women in high-level
managerial positions is able to enhance board independence as
gender-heterogeneity is more likely to produce decisions that are not
gender biased97. The presence of women is able to present different

95

96

97

Cotton, Linda and Vijaya Ramachandran. “Foreign Direct Investment in Emerging Economies: Lessons from sub-Saharan
Africa”. World Institute for Development Economics Research Discussion Paper No. 2001/82, 2001. Print.
Lipsey, Robert, and Fredrik Sjoholm. “Foreign Direct Investment and Wages in Indonesian Manufacturing”. National Bureau of
Economic Research Working Paper 8299, 2001. Print.
Fondas, N. and Susan Sassalos. “A Different Voice in the Boardroom: How the Presence of Women Directors Affects Board
Influence over Managem ent”. Global Focus, 2000. Print.
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point of views to the decision-making process. Therefore, better
decision-making process is expected to occur as the decision
makers have different experience, education background and
networks. Furthermore, US companies have started to realize the
importance of women as a demographic group; having a
representative contingent of women in their workforce increases the
attractiveness of companies’ products for female consumers. A study
concluded that there is a strong correlation between women
empowerment and profitability level. It is indicated that multinationals
that abolished the glass ceiling sentiment (i.e. provide employment
opportunity for women in the managerial to executive-level) had
outperformed their competitors by 34 to 46% in terms of revenue98.
In showing their commitment to women’s empowerment and
equality, US companies have equipped themselves with a range of
tools to attract and retain female employees. Among the most
commonly used, is the use of professional women’s network. A
network provides an open forum for personal and professional
networking across all levels of the company, encouraging women to
build relationships and share experiences. The network also
conducts relevant seminars and training sessions to help facilitate
greater career advancement.
Another essential tool is mentoring, which allows women to share
information and best practices around career development and worklife balance. Having various role models, especially female ones,
also helps to retain female employees as they can aspire to women
leadership roles within the company and hence be optimistic toward
their career progression if they stay in the firm.

Gender heterogeneity
in high-level positions
enhances the
effectiveness of the
decision making
processes, hence
amplifying the trend of
women employment in
managerial and
executive levels.

98

99

Furthermore, companies often provide flexibility with regard to work
schedules in response to work-life balance concerns voiced by
employees. A study indicates that female employees are more likely
to engage their families in their work-related decisions and are also
highly affected by personal issues such as child care, elder care and
99
home responsibilities . Therefore, they would like to have more
control over their schedules in order to manage their work-life
balance.
The presence of multinational companies has encouraged domestic
companies and government institutions to support female
employees’ roles in high profile positions. For instance, numerous
companies have elected female figures to occupy managerial and
executive positions such as those in Martha Tilaar, Pertamina, the
Indonesian Stock Exchange and various domestic financial
institutions. Furthermore, high profile government positions have also
seen a similar pattern, for example Megawati Soekarno Putri as the
President, Marie Elka Pangestu in the Ministry of Trade, Sri Mulyani

Adler, Roy D. “Women in the Executive Suite Correlate to High Profits”. Pepperdine University, 1999. Print. The study is
conducted utilizing an extensive 19-year data of 215 Fortune 500 companies
AICPA. The Attraction, Retention and Advancement of Women Leaders: Strategies for Organizational Sustainability. AICPA,
2012. W eb. 23 May 2013. <http://www.aicpa.org/Career/WomenintheProfession/DownloadableDocuments/2205331_the%20whitepaper.pdf>
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in the Ministry of Finance, Siti Fadhilah in the Ministry of Health and
Muthia Hatta in the Ministry of Women’s Empowerment. It is
expected that more female figures will step up to take the
responsibility as the executives in companies or the head of
ministries in Indonesia in the future.
Many US companies realize the importance of being ethical, not only
for the positive impression it gives to customers and the public at
large but also because nowadays more employees want to work for
companies whose values are aligned with their own personal values.
The presence of US companies in Indonesia helps raise the
awareness of the importance and the advantages of being ethical. In
the long run, as customers and the general public get a better
understanding of the concept and start to appreciate its significant
impact, their expectations will drive more domestic companies to
embrace and internalize ethical business conduct as part of
company culture.
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III. Challenges in the Indonesian business and
investment climate
The previous chapter discussed the impact of FDI, specifically FDI
originating from the United States, on the Indonesian economy. US FDI
has played an important role at both the macro and microeconomic level
in Indonesia. Aside from the quantifiable economic impact of US-led FDI,
it has also brought with it improvements in the domestic labor market
(through employment opportunities, human capital development,
knowledge transfer, best practices) as well as in more ethical and
sustainable business practices.
FDI plays a substantial role within the current government’s plans for
achieving accelerated growth, and its effort to achieve a GDP per capita
of USD 45,000 by 2045. Indonesia, with its growing middle class, is
gaining popularity as an FDI destination. However, improvements in the
investment climate are needed in order for the country to sustain and
attract further FDI. The current investment climate is viewed as
challenging for potential and current investors due to uncertainties in the
regulatory environment, insufficient investment in infrastructure and a
lack of sufficient skilled human capital.
Utilizing findings obtained from a broad and in-depth survey, this chapter
discusses some of the views expressed by a number of US investors on
the challenges of entering and operating in Indonesia.

A. The Views of US FDI Investors on Opportunities in
Indonesia
Reflecting the considerable attractiveness of Indonesia as a global FDI
destination (as discussed in Chapter 1), most US FDI participating
companies expressed strongly held intentions to continue investing in
Indonesia over the next five years. Although they view the current
investment climate as quite conducive when compared to that which
prevailed over the previous five years, they hope to see further
improvements in the future.
FIGURE 26
The investment climate in Indonesia is viewed as being generally conducive
Selected indicators of overall Indonesian investment climate
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In spite of the
conduciveness of the
current investment
climate, Indonesia
mig ht not be able to
sustain its
competitiveness unless
the government
conducts pertinent
reforms in terms of
regulatory framework
and infrastructure.

Despite the positive outlook, many companies expressed concerns over
certain challenges that are affecting their investment decisions. The
regulatory framework and political stability of the country which includes
the state of government institutions, bureaucracy, the quality and
consistency of regulations, rent seeking behavior, law enforcement and
the current political environment are highlighted by 67% of the
respondents as constituting the main hurdles that need to be addressed
in order to improve Indonesia’s investment climate and FDI
attractiveness. The largest concern companies have with regard to the
regulatory framework, is the inconsistent, unclear and frequently
changing nature of regulations (19%). 22% of those surveyed stated that
government institutions/bureaucracy and poor and inefficient
implementation of policy, lead to delays and increased costs that
companies are forced to absorb.
Another significant challenge concerns the quality of infrastructure. 14%
of respondents found that infrastructure is still largely lacking, and that
the development of new infrastructure and improvements to existing
infrastructure are urgently required.
Whereas the companies surveyed expressed varying factors and
rationales across their respective sectors in terms of what motivated
them to invest in Indonesia, there was a remarkable degree of unanimity
across all sectors when it came to identifying the prevailing challenges in
investing and doing business here. All the companies surveyed,
regardless of what sector they operate in, mentioned challenges such as
the regulatory framework, government institutions and bureaucracy, as
well as infrastructure.

FIGURE 27
Inefficient bureaucracies, regulatory uncertainty and inadequate infrastructure have been
attributed as key challenges in investing in Indonesia
Key challenges of FDI in Indonesia from the perspective of participating US companies
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Our findings suggest that the way in which the policy of decentralization
has been implemented contributes to the view that Indonesia’s poor
regulatory framework and lack of policy stability impose a burden on
investors. Generally, most companies tend to agree that a notable gap
exists in terms of service quality between the central and regional
governments, which impacts their operations.

FIGURE 28
There is room for improvement in terms of government performance
Satisfaction rate of US FDI companies toward government’s service quality
Service delivery concerning foreign investment is
supportive
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With regard to human capital, many companies find the relatively low
level of skill in the "white-collar" labor force represents a challenge when
operating in Indonesia. Most companies, regardless of the sectors they
operate in, agree that it is relatively difficult to find a capable local
manager. This does not appear to be the case, however, for lower-level
staff, since most companies appear to be neutral when expressing
perceived difficulties in acquiring capable "blue-collar" labor/staff.

FIGURE 29
US FDI companies face challenges in recruiting local talent at the managerial level
Satisfaction rate of US FDI companies toward Indonesian human capital
Availability of qualified employees at managerial
level
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While it is obvious that most companies consider Indonesia an attractive
FDI destination due to the size of its growing middle class, it is an
imperative that improvements be made by the government to address
shortcomings such as ambiguous regulations, inadequate infrastructure
and the relatively low quality of human capital. If these shortcomings are
not adequately addressed, many fear that Indonesia will fall far short of
its growth potential.
In summary, our research indicates that regulations and policy
frameworks, as the backbone of the country’s investment climate, are
often found to be inconsistent and prone to frequent and abrupt changes,
as well as being poorly implemented, all of which creates uncertainty. In
the coming years, the country’s best companies, especially those in the
fast-growing services sector, will struggle to fill half of their entry-level
100
jobs with qualified candidates . Infrastructure is growing at a slow pace
while fast economic growth is overwhelming the country’s aging and
inadequate roads and ports.
These key challenges of the current investment climate in Indonesia,
which have the potential to constrain the country’s rapid growth and
future development potential, are outlined in the upcoming sections of
this chapter.

B. Regulations Hierarchy and Framework
The investment climate in a host country is a key factor affecting a
potential investors’ decision of whether or not to invest. Political stability
and quality of regulation constitute the foundation of a sound investment
climate. The government’s participation and engagement is essential in
ensuring that these factors are conducive for investors as well as
domestic business, while at the same time protecting the nation’s
welfare. FDI encompasses a variety of stakeholders which have diverse
interests and minimizing conflict amongst them maximizes the benefits
for the country. In this context, the role of sound policies is crucial to
regulate the interaction between parties/stakeholders.
Indonesia realizes the importance of FDI in achieving its economic
development targets. Through BKPM (Indonesian Investment
Coordinating Board) Strategic Plan 2010 – 2014, the total investment
realization is targeted to achieve an amount of USD 181 billion with 70%
of the value expected to come from foreign investors. With only USD
60.7 billion of FDI having been achieved in the last three years (from
2010 to 2012), BKPM has to more than double the number to fulfill the
2014 target.
In further understanding the importance of a country’s FDI regulations
with regard to FDI attractiveness, the next section of this report will
discuss the dynamism, changes, adjustments and on-going reforms of
FDI-related regulations.
100

Boston Consulting Group. Talent Shortages, Already Bad, Will Grow Worse in Indonesia. Boston Consulting Group, 2013. Web.
13 May 2013. <http://www.bcg.com/media/PressReleaseDetails.aspx?id=tcm:12-134979>
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The Role of Public Policy in Attracting FDI
Public policy and regulations play a major role in determining the size
and the destination of FDI inflow. Various measures are utilized to
control FDI in the country, the most common ones are: the negative
investment list, a limitation on foreign ownership, and industry-specific
regulations for foreign investment. Such control measures play an
essential role in determining (1) the size of FDI, (2) the type of FDI, (3)
the business model and practice of the foreign companies.
The Government of Indonesia regulates the size and to which sector FDI
flows to, through the regulation of the negative investment list and
limitations on foreign ownership.

Public policy and
regulations are
commonly utilized by
the government to
control the number,
size, business sectors
and the business model
of foreign investment.

Regulations determine the type of FDI (business sectors) that are being
attracted into the country, due to the fact that foreign investors respond
to economic incentives (as any business player would). For instance,
regulations that support a low labor wage will attract labor intensive
sectors such as apparel, garment and the handicraft industry, while less
complicated permits to establish branches and/or outlets in various cities
will stimulate FDI in the retail industry. Furthermore, less stringent
regulations on foreign bank ownership have proven effective in attracting
foreign banks such as Citibank, ANZ, HSBC, etc. to enter the Indonesian
market.
Regulation, to some extent, also determines the business model of FDI
companies. For instance, requirements to employ local staff and middle
management, a minimum spending level on training, safety and product
standards, obligations with regard to CSR, and local content
requirements, influence the way FDI companies conduct and structure
their businesses.
Despite the important role of foreign investment, Indonesians have mixed
views regarding it. Protests from the public concerning foreign
ownership, especially in various strategic industry/companies, are quite
common. The Indonesian public perception of foreign investment is
presented in Box 11.
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BOX 11. Public Perception on Foreign Investment
A survey in Indonesia by the Setara Institute in 2008 concerning Indonesian economic sovereignty and
national leadership found that: (1) 73.6% of respondents perceived the Indonesian economy is in the
hand of foreigners; (2) 60.8% of respondents agreed the presence of foreign powers is dominant in the
Indonesian economy—in sectors like mining, telecommunication, energy, and the banking sector; (3)
90% do not agree with a state-owned enterprise’s shares being held by foreigners; and, (4) 50.4% of
young Indonesians reject the idea of nationalized foreign companies in strategic sectors (mining, telcos
and banking).
A survey by the LOWY Institute Indonesia in 2012 indicates that Indonesians have various perceptions
about different countries. This variation was seen depicted in the answers to the following question: “If
a company, bank or investment fund controlled by a foreign government was trying to buy a controlling
stake in a major Indonesian company, please say whether you would be strongly in favor of this, in
favor, opposed, strongly opposed or you (I) don’t know:”
·
·
·
·

The Government
The Government
answer.
The Government
The Government

of Japan: 65% in favor, 26% opposed, 8% don’t know or refuse to answer.
of Singapore : 63% in favor, 27% opposed, 11% don’t know or refuse to
of US: 56% in favor, 35% opposed, 9% don’t know or refuse to answer
of China: 52% in favor, 41% opposed, 7% don’t know or refuse to answer.

FDI is a sensitive issue in most countries, especially for former colonies such as Indonesia. Oftentimes
people associate FDI with economic colonialism. The support from the ordinary citizen does play an
important role in the success of FDI. Consequently, policy concerning FDI should take into account the
concerns of the population, especially those who will directly or indirectly interact with the investment.
Communication should be conducted appropriately to avoid resistance, since the support from the
citizens of the host country will ultimately influence the success and sustainability of the FDI company.

Overview of the Indonesia Regulatory Framework
Regulations in Indonesia are governed by the Constitution. Following
political reforms in 1998, the Constitution of 1945 has been amended
four times between 1999 and 2004. The intention behind these revisions
was to ensure the Constitution’s relevance towards recent developments
and future trend(s). The following table shows the hierarchy of law and
regulations in Indonesia based on Law No. 12/2011 on Formation of
Legislation.
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TABLE 9
Indonesia has a top-down regulatory structure with UUD 1945 as the fundamental principle in
formulating specific regulations in regional and district level
Hierarchy of legislation in Indonesia
Regulatory Structure
UUD 1945

UU
PERPU
Peraturan Pemerintah
Peraturan Presiden

Perda Provinsi
Perda Kabupaten/Kota

Description
UUD 1945 is the basic constitution of the Government of the
Republic of Indonesia. UUD 1945 serves as the basis for establishing
norms of legislation. It also serves as a source for establishing
legislation.
Undang-Undang (UU) is legislation established by the House of
Representatives with the President’s mutual consent.
Government Regulation in Lieu of Law (PERPU) is legislation defined
by the President in matters of urgency.
Government Regulation (Peraturan Pemerintah) is legislation
defined by the President to carry out Acts as they should be.
Presidential Regulations (Peraturan Presiden) are laws and
regulations set by the President to execute commands of higher
laws and regulations or in conducting governmental power.
Provincial Regulations (Perda Provinsi) is legislation established by
the Provincial Legislative Council with the approval of the Governor.
Regency/City Regulations (Perda Kabupaten/Kota) is legislation
established by the District/City House of Representatives with
mutual consent from the Regent/Mayor.

Source: Authors’ analysis

Proper monitoring
processes from the
central government
are n ecessary to
ensure that the
regulations
formulated by
regional government
reflect the best
interests of the
country.

Such a hierarchy worked well under the New Order era when there were
minimal coherence issues both vertically (between levels) and
horizontally (across functions). Despite the lack of a democratic process
in policy making, this system ensured a high degree of policy certainty.
During the political reforms in 1998 however, people demanded
segregation of authority between government levels. In response to such
demands, the government issued Law No. 22/1999 on regional
decentralization, in the following year. Since then, the country has no
longer run a top-down system, as regional governments are provided
with legitimate authority to issue regulations autonomously.
Ironically, new problems have arisen as regional governments have
become more powerful under the new system. Hundreds of new power
centers have arisen in provinces and districts, creating a difficult situation
for the country. Regional governments have been allowed to issue new
regulations with limited guidance and monitoring from the central
government, including the ministries. Therefore, regional regulations with
regard to FDI might not reflect the best interests of the country as a
whole, and may in fact conflict with, national development goals.

Investment Related Regulations
The Investment Coordinating Board (BKPM) is the central institution that
is responsible for administering foreign investment, including screening
investment applications, granting licenses/permits, and offering
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incentives. Similar regional investment bodies exist at the provincial
level, namely Badan Koodinasi Penanaman Modal Daerah (BKPMD).
Foreign investments in specific sectors, however, have to be approved
by the particular ministry or related government authority prior to
obtaining approval from BKPM. For instance, potential investors in the oil
and gas sector have to process the initial application approval with the
Ministry of Energy and Mineral Resources as well as with the Ministry of
Forestry. BKPM is then involved later at the implementation and
production phase.
Several key regulations regarding investment and its legislation structure
are summarized below (see TABLE 10).

TABLE 10
There are numerous regulations that delineate investors’ rights and obligations with regard to
investment in Indonesia
Structure of legislation related to investment
Legislation
No. 25 year 2007

No. 40 year 2007
Government
Regulation No. 1 year
2007

Presidential
Regulation No. 76
year 2007
Presidential
Regulation No. 36
year 2010

Head of BKPM
Regulation No. 12
year 2009

Description
Statutory Provisions Governing Investment in Indonesia
Equal treatment for all investors, regardless of country of origin.
Autonomy, in which national economic growth is of utmost priority and thus influx of
foreign capital is not restricted.
Although there is a negative investment list that restricts foreign investment in
sensitive sectors such as armaents.
Longer term of land usage;
95 years for Right to Cultivate (HGU)
80 years for Right to Build (HGB
70 years for Right to Utilize (Hak Pakai)
Exemption from or lower taxes for conditions often faced by investors, such as
import of goods for production.
Statutory Provisions Governing Limited Liability Companies
Statutory provisions governing capital investment income tax facilities, businesses
that receive income tax facilities, and certain sectors and regions receiving income
tax facilities
Facilities are given to Limited Liability Companies (PT) and Cooperatives investing in
nationally prioritized sectors and regions.
Net income reduction facility is given at 5% annual rate of the total investment in the
acquisition of tangible fixed assets, including land used for main business activities,
for six years from commencement year of commercial production.
Depreciation and amortization facility is accelerated to assets acquired and used in
investment
Imposition of income tax on dividends paid to foreign tax subjects by 10%, or a lower
rate under the Double Taxation Avoidance Agreement.
Statutory provisions governing the criteria and requirements for the preparation of
closed business and open business with requirements in the field of capital
investment
Statutory provisions governing the preparation list of closed business and open
business with requirements in the field of investment.
Raises maximum foreign ownership in certain sectors. Foreign share in healthcare,
for example, is increased from 65% to 67% for hospitals and polyclinics. Healthcare
investors are also no more bound to Medan and Surabaya.
Bans on investment in radio and television public broadcasters are taken out, and
foreign investors are allowed to provide equipment supply for telecommunication
towers, a field initially highly restricted by the Ministry of Communication and
Information.
Technical provisions governing the procedures for investment
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Head of BKPM
Regulation No. 12
year 2009
Minister of the
Interior Regulation
No. 27 year 2009
Regency/City
Regulations (Perda)

Technical provisions on the procedures governing the licensing and non-licensing
investment
Technical provisions governing the determination of nuisance license in the area

Article 13 Law no. 32 of 2004 on Regional Government states that investment must
be implemented by the region. This concept is also referred to in Article 1, paragraph
11, Law no. 25 of 2007 on Investment and Law no. 28 of 2009 on Local Taxes and
Fees. The latter authorizes regional governments to collect fees for the following
business-related licenses:
Location Permit (Izin Lokasi)
Land use designation permits applicable for transfer of rights, land needed for capital
investment, and land used for venture capital investment purposes.
Construction Permit (Izin Mendirikan Bangunan/IMB)
Permission to carry out building work which require aspects of land, urban design,
technical, health, comfort, and environment.
Commerce Business License (Surat Izin Usaha Perdagangan/SIUP):
License given to individual companies that run in compliance with ISIC (Indonesian
Industrial Classification), issued by government instances or appointed officials
(Department of Industry and Commerce at city/region level depending on the
company’s domicile).
Operating License (Izin Usaha/IUT)
Permission for individual or entity’s business activities, issued to provide guidance,
direction, and supervision of those activities and ensure equal opportunities.
Nuisance Permit (Izin Gangguan/HO):
Business license to an individual/entity in certain locations where there may be risk
of loss and disturbance, peace, and public order.
Business Registration (TandaDaftar Perusahaan/TDP)
A proof that the form of business entity or company has been registered under Law
no. 3 of 1982 on company registration requirement. Article 5 Paragraph 2 states that
“company registration must be done by the owner or management/responsible
person or legitimate power".

Source: BKPM, Directorate General of Legislation, Authors’ analysis

Less restrictive FDIrelated regulations
are likely to boost FDI
inflow to Indonesia in
the future.

101

Based on our interview with the participating US companies, Indonesia’s
current FDI related regulations are viewed as relatively restrictive. A
research study conducted by the OECD in 2012 indicates that from an
FDI regulatory point of view, Indonesia is the third most restrictive
country, behind both China and Saudi Arabia, among the 55 other
101
countries studied in the research . This shows considerable room for
improvement as the same research also found that the less restrictions
in an economy, the more FDI the country receives, this therefore
reinforces the idea that FDI regulations are a critical determinant to a
country’s FDI attractiveness.

The index measures all discriminatory measures affecting foreign investors, including market access restriction, screening,
restriction on key personnel and other restrictions such as land, reciprocity, repatriation, branches, etc.
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TABLE 11
From a regulatory perspective, Indonesia is among the countries with the most restrictive FDI
regulations
OECD FDI Regulatory Restrictiveness Index (2012)
China

India

Indonesia

Japan

Korea

OECD

Agriculture & forestry

0.45

0.43

0.21

1.00

0.25

0.08

Fishing

1.00

0.70

0.61

1.00

0.50

0.28

Mining

0.30

0.06

0.27

1.00

0.00

0.06

Manufacturing

0.19

0.05

0.07

0.08

0.00

0.02

Electricity

0.46

0.06

0.11

0.00

0.42

0.12

Construction

0.29

0.15

0.21

0.00

0.00

0.02

Distribution & retail

0.23

0.17

0.44

0.00

0.00

0.02

Hotel & restaurant

0.18

0.00

0.12

0.00

0.00

0.02

Transport

0.63

0.18

0.42

0.67

0.51

0.23

Media

1.00

0.40

1.00

0.20

0.56

0.17

Telecommunication

0.75

0.43

0.41

0.48

0.50

0.11

Financial services

0.51

0.33

0.29

0.00

0.05

0.03

Business services

0.35

0.56

0.58

0.00

0.00

0.07

Real estate
Total FDI Index

0.53
0.41

1.00
0.27

1.00
0.33

0.10
0.27

0.00
0.14

0.25
0.08

Note: OECD FDI Restrictiveness Score 0 = open, 1 = closed

Source: 2012 FDI Regulatory Restrictiveness Index, OECD

Indonesia is less restrictive however, in allowing majority foreign
ownership when compared with other emerging economies in Asia
besides India, according to a study by the World Bank. Indonesia’s
banking industry is the most lenient in the region. Interestingly, while
freedom of speech by the press in terms of substance and/or news is
fairly generous, foreign ownership of media companies in Indonesia is
quite restrictive.

Indonesia is generally
open to foreign
participation, with
certain limitations
stipulated in the
Negative Investment
List.

Most areas of business in Indonesia are open to foreign equity
participation. However, there is a negative investment list that stipulates
a number of closed sectors. This list is periodically revised, most recently
through Presidential Regulation no.36/2010 (see BOX 12). Foreign
investors whose sectors are limited with regard to foreign investment
may face challenges in implementing their global business strategy in
Indonesia. This may lead to a lower market penetration rate and
subsequently, lower investment return.
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TABLE 12
The majority of business sectors in Indonesia are relatively friendly toward foreign
participation
Foreign Equity Ownership Index by sectors
China

India

Indonesia

Japan

Korea

OECD

Mining, oil and gas

0.45

0.43

0.21

1.00

0.25

0.08

Agriculture and forestry

1.00

0.70

0.61

1.00

0.50

0.28

Manufacturing

0.30

0.06

0.27

1.00

0.00

0.06

Telecommunication

0.19

0.05

0.07

0.08

0.00

0.02

Electricity

0.46

0.06

0.11

0.00

0.42

0.12

Banking

0.29

0.15

0.21

0.00

0.00

0.02

Insurance

0.23

0.17

0.44

0.00

0.00

0.02

Transportation

0.63

0.18

0.42

0.67

0.51

0.23

Media

1.00

0.40

1.00

0.20

0.56

0.17

Note: Foreign Equity Ownership Index Score 100 = full foreign ownership allowed
Source: Investing Across Borders, the World Bank, 2010
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BOX 12. Foreign Ownership
Presidential Regulation No.36/2010, otherwise known as the Negative Investment List, provides a
comprehensive investment guideline on various sectors which are fully open, partially open, or strictly
closed, to private and foreign investment.
To some extent, Indonesia’s FDI regulations regarding maximum foreign ownership in certain sectors
are relatively more restraining. Foreign ownership in transportation and telecommunication sectors, for
instance, is capped at a lower level compared to that of in most other Southeast Asian and developed
countries. Meanwhile, the fishing, media and real estate sectors are almost entirely closed off to foreign
participation.
On the other hand, foreign investors in the mining, oil and gas and electricity sectors are allowed to
own more than 90% of shares, a proportion much larger than the regional and global average. Foreign
ownership of 70% to up to 80%, is also allowed in the insurance, agriculture, forestry, and
manufacturing sectors, a proportion at par with the regional average. However, this does not rule out
the possibility that the government might decide to lower the maximum limit of foreign ownership as
had been recently enacted in the mining sector.
Additionally, open sectors are still subject to certain government requirements. Some key points in the
Presidential Regulation are as follows:
·
·

·
·

·

The Presidential Regulation considers Indonesia’s intention to commit to the ASEAN Economic
Community (AEC);
Unlike its predecessor (Presidential Regulation No. 111/2007), bans on investment in the
following sectors are revoked: (1) radio and television public broadcasters, and (2) objects of
pilgrimage such as places of worship and tombs.
Increases the number of business fields open to investment, with certain requirements, from a
total of 268 business fields in Presidential Regulation No. 111/2007 to 274;
Offers higher opportunity for foreign shareholders to invest in Indonesia by raising the
maximum threshold of foreign ownership in certain sectors. The limitation of foreign ownership
in the healthcare sector, for instance, is increased to an up to 65-67% for hospitals and
polyclinics. Additionally, foreign investors in that sector are allowed to operate in all cities
across Indonesia without geographical boundaries, which previously had been prohibited in
Medan and Surabaya; and
Foreign investors are allowed to provide equipment and supplies for telecommunication
towers, a business field that was initially highly restricted by the Ministry of Communication and
Information from foreign participation.

It is imperative to understand however, that despite its importance in
attracting FDI, an open economy alone is not enough. It needs to be
complemented with a well-regulated economy with proper enforcement
of the regulations, well-functioning institutions and respect for the rule of
law. And, as indicated in the Ease of Doing Business Index in Chapter 1,
the implementation of regulations, or lack thereof, is found to still be a
hindrance in developing countries like Indonesia.
There is much potential for improvement in order to better attract FDI
from a regulatory framework point of view, for instance, in ensuring
clearer implementation of regulations and protecting existing companies
from abrupt regulatory changes. The following section will provide yet
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more information regarding the challenges of the current regulatory and
policy framework that are viewed as limiting Indonesia’s growth potential.

C. Challenge 1: Regulation
Regulation uncertainty is considered the biggest challenge facing FDI in
Indonesia. Improving regulatory quality and its implementation is crucial.
Based on in-depth interviews with US companies and from literature
reviews, there are six major aspects of regulation that have so far
created uncertainty.

A Lack of Regulation Coherence
Policy coherence means investment policies should be grounded in a
country’s overall development strategy so there is better interaction with
national investment policies and international investment rulemaking.
Coherence is aimed at improving the development of regulations,
generating best practices, and finds common acceptable standards and
timing to implement new regulations.

Divergent interests
and lack of
coordination among
go vernment
institutions are
attributed as the main
reasons of incoherent
regulations in
Indonesia.

In the context of investment, regulatory coherence is a precondition for a
country to attract FDI and for the government to be able to ensure that
investment has the maximum multiplier effect for the host country and
improved sustainability. Despite its great potential, such investment in a
sector may not be attractive or even possible, if a lack of regulatory
coherence exists.
The cause of regulatory incoherence is divergent interests among
ministries, with each office having its own goals with regard to investors.
For example, the Ministry of Environment’s main target is to keep a
company’s operations from degrading the environment. The Ministry of
Health’s main goal is to protect consumers’ rights to obtain good quality
medicine at lower prices. The main role of the Ministry of Finance is to
increase government revenues. These three ministries will inevitably
experience conflict when it comes to business endeavors in coal mining
and cigarette manufacture, for instance.
“The biggest challenge of investing in Indonesia as we experience, is a
lack of coordination among ministries as well as central and local
government disputes”, stated one respondent. Another respondent
added: “We are sure to chip in more investment in Indonesia if better
coordination among government offices is improved”. Another
respondent stated that “The danger of inadequate coordination among
regulatory authorities in Indonesia is it may create confusion and
redundancies for businesses operating in Indonesia”.
Therefore, regulatory reform ensuring coherence between investment
policy and other policy areas such as trade, taxation, access to land,
environmental protection, and intellectual property rights, can boost job
creation in the formal sector and in a nation’s productivity.
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BOX 13. Geothermal Energy, a Hindered and Untapped Resource

Indonesia, located in the Pacific Rim, is prone to earthquakes and volcanic eruptions. However, risk
and return are two sides of the same coin. One does not exist without the other. On one side of the
coin, the country is at constant risk. On the other side of the coin, Indonesia possesses large
resources of untapped geothermal energy. It is estimated that as much as 40% of the world’s
geothermal potential is located in Indonesia. The total potential estimated by The National Geological
1
Agency of Indonesia (NGAI) is about 27,000 MW .
However, despite the above potential, geothermal exploration and exploitation has proceeded at a
very slow rate. Over a span of 30 years, Indonesia has only developed around 1,100 MW,
representing just 4% of total potential, much lower than the Philippines, at 70%. The Philippines has
an installed capacity of 1,904 MW as of 2010 and will reach 2,500 MW in 2015, an estimated total
1
resource of 3,500–5,730 MW .
Two main constraints of geothermal utilization in Indonesia is the cheap domestic fuel price (which
makes geothermal less competitive), as well as the regulatory incoherence issue. With the recent
government decision to raise the domestic fuel price, a decision that very likely will be followed by
another price increase in the future, regulatory issues will become the main handicap in the future.
Despite the current challenging regulatory environment, the government has taken several important
steps to encourage investment. Following the issuance of the Geothermal Law No. 27/2003, the
government then issued Government Regulation No. 59/2007, regarding geothermal business
activities and the Ministry of Energy Decree (MED) No. 14/2008, concerning geothermal energy prices.
These policies were issued to support the plan to have a Geothermal Power Plant Installed Capacity of
1
9,500 MW by the end of 2025 .
However, some problems have arisen. Exploration and the exploitation of geothermal energy require
approval from the local government. Unfortunately, having a geothermal facility in their jurisdiction is
not a local government priority. In addition, geothermal resource exploitation is considered as “mining”
as stipulated in Geothermal Law No. 27/2003, and unfortunately, most identified geothermal sources
are located in mountainous territory which also happen to be in conservation areas. Mining operations
in conservation forests is not allowed under Forestry Law No. 19/2004.
Policy incoherency has precluded Indonesia from taking advantage of its enormous energy resources,
and this despite Indonesia’s continued reliance on expensive and unsustainable energy resources
such as coal, oil and natural gas. Improving regulatory coherence must be a government priority in its
efforts to ensure the sustainability of the national energy supply, a precondition for a country’s
sustained economic growth.

1

Darma, Surya. “Geothermal Energy Development and Utilization in Indonesia". Proceedings World Geothermal Congress
2010, 2010. Print.

Coordination problems also arise in the context of central and local
governments, with a ruling coming from central government, but with
implementation of it in a different form, at the local level. There tends to
be variation of treatment at the local government level – provincial and
municipal. This is best illustrated from the Ease of Doing Business in
Indonesia, which illustrates the variation among regions, including cities
and regencies, which are significant.
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Frequent and Abrupt Changes to Regulations
The Oxford Business Group Report on Indonesia 2013, states that
investors are still awaiting the promise of regulatory certainty in the
country. In practice, investment relies upon the initial regulatory setting
existing at the time it was made. Over time, changes in regulations are
unavoidable. However, if a new regulation is deemed to be ineffective
retroactively, this would bring a negative impact to the investment climate
in Indonesia and therefore discourage major foreign companies in doing
any substantial new investment.

Frequent regulatory
changes increase
investors’ risks, which
might hinder further
investmen t
considerations.

There are several examples of occurrences of abrupt changes to
regulations. For instance, the changes to government regulations in
regards to the divestment of foreign investors in foreign owned mining
companies, from 20% to 51% as stipulated in Government Regulation
No. 24/2012. Industrial players and associations sounded their
dissatisfaction due to the minimum effort made at a dialogue by the
government prior to the implementation of the regulation. Technical
guidelines related to the basis of price calculations were deemed
unclear. In addition, the divestment procedure was too complicated in
that foreign companies needed to follow a particular order in the offering
of the transfer of ownership,(starting from the central government, then
to the regional government, state-owned companies, region-owned
companies, and lastly, to private national legal entities) through a tender
process. With respect to new developments in regulation, there are
several areas that the government can improve, such as giving clearer
guidelines. For example, clarity is needed on how to implement the
divestment procedure and the basis for calculating the price.
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BOX 14. Investment in the Mining Sector

Law No. 4/2009 governs mining activities in Indonesia. The law provides a framework for all of the
country’s pre-2009 mining concessions. There are three types of mining licenses in the current
regulatory regime:
·
·
·

A Mining Business License is a general license for conducting mining activities in a
commercial mining area that is usually reserved for larger scale mining;
A Special Mining Business License is for conducting activities in specific state reserve areas
representing reserves of national strategic interest;
A People’s Mining License is a license for mining in an area of limited potential and is reserved
for small-scale mining. The People’s Mining License is not available to foreign investors.

This single area-based licensing system, applicable to both foreign and local investors, replaces the
previous mining regulatory regime.
Indonesia is the second country after Australia leading the region in the mining business environment
1
and Indonesia provides a risk/reward rating well above China and India . The government shows
progress in transparency in its mining legislative framework and laws.
Current developments in the mining sector involve three laws passed in 2012; all with significant
impacts on the mining investment environment. First, Government Regulation No. 24/2012, requires
foreign investors in mining companies to divest at least 20% of their stake(s) after five years and
increase the divestment to 51% by the tenth year of production. Second, Law No.7/2012 provides
guidelines on how the 2014 raw material export ban would be implemented. Third, Ministry Regulation
No. 7/2012, imposes a new export tax on metal ores and prohibits shipments of raw materials unless
miners submit plans to build or access downstream processing capacity. On average, the export tax is
20% duty on raw mineral exports including copper, gold, and nickel.
1

Business Monitor International. Indonesia Mining Report. Business Monitor International, 2012. W eb. 11 July 2013.
<http://bmo.businessmonitor.com/cgibin/request.pl?exportnow=1&topdf=1&article=656511&SessionID=AA607E401BAE11E3ACA9D4357B297F78>

Abrupt regulation-change occurs not only in mining, but in other sectors.
For instance, the regulations regarding customs have been known to
constantly change, all too often in an abrupt manner. Regulation
changes are often applied without having consultations with firms in the
relevant industry and found to be redundant. As companies’ main
concerns are to be able to operate uninterrupted, making adjustments,
especially significant ones due to policy changes, has proven costly.
One of the recent changes in the customs that has proven to be a
challenge for businesses is related to the Import Identification Number
(Angka Pengenal Import or API). Previously, companies that were
involved in importing activities were allowed to import many types of
goods with one API. But based on the new Ministry of Trade’s Regulation
(Permendag) No.27/2012, regarding Import Identification Number (API),
102
one API can only be utilized to import one specific type of good .

102

The Ministry of Trade Regulation No. 27/2012 classified goods into several classifications/types and one API can be utilized to
import the goods within the same classification/types.
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The new regulations require companies, which are importing more than
one type of good, to re-register their already-registered goods. The
issuance of the new regulation also requires importers which are
importing more than one type of good to provide supporting documents
as evidence that they have a ‘special relationship’ with their exporters
abroad. Special relationship is defined as the relationship between the
company owning the API and the other company located abroad, where
either one of the parties has the ability to control the other party or has
the ability to exercise significant influence over the other party in
accordance with the applicable accounting standards.
The regulation itself was enacted in order for the government to be able
to better regulate imports and discourage imports of banned goods. It
was also aimed at identifying and separating reliable companies from
unreliable ones, as the reliable ones would be able to obtain special
relationship documents from their counterparts abroad, complimenting
their credibility.
Although companies fully support the objective of the new regulations,
many were concerned with the abrupt nature of the changes and the
small window of time given to fulfill the requirements of the new
regulation; with the final revision issued in September 2012, the
regulation became effective in January 2013. Within only a few months,
companies had to re-register their API and obtain special relationshipsupporting documents. All of which involved administrative activity that
was costly both in terms of time and money.

Lack of Regulation Clarity

Lack of regulation
clarity in Indonesia
creates a loophole that
might benefit certain
interest groups.

The lack of regulation clarity also raises significant business risk. Take
for example, instances concerning corruption cases that involve
corporate professionals. Businesses are reluctant to make decisions
since there is potential that their policy may trigger a criminal or
corruption case in the future, since there is no clear division between
criminal and civil cases and corruption in Indonesia has various
definitions. This opens the opportunity for certain interest groups, to take
advantage of the situation.
The case of Merpati Nusantara Airlines is one such relevant case study.
Other cases involving two large international investors (Chevron and
Indosat) are similar. While Indosat’s case is still in legal prosecution
process, the judges have recently reached a verdict for Chevron, and not
a very positive one for FDI in Indonesia. These cases have initiated
serious debates in the national as well as international media. They
certainly have hurt Indonesia’s profile in the global investment arena.
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BOX 15. Criminalization of Corporate Policy?

The phrase “no good deed goes unpunished” perhaps best describes the Merpati experience. Merpati
Nusantara Airline, an Indonesian state-owned enterprise, was busy looking for additional aircraft for
their fleet, when two American leasers approached the company in 2006. They were a university
professor, and a former banker. A deal was made and US$ 500.000 was deposited by Merpati, for two
US-origin Boeing planes.
Trouble started when the first plane failed to be delivered in January 2007. Both parties then agreed to
have both planes delivered on March 20 th, 2007, the initial agreed date for the second plane’s delivery.
Unfortunately, this did not occur.
Merpati sought to apprehend those responsible and regain the paid deposit. The company brought the
case to a US court and won. Company officials, including CEO Hotasi Nababan, then returned home to
re-strategize the deposit recovery process. This was when disaster hit; the company was sued by
Indonesian prosecutors on the grounds of bringing harm to national funds, and Merpati’s CEO was
brought to corruption court under criminal (corruption) charges.
The case took a lot out of Mr. Nababan. Even after he was set free, various parties were still in
disagreement over the validity of the case. There was even a disagreement between the police and
prosecutors, with prosecutors insisting that the case was indeed considered criminal.
Similar circumstance is also bestowed upon Chevron, concerning a soil clean-up program
(bioremediation), and upon Indosat, concerning the usage of frequency. The Ministry of Environment
declares that Chevron has not breached any regulation while the Ministry of Communication declares
that Indosat’s conduct is in line with regulations. Prosecutors, however, accuse Chevron of appointing
unqualified Indonesian contractors to carry out the program and insist that the area up for cleanup is not
sufficiently contaminated to require bioremediation. While Indosat’s case is still in legal process, the
anticorruption court in Jakarta has reached a verdict and sentenced Kukuh Kertasafari, an
environmental manager for Chevron Pacific Indonesia, to two years in prison for abuse of authority in
connection with a soil cleanup program. His two colleagues’ verdicts are to follow soon. This outcome
inevitably serves to increase uncertainty in Indonesia’s business climate.

Another interesting case is the conflict between Carrefour and KPPU
(Indonesia’s Business Competition Supervisory Commission) concerning
the country’s anti-monopoly legislation (Law 5/1999). KPPU, Indonesia’s
official watchdog on monopolies and the supposed master of Indonesia’s
anti-monopoly law, was deemed at fault by two courts in the country.
Uncertainty in perceiving regulations is highlighted here as a case that
appears to be black and white eventually took over a year to be resolved.
Again, this type of case damages Indonesia’ attractiveness with regard to
FDI.
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BOX 16. Carrefour & Anti-Monopoly Law, Law No. 5/1999

“I don’t know what a monopoly is until somebody tells me”. Steve Ballmer might just have hit the right
note to describe Indonesia’s take on monopoly. Carrefour Indonesia, for example, was deemed a
market dominator by KPPU after acquiring Alfa Retailindo, a local minimarket chain. KPPU’s decision
came down in 2009 and was based on the company’s rise in market share from 46.3% to 57.99%
between 2007 and 2008. Any company with over 51% market share qualifies itself as a market
dominator under the country’s anti-monopoly legislation (Law No. 5/1999).
Carrefour was then ordered to release all of its shares in Alfa Retailindo, to parties unaffiliated with it,
and pay a huge fine of IDR 25 billion.
The company responded with an appeal to the South Jakarta District Court which managed to rule out
KPPU’s decisions. KPPU retaliated with an appeal to the Indonesian Supreme Court but was refused.
In turn, KPPU was regarded to have failed in considering all evidence brought by Carrefour and in
st
applying the law correctly. This Supreme Court’s decision came on October 21 , 2010, a little more
than a year after the case began.
Another area that can also benefit from an increase in clarity is taxation
regulation. Some tax laws are made as an incentive to attract FDI into
the country. However, many have deemed that the regulations leave
much room for incorrect interpretation and thus actually serve to deter
potential investors. The concerns that most companies have regarding
tax, is the complicated administrative matter involved in complying with
the tax law, and the unclear regulation and implementation of transfer
pricing.

Lack of clarity in
taxation regimes,
esp ecially in terms of
transfer pricing
regulations, might
discourage foreign
investors to invest
further in Indonesia.

Transfer pricing has become a business necessity in the current
economic environment as it allows companies to operate more efficiently
and reassign roles and responsibilities of various entities within a
multinational group. This rearrangement can also bring some positive tax
benefits which sometimes can be mistakenly considered as efforts to
evade tax. In the scenario in which the tax revenue of a company does
not meet the tax officials’ target, transfer pricing often arises as the main
point of dispute.
With the complicated nature of transfer pricing, having clear and sound
transfer pricing regulations and guidelines is a necessity to avoid
unnecessary disputes between tax officials, and businesses. Unclear
transfer pricing regulations have in the past, necessitated one company
to seek redress in court. This came about when tax officials made the
case that the tax expense of the company should have been higher than
what was stated. Although the company eventually won the case, as
they were able to present relevant documentation regarding transfer
pricing transactions, concerns were nevertheless raised amongst
businesses which viewed the whole court experience as unnecessarily
taxing and costly.
Despite the existence of such problems, more than half of the US
companies participating in our study commented that dealing with tax in
Indonesia is fair and accept the slightly imperfect situation as a cost of
doing business. Dealing with tax in Indonesia is not much of an issue, it
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seemed, but all of them noted that changes are needed to improve the
gray areas in regulations that lead to corrupt practices.
In the case of transfer pricing, one study shows that Indonesia is moving
103
in the right direction . Guidelines regarding transfer pricing improve
gradually. For instance, in 2010, significant improvement came in the
form of Directorate General of Taxation (DGT)’s regulation PER
43/PJ/2010, that was issued on September 6, 2010. The articles
provided clarity to taxpayers on, amongst others, the required scope of
documentation, comparability factors and selection of the transfer pricing
method. In November 2011, the regulations became yet clearer as only
domestic-related parties transactions that are not effectively taxed on the
same basis, are the ones required to be provided with documentation104.

Business players
regard positively on
tax incentiv es as pa rt
of the government’s
effort in attracting
foreign investment, yet
call for clearer
guidelines in order to
improve its
applicability.

Similar clarity issues can also be found in regulations on tax incentives
for the private sector. There are two forms of tax incentives provided by
the government for the private sector in Indonesia. The first incentive is
tax allowance. Tax allowance in Indonesia is stipulated in Government
Regulation no. 1 year 2007 and was amended by the release of
Government Regulation no. 52 Year 2011. The allowance is in the form
of a reduction of net income by 30% if the actual investments are in land
and buildings, and/or plant and equipment, and it can only be utilized
once 80% of the investment plan is realized and may be claimed at a
rate of 5% each year over a 6-year-period. Tax allowance can also be in
the form of accelerated tax depreciation and amortization and tax loss
carried-forward up to a period of 10 years (compared to the common
practice of 5 years), subject to a number of terms and conditions. In
order to apply for the tax allowance, a company needs to fulfill various
criteria, as follows:
·
·
·

Be a new company, or new capital investment of an existing
company;
Have a new investment plan of a minimum amount as stipulated in
the regulation; and
Have not entered into commercial production from the effective date
of the regulation (i.e. 22 December 2011).

The implementation of a tax holiday was made effective by Ministry of
Finance Regulation No 130/PMK.011/2011. The type of benefits from
such a tax holiday scheme are: a corporate income tax exemption for 5
to 10 years, subsequently followed by a reduction of 50% for 2 years,
plus an additional period of concession years which may be granted by
the Ministry of Finance to maintain the competitiveness of national
industry and the strategic value of certain industries. In order for a
company to be eligible for a tax holiday, it needs to fulfill a number of
criteria, such as:
·
·

103
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Qualified as a pioneer industry;
Have more than IDR 1 trillion of new investment;

Phan, Ay-Tjhing and Ravi Gupta. Transfer Pricing in Indonesia: A Whole New Ball Game. International Tax Review, 2012. Web.
<http://www.internationaltaxreview.com/Article/3052208/Indonesia-Transfer-pricing-in-Indonesia-A-whole-new-ball-game.html>
Previously, documentation was required for all domestic related-party transactions.
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·

·

At least 10% of total investment plan is deposited in an Indonesian
bank, and must not be withdrawn until the investment is fully
realized; and
Created an Indonesian, new legal entity status, whose legalization is
provided not more than 12 months before the implementation date of
this regulation, i.e. 15 August 2011 until 14 August 2014.

Some foreign companies view such tax incentives as a solid foundation
for attracting more investment to Indonesia. However, there is a
challenge in terms of lack of clarity in their interpretation. For instance,
the tax holiday regulation does not provide clear definitions of the
additional period of concession years. Additionally, there is also a lack of
clarity in the description of the pioneering industry. Based on the
regulation, a pioneering industry should be an industry which has wide
connections, produces value added and significant externalities,
introduces new technology, and has strategic value for the national
economy. Such flexibility for interpretation sometimes results in an
uneven playing field.

Lack of Regulation Applicability

Involvement of
industry players in the
policy making process
improves regulations
applicability.

Some regulations were issued without proper study and consultation with
the industry. Consequently, many are not applicable. In the mining
industry, for example, the issuance of Ministry of Energy and Mineral
Resources Regulation No. 7/2012, which bans mining companies from
exporting unprocessed mining commodities, was issued without proper
consultations or hearings. The reason behind the passing of the
regulation is very clear, to improve upon the value added factor before
exporting abroad. This regulation is implementing Law No. 4/2009 on
Mineral and Coal Mining (the Mining Law) that requires mines to stop
exporting raw commodities after 2014. Industry players claimed that this
regulation which was not subject to public consultation, left some of them
unprepared and necessitated the construction of processing facilities,
such as those for smelting, within a limited time frame and amid funding
constraints.
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BOX 17. Restrictions in Exporting Raw Mining Products

Climbing up the product supply chain is an important strategy for a nation to increase its piece of the
global economic pie. As part of the above strategy, the Government of Indonesia through the Ministry
of Energy and Mineral Resources Regulation, introduced a policy to increase the value added element
to Indonesia’s mining products by requiring the refinery and processing process of raw material in
Indonesia, as stipulated in Ministry Decree No. 7/2012.
According to the decree, by January 2014, mining companies should start to build smelter facilities or
refineries to process minerals. However, despite the good intention of the policy and potential
economic as well as social benefits for Indonesia, the plan is considered unrealistic due to the limited
time as well as limited sources of energy to operate, and capital to build, such facilities. The chairman
of the Mining Expert Policy Working Group, Mr. Budi Santoso, is pessimistic that the policy will work
well, since private companies will have insufficient time to respond to the new policy. Responding to
the criticism, the government modified the schedule of implementation. However, the new schedule still
seems far from being realistic.

The government should involve businesses and industry experts in the
policy making process, especially at the policy formulation level, to
ensure that the policy is realistic. Otherwise, it will increase the risk of
doing business in Indonesia while at the same time putting government
credibility at risk.

Gaps between Regulation and Implementation
The phrase ‘good intention, bad implementation’ accurately depicts the
situation regarding regulation in Indonesia. Many regulations in
Indonesia are handicapped by poor implementation, mainly due to a
complex bureaucracy and a lack of coordination.
Intellectual property right protection is one of the areas where a gap
between regulation and implementation exists. As individuals and
businesses innovate and technologies freely move across borders, there
is a pressing need to have strong regulation to protect intellectual
property from any type of infringement. Intellectual property right (IPR)
protection exists in differing forms in most countries which have their own
stipulations regarding IPR.
The government has brought substantial changes to the IPR framework,
in order to comply with the Agreement on Trade-Related Aspects of
Intellectual Property Rights Agreement of the WTO. Those stipulations
are; Law no. 12/1997 (copyright), Law no. 13/1997 (patents), and Law
no. 14/1997 (trademarks). However, the implementation and
enforcement of such regulations have been considered weak; as a result
people do not have a strong awareness level of IPR protection in the
country.
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FIGURE 30
Indonesia is one of the countries with the least stringent Intellectual Property safeguards
among Asian countries
Intellectual Property Rights Index 2012
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Enforcement of IP or any other regulation requires administrative
institutions with competence in regards to legal aspects of IPR protection
and also judicial independence105. Property Rights Alliance scores
Indonesia relatively low in terms of the Intellectual Property Rights Index
compared to its peers in Asia, indicating that there are a lot of areas for
improvement with regard to the enforcement of the IP law and raising the
awareness on the importance of intellectual property rights. China, with a
high prevalence of IP infringement, has in fact the highest score among
Asian countries, which may indicate the country’s growing concerns and
efforts to better protect intellectual property.

Indonesia has
rela tively strong IPR
regulations yet weak in
the enforcement level
and therefore is prone
to IPR infringement.

Indonesia’s poor performance in the Intellectual Property Rights Index is
proven by the fact that there are some patent infringements in a number
of industry sectors, such as in the pharmaceuticals and manufacturing
sector. Low awareness of the importance of IPR also contributes to the
country’s weak enforcement. Batik, the centuries-old distinctive
traditional Indonesian textile, is an IP object of great importance to be
protected. Yet this did not occur until 2002, when the copyright law was
passed with a provision requiring state permission for foreigners to utilize
batik patterns. Even then, implementation of the law remains a matter of
debate, to say the least.
Weak implementation and enforcement of IPR protection in Indonesia is
significant as the situation deters US companies from opening research
and development facilities in the country. Research and development is
viewed as an important stepping stone for developing countries to grow,
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Sinaga, Selvie. Intellectual Property Law in Indonesia after 2001. Academia.edu, 2012. Web. 13 May 2013.
<http://www.academia.edu/3406245/INTELLECTUAL_PROPERTY_LAW_IN_INDONESIA_AFTER_2001>
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as it provides much needed human capital improvement and technology
and knowledge transfer.
The gap between regulation and implementation which exists in IPR
protection is perceived to be exacerbated by corrupt practices found in
the bureaucracy of the country. Corruption in Indonesia is nothing new.
The good news is, the country has been improving steadily in this regard.
As depicted in the Corruption Perception Index below, Indonesia has
shown a continuous positive trend in the past decade. The country
however still ranks below its regional peers, indicating corruption is an
area with much room still remaining for improvement.

FIGURE 31
The severity of corruption in Indonesia may hamper national economic development in the
future
Corruption Perception Index of selected Asian countries
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used in all previous years.
Source: Corruption Perception Index, Transparency International

Based on our interviews, US companies recognize the severity of
corruption levels in Indonesia. Many believe that decentralization has
exacerbated the matter as it presents loopholes and opportunities for
government officials at different jurisdiction levels to conduct corrupt
practices.
Despite existing levels of corruption, many US companies believe that
there have been some tangible improvements, consistent with the trend
in Figure 31. Through the enactment of various laws and regulations, the
Government of Indonesia has taken a much appreciated effort to
eradicate corruption. The most prominent corruption eradication effort
made by the government was the establishment of the Corruption
Eradication Commission through the embodiment of Law No. 30/2002,
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which was then followed by a series of actions that empower the roles of
KPK regulations. Sanctions for corruption practices are clear and
enforced by the KPK. Companies are also allowed to report government
officials who are involved in corruption or demand unofficial fees.

The empowerment of
the role of Corruption
Eradication
Commission is
regarded as one of the
most prominent
corruption eradication
efforts made by the
government to date.

The KPK has been highlighted as a contributing factor to the significant
decrease in the occurrence of corrupt practices, especially in central
government where transparency levels of government institutions has
increased over time.
However, since the KPK still mainly concentrates on high profile cases in
the central government, national political watchdogs believe that it would
take generations to completely eradicate corruption in Indonesia.
Corruption is perceived to be an intrinsic part of Indonesian daily life and
still occurs at all levels of society. All US companies have to comply with
the Foreign Corrupt Practices Act and as a result, corruption creates an
uneven playing field that lessens the competitiveness of firms which
choose not to participate in corruption.
To help keep corruption at bay, civil/social control in the form of press
106
freedom is essential . Decentralization, in countries with a high degree
of press freedom, is more likely to keep corruption at bay, whereas
countries without adequate press freedom will be hindered by the
prevalence of corruption. In this sense, Indonesia needs more
participation from the press and media in minimizing corrupt practices, as
well as increasing the awareness levels of individuals and companies so
they will reject bribery attempts.

Gaps between Service Delivery at Central & Regional
Government Levels.
Public services at the local government level can be further improved,
especially in the areas of timeliness, certainty, transparency and
responsiveness in solving problems. In addition, they can also benefit
from increased supply of qualified applicants for local government
positions and stringent regulations in the recruitment process and career
patterns which will eventually equip them with highly qualified
employees.
Limited availability of funding has put downward pressure on local
government performance. This is characterized by ineffective and
inefficient use of local budgets, ineffective expenditure allocation for
priority areas, and poor management that includes failures in
implementing principles of transparency, accountability, and
professionalism. Regional financial resources allocation in Indonesia, as
in many other countries, can impose challenges, which is attributed to
the disparity in terms of budget distribution between central and local
governments, as well as between each local government.
In addition to the capacity and capability issue, both for personnel and
institutions, some respondents in interviews commented on the lack of
any sense of urgency and ownership amongst officials. Most companies
106

Transparency International. Corruption Perceptions Index 2012. Transparency International, 2012. Web. 20 May 2013.
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that were involved in one-on-one discussions, agreed that a gap exists
between the central and local governments in quality of service, and that
the gap is quite wide.
BOX 18. Decentralization and the Investment Climate
As part of the Government’s initiative in achieving national unity, it was agreed that the authority of the
Government should be partially delegated to the local government. As stipulated in Law No. 22/1999
on Regional Government, local governments are provided with a wide range of authority except in
regard to national defense, religious affairs, fiscal and monetary policy, justice and foreign affairs. In
theory, decentralization could reduce the distance between elected officials and their constituencies
and placing them on the track for better monitoring and governance. However, the lack of capacity and
capability of institutions and bureaucrats at the local government level makes the above reality difficult.
Implementation of the aforementioned law has resulted in a significant rise in the number of provinces
and regencies/cities in Indonesia. Initially, there were 27 provinces and 297 regencies/cities. This has
increased to 34 provinces and 508 regencies/cities.
Concerning FDI, decentralization also brings some challenges. For instance, foreign investors report
cases of arbitrary treatment on the part of local governments, such as in terms of getting permissions
for investment locations. In addition to this, investors also report inconsistencies in the amount of tax to
be paid and the overlapping regional government’s regulations with those of the central government
In addition, unclear division of authority between the central government and local governments is
attributed as the main factor that causes problems such as the overlapping of regional government
regulations with those of the central government’s, including those related to FDI.
Regional autonomy has created legal uncertainty in terms of taxes to foreign investors as local
authorities in some cases oblige them to pay particular levies without any clear legal basis, in addition
to taxes going to the central government. The emergence of contradicting policies is another challenge.
It can also cause a skewed image of the government due to the presence of policies that create
distortion. The existence of such may lead to Indonesia being considered too risky for investment.

Improving the quality of service at the local government as well as at the
national level is a tough undertaking. However, such improvement plays
an important role in attracting more investment. It in fact goes beyond
regulation issues; it is often about culture and mindset.

D. Challenge 2: Infrastructure
Infrastructure is the fundamental foundation for growth and development.
Infrastructure development supports various kinds of economic activity,
including acting as an input into production, and also raising the marginal
product of other capital used in the production process. At the micro
level, it is widely acknowledged that infrastructure investment supports
business activities by lowering costs of production, paving the way to
new markets and supporting international trade. The same positive
linkage can also be found between infrastructure investment and the
improvement of social wellbeing. Soft infrastructure such as education,
health care programs and hospitals, is attributed as a driver that
improves human capital. In the long run, infrastructure is crucial for
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Indonesia to reduce poverty and to achieve sustainable economic
growth.
The need for better infrastructure in Indonesia has been voiced by many
including existing investors. Among infrastructure subsectors, investors
consider transport networks, i.e. roads, ports, airports and railways and
electricity to be the most critical107. Currently, the cost of transport by
land is high due to inadequate and damaged roads. Ports and railways
are inefficient and also costly, making Indonesia’s logistics cost for both
domestic and international trade, highly uncompetitive.

Overview of Indonesia’s Infrastructure
After the 1998 crisis, infrastructure investment in Indonesia plummeted
from 5-6% of GDP to around 1% of GDP in 2000. The number has since
then increased and fell again to the range of 3-4% of GDP up until 2012.
The number, however, is still lower than the ratio of infrastructure
investment in the neighboring countries, the Philippines (2.8%), Thailand
(4.5%), India (4.7%), Malaysia (6%), and China (8.5%), and still far from
the government’s own target range of 7 – 7.7% by 2014. This is the main
reason why Indonesia’s infrastructure is far behind its peers in the
region. By nature, infrastructure is a government’s concern due to the
size and long term nature of infrastructure investment; consequently, the
role of government policy is very important.

FIGURE 32
The current government’s budget allocation on infrastructure development is significantly
lower than it was in both the Soeharto and Habibie administrations
Central government budget allocation (1990-2013)
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On average, over the last eight years, the central government has
allocated around 10% of its budget for development programs. The
allocation for development program, including infrastructure, is at 10%,
significantly lower than the 30% allocation during Suharto’s era and one
of the lowest in comparison with budget allocation for other programs.
For instance, the allocation for salary, operations and subsidies accounts
for 40% of the total budget.

Infrastructure in
Indonesia is still not
well-developed due to
low budget allocation
for infrastructure
development, halted
infrastructure projects,
delayed tenders and
land acquisition issues.

On top of the relatively low allocation for infrastructure development,
within the period of 2000 to 2012, the average unutilized budget for
infrastructure development is around 11.4%. This is mainly due to
various issues; halted infrastructure projects, delayed tenders and land
acquisition problems. Unfortunately, during the same period, the
spending for fuel subsidy is around 11.9% above the budget allocation,
which inevitably absorbed the portion of other expenditures, including
those allocated for infrastructure development.
As a result, the country is suffering from the inadequate and poor quality
of its basic infrastructure. With the rise in population and high
urbanization rate, the archipelago of 6,000 inhabited islands is now
populated by 240 million people, 80% of which are living in Java (60%)
and Sumatera (20%). Not only high in terms of population, Java is also
the business and manufacturing center. Natural resources are spread all
over the archipelago and the lack of infrastructure to better connect the
country, is holding back Indonesia’s growth potential and also slows
down its fight against poverty.

TABLE 13
Infrastructure in Indonesia is generally inadequate to support the growth of business activities
in the country
Summary of infrastructure condition in Indonesia
Infrastructure
Sector
Roads

Toll roads

Ports

Condition Overview
90% of domestic passenger transport and 50% of cargo transport is conducted by
roads.
Indonesia has been only able to reach 85 km of the targeted 1,095 km of new
roads to be constructed over the past year.
Out of the total 437,759 km road network, only 46% is paved; 51.3% of national
road is below the standard or is severely damaged.
Indonesian toll roads have grown only 0.03 % annually since 2006.
Only 12.9 km of toll roads were realized in Indonesia in 2011 while other projects
are being held up by land acquisition issues.
Out of the country’s 111 commercial ports, only 18 ports are suitable to
accommodate international shipping.
In the practice, all international shipments to and from Indonesia are focused only
on four main seaports, i.e. Tanjung Priok Port in Jakarta, Tanjung Perak Port in
Surabaya, Belawan Port in Medan and Makassar Port.
Tanjung Priok as Indonesia’s main seaport handles 65% of Indonesia’s container
traffic and is highly congested, operating 16% over its optimum capacity.
The main port lacks adequately large berths for newer ships and is also plagued
with inefficiency with a longer dwell time; it is less competitive compared with its
regional peers.
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Airports

Railways

Electricity

As of 2011, there are 684 airports in the country of which only 13 are international
airports.
Airport infrastructure grew by 6.6 % annually over the year 2008 to 2011 while
domestic passenger traffic alone increased by more than 13 %.
Soekarno-Hatta and other main airports throughout Indonesia are overloaded both
in terms of passenger traffic and cargo handling.
Soekarno-Hatta airport handled 629,000 tons cargo in 2012, far more than its
500,000 tonne optimum capacity. Almost all main airports in the country are over
utilized by almost 100 % of their optimum capacity.
Railway infrastructure covers 6,535 km, operating in Java and Sumatera
separately.
Many of the railways tracks are still equipped only with single track, with missing
links to ports that force businesses to use other means of transportation.
Average distance traveled by railway is 245 km, relatively low compared with other
Asian countries.
Electricity connection rate at 57% is low and the connection is characterized by an
unstable supply with frequent blackouts.
Unreliability of electricity supply necessitates businesses to invest in other means
of power generation for electricity.

Source: Oxford Business Group; KPMG; Standard Chartered; Asian Development Bank; Ministry of Land and
Transportation; Authors’ analysis

In almost all sectors, Indonesia’s infrastructure is still behind when
compared to other Southeast Asian economies. It is over-utilized and
inadequate to meet the rising demand. Furthermore, key infrastructure
varies significantly in terms of availability and quality across regions in
Indonesia. Poor infrastructure conditions increase logistics cost and
leads to delays in shipments that may deter potential investors, despite
the promising number of middle market consumers.
It has been a consensus among many experts that infrastructure
development is vital for sustaining economic growth. It is estimated that
should the current low realization of infrastructure projects remain the
108
same, GDP growth could decrease by 1-3% annually . Indonesia’s
promising growth may not be realized unless infrastructure is improved.

High Logistics Costs due to Inadequate Infrastructure
According to data released by the Ministry of Trade, logistics cost in
Indonesia accounts for 24.6% of the country's GDP in 2011 which is
higher than any other country within the Asia Pacific region. This
109
translates into a logistics cost of 1,820 trillion rupiah in 2011 .
Logistics costs in Indonesia accounts for 17% of the production price,
one of the highest in Southeast Asia where the average logistics cost as
110
percentage of production cost stood at around 10% in 2012 . It is
predicted that the logistics costs in the country will rise to 20% this year

108
109
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(2013) following a rise in port fees resulting from port operators’ service
expansion 111.

FIGURE 33
Logistics cost in Indonesia is significantly higher compared to US and other Asian countries,
indicating an immediate need of improvement in logistics infrastructure
Logistics costs of selected countries in proportion to GDP in 2012 or latest year available
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According to a recent study, trucking costs in Indonesia reached as high
112
as USD 0.34 per kilometer . The number is higher than the ASEAN
average of 22 cents per kilometer. In a country where 70% of freight is
transported by trucks113, the high cost is a significant drag to businesses’
114
sustainability. In a follow-up study , it was found that logistics costs in
provinces that rely on water/sea transportation on top of land
transportation are even higher, at USD 0.50 per kilometer. This finding is
against the conventional view that for an archipelagic country, water/sea
transportation should be an advantage.

High logistics cost due
to inadequate
infrastructu re has
been a significant
drag to businesses’
sustainability.

The high domestic transports costs are creating a high-cost economy
where availability and prices of basic commodities vary across provinces
in Indonesia. The high domestic transport costs also limit Indonesia’s
economic potential. High quality products with great potential such as
shrimp and pineapple are sent abroad for further processing because it
is cheaper to transport them to Malaysia than to ship them to Jakarta.
According to The World Bank’s 2012 Logistics Performance Index (LPI),
Indonesia ranked 59th out of 155 surveyed countries and positioned
115
below the other emerging economy countries in ASEAN . The country
performs the worst in respect to quality of infrastructure; making it
obvious that the country needs to prioritize improving its infrastructure in
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order to have an integrated and cost efficient nation-wide logistics
system.

TABLE 14
Logistics Performance Indicators shows that the infrastructure in Indonesia is far behind other
Asian countries
Comparative LPI indicators of selected Southeast Asian countries in 2012
Country

Overall
LPI
rank

Rank
Customs

Infrastructure

International

Logistics

Tracking

shipments

competence

and

Timeliness

tracing
Singapore

1

1

2

2

6

6

1

Malaysia

29

29

27

26

30

28

28

Thailand

38

42

44

35

49

45

39

Philippines
Vietnam

52
53

67
63

62
72

56
39

39
82

39
46

69
38

Indonesia

59

75

85

57

62

52

42

Source: World Bank, 2012

E. Challenge 3: Human Capital
Human capital is broadly defined by many studies as the attributes of
individuals that enable them to create economic value; it is considered to
contribute significantly to economic growth and investment in human
capital leads to an increase in workers’ productivity that in turn, boosts
116
outputs and productivity of other factors of production .

Access to education
and quality of
education are
attributed as the
fundamental factors in
sustaining healthy
econo mic growth.

116

117

When looking at other, more advanced Asian countries which have
succeeded in maintaining economic growth, human capital - including its
availability and quality, appear to be one of the essential elements to
success. A study suggests that the growth of South Korea and Japan
were both driven by their success in reducing the illiteracy rate in the
early phase of their economic growth117. In Indonesia, development of
human capital should be on the government’s main agenda, especially
with the economic growth shifts from the agriculture to the industrial
sector. In 1970, half of Indonesian GDP came from agriculture. By 2012,
industries that include mining, manufacturing, energy production and
construction, made up nearly half of the country’s economy, and
continue to grow. Another growing sector that shows promise is the
service sector. In 2012, the service sector accounted for 38.8% of
Indonesia’s GDP.

Cohen, Daniel. and Marcelo Soto. Growth and Human Capital: Good data, good results. Journal of Economic Growth, 2007.
Web. 11 June 2013. <http://www.iae.csic.es/investigatorsMaterial/a9297122317archivoPdf52525.pdf>
Savada, Andrea M. and William Shaw. South Korea: A Country Study. GPO for the Library of Congress, 1990. Web. 11 June
2013. <http://countrystudies.us/south-korea/42.htm>
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To sustain the current growth and to become a fully developed economy,
Indonesia needs to be equipped with reliable human resources that can
support the demand of the growth in the major sectors, i.e. the industry
and service sectors.

Overview of Indonesia’s Human Capital
As one of the most populous countries in the world, manpower should be
an advantage for Indonesia. This may be true in the context of quantity;
however, the quality of the available Indonesian workforce is still
relatively low. In 2011, more than one fifth of Indonesia’s total working
population had not finished elementary school or had not received any
formal education at all. However, the majority of the population
completed their secondary education but only 8% had attained tertiary
level educations.

FIGURE 34
Half of the total employees in Indonesia did not attain secondary education level or higher
Proportion of employees in Indonesia based on education level in 2011
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Source: Statistical Yearbook of Indonesia 2012, BPS

Based on the Global Competitiveness Index, Indonesia’s
118
competitiveness with regard to higher education quality , at 4.2, is still
lower than the BRIC and ASEAN 6 average, signifying the lack of quality
of the education available to Indonesians locally which subsequently will
limit Indonesia’s ability to compete with its regional peers in international
settings.

118

World Economic Forum. The Global Competitiveness Report 2012-2013. World Economic Forum, 2012. Web. 18 June 2013.
<http://www3.weforum.org/docs/WEF_GlobalCompetitivenessReport_2012-13.pdf>
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FIGURE 35
The quality of higher education in Indonesia is below the average of its regional peers
Global Competitiveness Index: Higher Education Quality
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Another indication of low human capital quality can be found in the low
number of patents registered in the country. With 541 patent applications
in 2011, Indonesia does not perform as well as its ASEAN peers.
Malaysia and Thailand record 1,076 and 927 patent applications,
respectively, during the same year119.

Low Productivity Levels

Labor productivity has
been considered a
challenge for
Ind onesian economic
landscape.

It has been suggested by a recent study120 that the Indonesian workforce
has a relatively low productivity level. Using GDP per person employed,
for the purpose of measuring productivity, it can be seen that the
productivity level in Indonesia is relatively low compared to those in other
emerging economies or neighboring ASEAN countries, at only USD
11,000 per worker and an average growth of 3.6% from 2008 to 2012. In
comparison, every employed worker in China can produce outputs
amounting to USD 15,000.
Compared to other neighboring Southeast Asian countries, Malaysia has
indicated a solid productivity level at almost USD 25,000 per worker,
while Thailand has a productivity level of nearly USD 17,000 per worker.
However, both countries have a relatively slow productivity growth with
0.1% and 2.6% from 2008 to 2012, respectively. Indonesia, although still
having a relatively low level of workforce productivity, has a lot of room
for improvement in order to increase its workforce productivity level.

119
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World Intellectual Property Organization. Statistical Country Profiles. World Intellectual Property Organization, 2013. Web. 8 July
2013. <http://www.wipo.int/ipstats/en/statistics/country_profile/>
The Conference Board. Total Economy Database: Growth Accounting and Total Factor Productivity Country Details, 1990-2012.
The Conference Board, 2013. Web. 2 May 2013. <www.conference-board.org/retrievefile.cfm?filenam e=TEDII...xls...>
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Education as well as training and development programs are necessary
to ensure that the workforce has sufficient knowledge of how to conduct
business activities effectively and efficiently.
FIGURE 36
Indonesia has a relatively lower workforce productivity level when compared to other
emerging Asian countries
GDP per employed person, 2012
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Labor productivity is considered as the key competitiveness driver for
every economy. Low labor productivity may indicate vulnerability in the
domestic job market, which may subsequently lead to lack of
attractiveness for foreign or domestic investors in establishing business
operations within a country. The subpar performance of Indonesia’s
human capital does not only occur at the level of labor/blue collar
workers, but also in the level of domestic professionals. Many of the US
companies that we interviewed believe that there is a shortage of
qualified middle-upper management professionals.

Low Availability of Qualified Individuals
By 2030, the demand for semi-skilled and skilled workers in the country
121
will increase to 113 million . This is more than double the demand of 55
million workers in 2012. It is also projected that if everything stays as it
is, Indonesia will experience a shortage of 9 million workers possessing
secondary and tertiary educations, by 2030.
While the demand for secondary and tertiary education graduates is
growing, the country’s education system seems to be struggling to meet
the demand. According to Higher Education Directorate General (Dikti)
Indonesia’s education system is only able to produce more than 650,000
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McKinsey Global Institute. The Archipelago Economy: Unleashing Indonesia’s Potential. McKinsey & Company, 2012. W eb. 2
May 2013. <http://www.mckinsey.com/insights/asia-pacific/the_archipelago_economy>
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122

higher education graduates per year . With around 3,000 higher
education institutions, no Indonesian institutions are present in the list of
123
World’s Best 400 Higher Education in 2012 as well as in the 500
World’s Best Higher Education Institution by the 2011Shanghai Jiao
Tong University Ranking.

Indonesia is in a need
of qualified local
workforce for specific
industries (i.e. oil and
gas, mining and
manufacturing) to
meet the demand from
business players.

The relatively low quality of Indonesian academic institutions is believed
to be attributed to the quality and availability of good teaching staff. The
existing teacher training institutions provide around 2,500 newly qualified
teachers every year while the government’s education improvement
124
agenda requires around 5,000 new teachers a year . Furthermore,
57.4% of Indonesia’s teaching staff is under qualified and do not meet
125
minimum teaching requirements in Indonesia . Many blame the low
quality and shortage of teaching staff on the unattractive compensation
levels offered to teachers and on the state of the education system in the
country.
There is also a mismatch between demand and supply of graduates by
discipline. In a country where oil and gas and mining and manufacturing
contribute significantly to the economy, one would expect that there
would be many engineering and geology graduates in the country to
meet the demand for civil and machine engineers and geologists.
126
However, a study found that in 2011 only 12% of students are
graduating in majors related to engineering, manufacturing and
construction. The number is about one-fourth of the students majoring in
social science, business and law, which currently are the most popular
disciplines amongst Indonesian university graduates, at 47%.
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Kementerian Pendidikan dan Kebudayaan. Statistik Perguruan Tinggi. Kementerian Pendidikan dan Kebudayaan, 2010. Web.
28 June 2013. <http://www.psp.kemdiknas.go.id/uploads/Statistik%20Pendidikan/0910/index_pt(1)_0910.pdf>
Times Higher Education. World University Rankings Top 400 2012-2013. Times Higher Education, 2013. Web. 28 June 2013.
<http://www.timeshighereducation.co.uk/world-university-rankings/2012-13/world-ranking>
Oxford Business Group. “The Report: Indonesia 2013”. Oxford Business Group, 2013. Print.
Kementrian Pendidikan Nasional. Rencana Strategis Kementrian Pendidikan Nasional 2010 – 2014. Kementrian Pendidikan
Nasional, 2010. Web. 23 June 2013.
<http://planipolis.iiep.unesco.org/upload/Indonesia/Indonesia_Education_Strategic_plan_2010-2014.pdf>
Economist Intelligence Unit. “Skilled Labor Shortfalls in Indonesia, the Philippines, Thailand and Vietnam”. The Economist
Intelligence Unit, 2012. Print.
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FIGURE 37
The majority of Indonesian graduates are majored in social science, business and law
Total graduates in Indonesia in 2011 by major
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In our interviews, US companies stated that they understand and are
supportive of the encouragement by the government to hire local
professionals for middle-upper level positions. However, they find it
difficult to obtain good quality middle to upper level candidates. The
same cannot be said in regards to labor; most US companies are able to
obtain and retain good quality, ‘low level’ employees. This could be
attributed to the abundant supply of labor and that US companies tend to
pay significantly higher wages.

Indonesia has an
abundant supply of
labor, yet US
companies find it
difficult to hire local
professionals for
middle-upper level
positions.

127

In the case of middle to upper level employees, the scarcity is due to the
relatively low quality of available candidates. According to a World Bank
127
survey distributed to the nation’s employers, core skills that include
numeracy, literacy, and other generic skills and practical experience are
perceived as nearly as important as theoretical knowledge for
professionals. US companies find that many professionals lacking in
terms of English skills, specific industry technical skills, as well as
managerial skills. This is in line with the World Bank survey that confirms
many managerial level professionals are still lagging behind, especially
in terms of English and computer skill competencies.

The World Bank. “Skills for the Labor Market in Indonesia: Trends in Demand, Gaps and Supply”. The World Bank, 2011. Print.
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TABLE 15
Managerial level professionals in Indonesia are generally considered to be lacking in English
proficiency
World Bank’s survey on human capital
Skills considered by employers to be lacking in managers
(% of those surveyed)
Basic skills (math/literacy)

13%

Thinking skills

33%

Behavioral skills

30%

Computer skills

36%

English skills

44%

Source: World Bank Survey, 2008

With studies that indicate that skill requirements will increase, especially
in the manufacturing and services sectors, Indonesia has a lot to do to
be able to catch up on skill shortages. Education that is relevant to global
demand is a prerequisite for the nation to be able to compete amidst the
rise of knowledge-based economies.
Amidst the low quality and availability of qualified human capital, the
current regulations regarding human resources and employment also
cause concerns for many companies. The laws that are serving as the
governing foundation of human resources in Indonesia are viewed to be
suboptimal towards supporting the growth of businesses. The concerns
regarding the law are summarized below (see TABLE 16).

TABLE 16
There is a huge room for improvement in terms of key stipulations related to employment in
Indonesia
Key stipulations with regard to employment in Indonesia
Key concerns
Employee
termination
terms
Hiring of
expatriates

Details
Labor Law No. 13/2003 necessitates companies to go through an extensive
legal process to terminate employees.
Even when proven guilty of serious misconduct, companies still have to pay
compensation to lay off the employee.
Prior to the employment of expatriates, companies have to fulfill certain
administrative requirements including submission of plans concerning the use
of foreign manpower to obtain working permits.
There is a non-extendable maximum period of employment for each expatriate
and companies are obliged for the repatriation process as soon as the period of
employment ends.
Companies experience growing difficulties to hire expatriates; companies have
to answer many queries to ascertain why the position cannot be given to local
employee.
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Labor union

Outsourcing

The regulations on Labor Law No.13/2013 concerning labor union is
considered suboptimal for businesses
The regulation allows labor union to conduct organized strike if companies do
not agree to meet employees’ demand.
This may lead to misconduct at the hands of irresponsible parties; labor unions
may continuously demand for raise in wages, benefits etc. and organize a
strike when the demand gets turned down while employers are not protected
by the law regarding such practice to ensure their business sustainability.
As many companies face difficulties when ending employment contracts so
many turn to outsourcing.
Under Minister of Manpower and Transmigration Regulation No.19/2012, jobs
that can be outsourced is limited to those that are classified as business
128
support activities .
Regulation also requires companies to register the type of work to be
outsourced and where the work will commence to the regional manpower
agency depending on where the outsourced work will be conducted.
The regulations are seen by many as an effort of government to limit
outsourcing as a response to multiple demonstrations to ban outsourcing
involving various labor unions and some 2.8 million workers in 16 provinces.

Source: Primary data; The Jakarta Post; Author’s analysis

The complex procedures associated with employee termination and the
regulations on labor unions, outsourcing and expatriate employment are
seen as an effort by the government to empower the Indonesian working
population and improve the welfare of the country’s labor. Business
communities are also concerned with the welfare of the labor force and
they agree that labor’s rights should be protected by law and regulations.
However, the government needs to ensure that the regulations are fair
for both the labor force and companies and does not pit the interests of
labor against that of companies.
As a developing country in economic transition, ensuring Indonesia’s FDI
attractiveness is crucial to sustain current growth and unleash
Indonesia’s true potential. It is therefore a necessity for the country to
address the challenges that may hinder the growth of existing
businesses and deter potential investors. In the following chapter, an
attempt is made to provide the way forward for Indonesia, including
covering some policy considerations that may be useful to improve the
existing business and investment climate, along with considerations to
better accelerate infrastructure and human capital development.

128

This regulation covers two types of outsourcing i.e. business outsourcing and labor outsourcing. Business outsourcing is done
between companies while labor outsourcing is done between companies and the worker. The regulation limits labor outsourcing
to support services such as: cleaning, catering, security, employee transportation service and support services in the mining and
oil sector.

Page | 106

IV. The Way Forward
Investment plays a strategic role in stimulating economic growth. When
domestic savings is insufficient, foreign investment can fill the gap
between investment and saving. In addition, FDI brings other benefits
such as increasing government tax revenue, creating employment,
stimulating technological innovation and adoption, improving business
standards, opening access to international markets and promoting skill
retention and professionalism.

The contribution of
FDI in Indonesia,
including those from
US, brings various
benefits for the
country.

Indonesia’s investment attractiveness can be attributed to its intrinsic and
relative factors. Intrinsic factors are those that are ‘embedded’ in the
country such as the size of its domestic market, its young population,
abundant labor, competitive labor wage, geographic location, availability
of natural resources, infrastructure and business friendly regulation;
while relative factors represent the attractiveness of Indonesia in
comparison with other countries, which can be impacted by the situation
in other economies.

FIGURE 38
Intrinsic and relative factors play an essential role in determining FDI into the country
FDI inflow: the role of intrinsic and relative factors
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While the intrinsic factors contribute significantly to the increase of FDI
inflow to the country, Indonesia is also preferred by FDI investors due to
its relatively more stable economic condition when compared with other
developing economies during the global economic crisis in 2008.
Following the crisis, FDI inflows to Indonesia increased (from USD 5.5
billion per year to USD 14.4 billion per year) while at the same time
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global FDI inflows, including inflows to several neighboring countries,
experienced a decrease.
With many years having passed since the 2008 economic crisis, some
countries hit hard by the crisis have begun entering an early stage of
recovery. These countries include the US and some Eurozone countries.
As far as FDI inflow is concerned, the global economic recovery sent two
messages to Indonesia. First, the flow of investment acts to stimulate
investors’ appetites and their confidence to invest. Secondly, competition
amongst countries for FDI will be more intense as investors have more
alternative countries to invest in, which in turn may offset the first point.
In short, in the near future, Indonesia will rely more on those intrinsic
factors to attract FDI rather than relative factors. Failure to improve upon
intrinsic factors will result in a decrease in FDI inflow. Luckily, while
relative factors are a given, intrinsic factors are not. A country should
improve upon its intrinsic factors.
In anticipating increased competition for FDI, Indonesia needs to
strengthen its intrinsic factors to secure more FDI inflow as well as to
ensure the sustainability of the inflow. Based on the interview with the
participating US companies, and findings from many studies, policy and
regulatory uncertainty is Indonesia’s major handicap in attracting more
FDI, followed by its inadequate infrastructure and low quality of human
capital.

A. Policy Consideration: Regulatory Environment
Most US FDI
companies are
primarily concerned
about the regulatory
framework and its
relevant
implementation.

According to in-depth interviews with senior executives of 35 US FDI
companies participating in the survey and literature study associated with
this report, investors have various concerns regarding the regulatory
environment. The six most serious concerns are the lack of regulatory
coherence, frequent and abrupt changes in regulations, lack of regulation
clarity, lack of regulation applicability, gaps between regulation and
implementation and lastly, gaps between the quality of service at local
and central government level.
To improve the investment climate, recommendations to the following
policy considerations include:
1. Simplify & Reduce Investment Procedures
One of the possible sources of the lack of policy coherence, low level of
government service delivery related to investment, and lack of regulation
clarity is the lengthy procedures for investing in Indonesia. The number
of procedures to secure business license, electricity access, property
registration number, and to enforce contracts are 61. This is much higher
than Vietnam, Thailand, Malaysia and Singapore of 54, 46, 42 and 33.
Consequently, Indonesia ranks 128 in the Ease of Doing Business Index,
far behind it peers Thailand (18) and Malaysia (12) (see TABLE 17).
Simplifying the procedures will potentially improve Indonesia’s rank and
the investment climate. One of the key determinants in The Doing
Business Index 2013 is the number of procedures within each country.
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This subsequently leads to a positive correlation between ease of doing
business in a country with FDI inflow. In this regard, Indonesia doesn’t
need to reinvent the wheel, but learn from neighboring countries.
Reducing procedures is relatively straight-forward initiative with
significant impact. In short, it is a low hanging fruit that the government
should consider addressing.
TABLE 17
The number of procedures in applying permits and licenses need to be streamlined in order to
provide a more friendly investment climate to foreign investors
Doing Business 2013: Number of Procedures Required
No of procedures
Ranks
Starting a business
Getting electricity
Registering property
Enforcing contract
Total procedures
Average procedures

Indonesia
128
9
6
6
40
61
15.3

Singapore
1
3
4
5
21
33
8.3

Malaysia
12
3
5
5
29
42
10.5

Thailand
18
4
4
2
36
46
11.5

Vietnam
99
10
6
4
34
54
13.5

Source: Doing Business 2013, the World Bank

2. Involve Civil Society & the Business Community in the Policymaking Process

A simpler and more
collaborative
approach on the
regulatory framework
will enhance the
business and
investment climate in
Indonesia.

In this dynamic and highly interconnected world, a good public policy
should adapt well to changes and also anticipate future developments.
Unfortunately, it is a common phenomenon in an emerging country that
public policy often fails to catch up with rapid development, even in the
key economy-boosting area of international investment. Indonesia, as
one of the emerging countries, faces challenges in maintaining its
economic performance and growth momentum. Instead of facilitating
growth, policy becomes a handicap.
The top down approach of policy making is already obsolete. There is
now a shift towards a more participative process that involves both the
private sector and society. The participation of these parties will increase
the objectivity of regulation and also contribute to the credibility of policy.
Public policy, especially concerning FDI, is not about what the
government wants, but it should take into account what the business
community needs, and consider the efforts made by other countries,
since countries compete for capital.
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BOX 19. Characteristics of Successful Public Policy

While some policies are successful and lead to a desirable outcome, there are some that fail. It is
important to understand the key characteristics of successful policies to be able to formulate an effective
public policy. Those characteristics are:

Objective: Public policy should fairly serve the interest of its stakeholders, which include the government,
the public/civil society and the private sector. If a policy is biased towards the interest of a certain group it
will fail to improve the situation. For instance, regressive tax policy and asymmetric access to education
will widen the gap between the rich and the poor. Extreme high tax for corporations will raise government
revenue in the short run, but will deteriorate business activities which will lower government revenue in
the long run.
Credible: It should be based on valid data and thorough analysis. If there is disagreement, the policy can
be debated academically. Credible policy is the outcome of proper public policy process (see BOX 20);
implementing Evidence Based Policy (EBP) is highly recommended.
Simple: It should be easy to understand and implement. In this context simplicity plays an important role,
especially in country where communications with the public and the quality of institutions that are
involved in policy implementation are still weak.
Source: Authors’ analysis

The role of the business community and civil society is to provide crucial
input, especially at the stage of agenda setting, policy formulation and
policy evaluation, since they are the ones on the ground who understand
the weaknesses and the room for improvement of policy. They are ideal
sources of input to ensure that new government policies are: (1)
applicable in the real world, (2) are clear and minimize misinterpretation,
(3) are in line with other government policy in the relevant areas, (4) are
compatible with the global economy, (5) positively impact the society and
the environment, and (6) provide enough time for the business
community to respond, since abrupt change will most always negatively
impact the investment climate.
The public policy process is a cycle of continuous improvement driven by
the changing situation (see BOX 20). The low quality of public policy, as
was elaborated on in Chapter 3, is in part, the outcome of a flawed policy
making process in addition to weak institutional capacity. The
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government should gradually improve its policy making process, both at
the national as well as local levels, by, most importantly, involving civil
society and the business community.
BOX 20. Public Policy Process

Implementing a proper public policy process will enable policy to stay relevant. The process can be
depicted as follows:

Issue emergence: A gap between plan/expectation and reality is normal, but if the gap is quite large,
public policy is needed to address it.
Agenda setting*: If the issue may potentially have large effects and become a public concern, the
government/policy makers should consider it in their agendas. In a democratic setting, civil society and
the media also play a role in setting the agenda.
Policy formulation*: The government formulates policy to address the situation. In this stage, the inputs
from private sector and civil society need to be taken under consideration. If needed, academic circles
and think-tank institutions should also be involved in this process. An Evidence Based Policy (EBP)
approach is among the most reliable approaches in policy formulation process.
Policy adoption: Differing hierarchies of policy have different adoption processes. Adoption of a new law
will usually require legislative approval which involves a longer process, while adoption of lower levels of
policy (i.e. presidential regulations, government regulations, ministerial regulations) is usually more
straightforward.
Policy implementation: It is the responsibility of the authorities and institutions to implement the policy.
Institutional capacity is the key success factor.
Policy review/evaluation*: To avoid obsolete policy and to keep public policy relevant, policy evaluation
should be conducted regularly. The involvement of the private sector and society is important since they
will be able to identify areas for improvement and future trends.

*) Involving private sector & civil society in the process
Source: Introduction to the Policy Process, Thomas A Birkland; and Author’s analysis
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3. Promoting the Implementation of Evidence Based Policy (EBP)
Thorough analysis plays an important role in creating policy which will
deliver desirable outcomes. In Indonesia, government institutions
understand the theory and the benefit of conducting a proper public
policy process. Unfortunately, the concept has not been practically
utilized.

Government needs to
consider utilizing a
more scientific
approach in order to
ensure the proper
development and
implementation of
policies.

At the stage of policy formulation for instance, policies are often
designed without thorough analysis based on reliable data and
methodology. Policy is often not developed based on evidence. Ideally,
policy formulation should be started with solid academic research. Policy
drafts should be open for the public to review and healthy debate should
be encouraged to avoid policy failure.
The obstacles impeding the above situation from taking place in
Indonesia are twofold, namely, they reside on the supply side and the
demand side. From the supply side, the government has minimal internal
research & development (R&D) capacity in their organization. Often,
R&D departments are underfunded and understaffed. Developing R&D
capacity in a government’s internal organization is important but takes a
long time to materialize. In this regard, the government needs to engage
and collaborate with external research institutions and/or think-tanks to
fill knowledge gaps. In addition, the collaboration will also prove
instrumental in the long run, since external think-tanks tend to be more
independent. Having all research done internally is less so, and
expensive. In this context, think-tanks should produce more applied
policy research rather than academic research only.
From the demand side, policy-makers often rely on intuitions to make
decisions. Academic debate based on data and analysis is still a rarity in
Indonesia. Political negotiation, which is often short-sighted, dominates
the policy making process in the legislative and executive, and at both
national as well as at sub-national levels. Consequently, the policy
making process is often very political with the policies created lacking a
clear trajectory.
The government should therefore encourage both supply and demand
sides of the policy making process. More resources should be allocated
to support both the internal as well as external think-tanks. Formalizing
the inclusion of policy research as part of the policy-making process in
the government is an important step for implementing proper EBP, in the
move towards more effective policies.
4. Investment related task as a Key Performance Indicator

Every government
institution should
align its operation to
accommodate and
enhance foreign
investment climate in
Indonesia.

Most FDI investors, including the senior executives of the 35 US FDI
companies that participated in interviews for this report, appreciated the
quality of service provided by the BKPM, yet had strong concerns on the
quality of service provided by the line ministries and sub-national
governments. One of the possible reasons is the lack of sense of
urgency and ownership of the service quality in investment areas. While
the amount of FDI is an important success indicator for BKPM, it is not
considered an important parameter for other government institutions.
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Improvement at BKPM will be less meaningful without improvement in
other related institutions since the BKPM only deals with preliminary
approval in which its implementation will be dependent upon line
ministries as well as regional government institutions. Incentives for
institutions other than BKPM need to be introduced. Including investment
related indicators, such as the Doing Business Index, as important key
performance indicators among relevant government institutions, both at
the national as well as regional levels, will draw more attention. This
could potentially improve the quality of services from government
institutions on investment related tasks.
5. Strengthen the role of Ministry of Home Affairs & Provincial
Governments
Regional decentralization has created enormous coordination problems.
Policy incoherence exists both vertically (between central and subnational government) and horizontally (among sub-national government).
This coordination issue has made some development programs,
including infrastructure development, less effective.

Coordination among
local/provincial and
central government is
essential to ensure
that the intended
consequences of
decentralization are
realized.

In order to improve coordination, the government issued Law 32/2004
which gives more authority to provincial governments to play a
coordinating role among regencies in their administrative areas. At the
same time, governors act as the extension of the central government’s
hand. However, due to the lack of discipline among regencies, the law is
far from being effective. Often, disputes arise between provincial and
regency governments.
Additionally, the central government requires local governments to
submit the draft of potential regulations to the Ministry of Home Affairs
(MOHA) seven days prior to formalizing it into regulation. If within 60
days, the MOHA has not reviewed the draft, it will become regulation by
default. Unfortunately, according to the OECD, this system does not
work, mainly due to two reasons: (1) many local governments
intentionally do not submit the draft to MOHA, and (2) the lack of
capacity and capability of MOHA teams to conduct proper reviews. The
roles of provincial government and the MOHA are still far from optimal,
partly due to the lack capacity within the MOHA as the team is currently
understaffed. This may be one of the reasons why many drafts of
regional regulations have been passed through without proper review
regarding regulation incoherence.
Empowering the MOHA and provincial governments by increasing
capacity and capability is an urgent issue for the government to tackle in
order to promote vertical and horizontal policy coherence.
6. Establishing an “Investment Dashboard”
In line with the growing importance and more vigorous competition
among countries to attract FDI, Indonesia needs to put more effort to
ensure that the regulations concerning FDI are implemented
appropriately. Considering the nature of investment procedures which
involve cross-government institutions both vertically and horizontally,
coordination is often highly problematic.
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In this context, the government needs to establish a task force to (1)
monitor progress of FDI projects in Indonesia, from application to
implementation, (2) ensure regulation is coherent, and (3) provide a
channel for investors to report irregularities or problems. An institution
will play the role of an “Investment Dashboard” in which the central
government could monitor the implementation and coherence of
investment related regulations efficiently.

An “Investment
Dashboard” should be
established to monitor
the implementation of
investment regulation.

Several precedents for the above initiatives include (1) UKP4 or
President Delivery Unit that plays a role as the President’s right hand in
monitoring the development progress and the performance of each
ministry and minister; (2) TNP2K or National Team for Poverty
Alleviation, led by the Vice President, to improve coordination among
various institutions and programs relevant to poverty alleviation, and (3)
Tim Penasehat Reformasi Birokrasi or Bureaucratic Reform Advisory
Team, led by the Vice President, to speed up the implementation of
bureaucratic reform.
In order to make this initiative effective, the “Investment Dashboard”
should be coordinated by high ranking government officials, such as the
Coordinating Ministry of Economic Affairs or the Vice President.

B. Policy Consideration: Infrastructure
The World Bank indicates that infrastructure plays an important role in
transforming developing economies into advanced economies, through
three main channels, which are: (1) the productivity enhancing effect, (2)
the improvement of human capital, and (3) the promotion of economies
of scale and scope of production.

The development of
infrastructure is
important in
attracting foreign
investors to put their
capital into the
country.

Hard infrastructure, such as ports, airports, railway and roads, drives the
increase of the total factor productivity of capital and labor by reducing
production costs and increasing profitability, production, income and also
employment. Soft infrastructure such as education, health care programs
and hospitals are attributed as a driver that improves human capital. In
the long run, it will facilitate business to achieve economies of scale and
increased production.
Infrastructure includes basic facilities necessary for businesses to grow
and compete. Infrastructure also determines a country’s attractiveness to
foreign investors and its competitiveness when compared with other
countries. Furthermore, many studies have concurred that infrastructure
development also plays a significant role in poverty reduction and helps
facilitating the distribution of wealth across the country which in turn will
grow the size of the domestic market, which is of interest to businesses.
In the context of FDI, developed infrastructure will invite more efficiencydriven FDI investors, including those in sophisticated, hi-tech services
and manufacturing industries. This will enable the host country to capture
a larger value-added factor as well as benefit from technology spill-over.
Infrastructure also plays a crucial role in reducing poverty and increasing
the distribution of wealth and development; which makes countries more
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attractive for investment. Infrastructure development triggers a cycle
leading to economic prosperity.
Improvement in infrastructure has a strong association with more private
investment in the region. In Indonesia, most FDI investment is allocated
to the greater Jakarta area (Jabodetabek). The gap in infrastructure
quality between Jabodetabek and the rest of Indonesia is a possible
explanation of the above phenomenon, in addition to others factors such
as human capital quality and market size. In this context, infrastructure
development should be more evenly spread all over Indonesia in order to
minimize the economic gap between Jabodetabek and non-Jabodetabek
or between Java and non-Java.
1. Increase government spending on infrastructure
Despite the important role of infrastructure, it has not become the
government’s top priority, at least from a budget allocation point of view.
Although the government budget at the national level has significantly
increased, the allocation for development has been decreased from
around 32% of total budget during the Soeharto era to only 10% recently,
or the equivalent of around 2% of GDP. This decrease was triggered by
the political and economic crisis in 1997, which made the new
government reduce spending on development, due to its difficult fiscal
position, and implement massive fuel subsidy policies to avoid major
social and political unrest due to the increase in the global oil price.

The increase in th e
go vernment’s
spending on
infrastructure is
necessary to fuel the
economy and to
increase national
competitiven ess.

Unfortunately, despite the subsequent economic recovery, the budget
profile has never returned to pre-crisis status. Consequently, Indonesia’s
infrastructure has dampened Indonesia’s economic competitiveness. It
also impacted on the macroeconomic condition by increasing the
inflation rate since the inefficient infrastructure has triggered a logistic
cost increase, contributing to the increase in the price of goods.
Indonesia has a low level of quality of its infrastructure. Indonesia
th
ranked 85 out of 155 countries surveyed by the World Bank in 2012,
scoring much lower than the neighboring ASEAN countries, namely
Singapore, Malaysia Thailand, the Philippines and Vietnam. The
reallocation from fuel and energy subsidies to infrastructure spending is
a crucial step needed to improve infrastructure quality. The government
should gradually return the budget profile to its previous state during the
90’s, or at least to one at par with neighboring countries such as
Thailand or Malaysia, by allocating a large portion of it to development
programs. Otherwise, the gap between Indonesia and neighboring
countries will be wider; and it will be more difficult for the Indonesian
economy to compete.
2. Improve the implementation of land acquisition Law
Availability of land is crucial for infrastructure development. The
government, both at national and sub national levels, has not been able
to spend its entire development budget, especially on infrastructure
development, partially due to land acquisition issues.
In the spirit of promoting infrastructure development in Indonesia, the
main legislative body in the country, The People's Representative
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Council (Dewan Perwakilan Rakyat, DPR), ratified Law 2/2012
concerning land acquisition for public facilities. In order to provide a
strong base for the implementation of the law, the president issued
Presidential Regulation 71/2012. The presidential regulation stipulated a
maximum time limit of land acquisition of 260 days, a progressive
approach to land acquisition. Under the new law and presidential
regulation, the president has the final authority to decide if disputes
concerning land acquisition for development project arise, including
disputes concerning price issues.

The presence of the
Land Acquisition Law
provides strong
ground for national
infrastructure
development.

In reality, the law and presidential regulation provide a strong framework
to solve the bottleneck regarding land acquisition for infrastructure
development projects. However, under the dynamic Indonesian political
setting, land acquisition could become a sensitive issue and also a
political one. Decisive regulation should be followed by effective decision
making processes on the ground, including those initiated by the
president, otherwise it will be less meaningful and land acquisition will
still be a serious handicap for infrastructure development.
3. Promote Public Private Partnerships
The limited government budget emphasizes the important role of the
private sector in developing infrastructure. In response to this
opportunity, the government issued Presidential Regulation 67/2005
concerning public private partnerships (PPP) which was further amended
by Presidential Regulation 13/2010. In the following years, the
government issued various regulations including those concerning toll
roads, sea transportation and land acquisition to support the PPP
concept.

The public private
partnership model is
one of the ways to
develop the
infrastructure
condition in Indonesia.

However, despite the above effort, PPP has not significantly impacted
the development of infrastructure in Indonesia. In part, this is due to the
long term nature of infrastructure investment which may make it less
attractive for private sector to participate.
In this context, the government should provide more incentives for the
private sector to participate in infrastructure projects. More progressive
support in the form of affordable long-term co-financing and tax
incentives should be considered. Currently, the government has
established PT Penjamin Infrastruktur Indonesia (PT PII) to provide fund
guarantees, as well as PT. Indonesia Infrastructure Finance (PT IIF) and
PIP (Pusat Investasi Pemerintah) to provide infrastructure funds.
However, to enable the three institutions to have more impact on
infrastructure development, the government should bolster their capital
and provide more authority and flexibility.

C. Policy Consideration: Human Capital
The importance of human capital in transforming a country from an
emerging into an advanced economy is obvious. Indonesia has a
relatively large, young population. If they have good education and skills,
the population will become part of the solution for the country in
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maintaining economic progress. Conversely, they will become part of the
problem if they are not well-equipped with proper education and skills.
In order for a country to grow and reach the middle income level, it
should implement a technology-adoption strategy. A country can invest
in production facilities and use available technology to produce goods
and services. However, to reach beyond the middle income level, a
country should have a strong innovation capacity which will enable it to
produce products or services that have strong competitive advantages in
the global market. Failing to develop its capacity to innovate, a country
will potentially enter the middle income trap. In short, over the last five
years, the Indonesian economy grew at an average rate of 5.9% per
annum. Whether this level of growth will be sustainable in the long term,
it will depend on the quality of its human capital.
In the context of FDI, a higher quality level of human capital also plays
an important role in attracting the efficiency-seeking FDI investor. This
type of FDI will create more of a value added element into the host
country. In addition, efficiency seeking FDI investors tend to invest a lot
in human capital development and they also create technological spillover. This will potentially help the host country to further improve its
human capital.
Moreover, improved education will also affect Indonesia’s absorptive
capacity; the better the level of education, the more Indonesia will benefit
from foreign MNCs. Indonesia has a long list of tasks to complete in the
area of human capital, if it wants to take advantage of the shift of the
global economy towards a knowledge based one, and to attract more
efficiency-seeking FDI investors.
1. Strengthen the link between corporations and academic
institutions

There is a gap
between the supply
and demand of
qualified labor in
Indonesia.

Many corporate entities face difficulty in finding employees with suitable
skill sets despite the abundance of those unemployed with higher
degrees. This is an indication of structural unemployment, the gap
between the skills supplied by educational institutions and the skills
actually needed by the job market.
Discussions with the senior executives of 35 US companies seem to
support the above statement. They find it difficult to recruit local staff,
especially at the managerial level and higher. Consequently, they have
to spend considerable amounts of money and time to train local staff.
An alternative solution for this situation is to build strong links between
educational institutions and corporations. This will enable a shift of the
basic training occurring in the corporation, to becoming a part of the
educational syllabi in schools and universities. Consequently, universities
should align themselves to the needs of the job market, while
corporations should provide input on curriculum design. In addition,
internships, which are still less popular among Indonesian students,
should be encouraged and if possible, made a requirement. In the last
cabinet of Soeharto’s presidency, the concept of linking corporations and
institutions had been initiated, but it disappeared with the change of
leadership in the country.
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2. More Resources Allocation on Engineering & Sciences
History teaches that most countries become prosperous with the support
of strong manufacturing industries. Even countries in which non tradable
sectors (services) have a significant contribution to the economy,
manufacturing still plays an important role. In Hong Kong, Singapore,
and Switzerland for instance, industrial output per-capita is high, even
much higher than countries like the US and the UK, despite the
perception that the three economies rely heavily on their services
sectors. In short, the manufacturing industry plays a strategic role as the
backbone of a country’s economy.

Providing adequate
access to high quality
education will enhance
innovation, value
creation and
ultimately, the
productivity of local
human capital.

In the context of Indonesia, having a strong manufacturing industry is
crucial, since it provides high quality jobs, and a strong manufacturing
industry often becomes a springboard for a country to step up the
economic ladder. Consequently, Indonesia needs increased human
resources in engineering and science. Unfortunately, this is not the case
on the ground. The Indonesian education system produces more
graduates in the social sciences and humanities. In fact, education,
social science, business and law represent 62% of total university
graduates, while engineering, agriculture and computer science only
account for 26% of total graduates. The government should provide
more incentives in the form of scholarships, research grants, and
facilities support to enable the education system to produce more
engineers.
3. Promote Access to Education for All
With a challenging geography, providing access to education for 240
million people is a challenge. However, Indonesia has done very well
with regard to primary education. The high literacy rate of 92.8% in 2010
is a solid indication. However, when it comes to junior high and senior
high school and higher education (diploma and university), the situation
is very different. Access to higher education is still a luxury for most
Indonesians.
According to the Ministry of Education, only 3% of the poorest 20% of the
population has access to university, while the number is as high as 30%
for the richest 20%. Every year, around 4.6 million students enter
elementary school, while only 2.9 million, 2.4 million and 1.0 million enter
junior high school, high school and university, respectively. Finally,
higher education in Indonesia produces less than 300 thousand
graduates per year. As result, only 4.8% of the total workforce in 2011
has a diploma or higher qualification, much lower than high school
graduates, secondary school graduates and elementary school
graduates at 15.6%, 18.8%, and 49.4%, respectively.
To provide more access to education, two strategies should be
considered: (1) providing scholarships for students, since the lack of
funding is the major reason why students do not continue their
educations, and (2) using technology to enable people in remote areas,
such as remote villages and islands, to access education through
internet or television. With Indonesia’s demographic challenges, online
education is a viable option. Moreover, with the advancement in IT,
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distance has becomes less of an obstacle in providing good quality
educational material delivery.
4. Improving Education Quality
In addition to access to education, quality of education is another serious
challenge for Indonesia. To improve the quality of education, several
factors should be considered, they are: (1) improved facilities, (2) good
lecturers, (3) an improved curriculum and teaching material, and (4) good
teaching delivery or approaches.
With the large amount of funding, which represents 20% of total state
budgets as stipulated by the constitution, improving the quality of
facilities should become a priority. It is obvious that the facilities in most
universities within Indonesia are far behind those of universities in
neighboring countries.
Lecturers play important roles. Training for lecturers should become a
priority, in addition to various incentives to make teaching an attractive
profession for university graduates. The recent increase in teachers’
salaries in some parts of Indonesia, such as West Kalimantan, has
helped make teaching become a more attractive profession for university
graduates. In the mid and long term, this will contribute to the
improvement of teaching quality in Indonesia’s academic institutions.
FIGURE 39
The development of experience-based learning curriculum is one of the crucial steps to
improve the education quality
The importance of teaching approach in education

Source: E. Dale, Audiovisual Methods in Teaching 129
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Anderson, Heidi Milia. Dale’s Cone of Experience. University of Kentucky, n.d. Web. 16 May 2013.
<http://www.etsu.edu/uged/etsu1000/docum ents/Dales_Cone_of_Experience.pdf>
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At the higher education levels, the type of incentives should be different.
Research experience plays a significant role in improving the quality of
lecturers, who in turn have a direct impact on teaching quality. The
government should allocate more funding to finance research in
universities. With spending on research of less than 0.09% per-annum,
according to the World Bank130, Indonesia is behind countries including
Singapore (2.43%), China (1.70%), Hong Kong (0.79%), and Korea
(3.56%).
The role of curriculum is important since it provides a guideline regarding
the substance of what is learned. It should be in line with developments
in the sectors, in order to enable graduates to participate in productive
economic activities and, it should be improved upon constantly.
Unfortunately, abrupt changes in the school curriculum happen quite
regularly in Indonesia. This has contributed to the lack of a clear, long
term direction.
Last but not least is the need to improve teaching approaches and
methodologies. To address this, improvement in teacher quality, facilities
and curriculum is important. Rote learning and teacher-centered
approaches are unfortunately the most prevalent approaches in
Indonesia. Educationist Edgar Dale’s famous Cone of Experience
reveals how such approach carries only 20% retention rate (see FIGURE
39). Ideally, the use of methods incorporating audiovisual aids,
demonstrations, group discussions and learning-by-doing should be
used to address a wider range of learner types. However, more
resources are required to implement these approaches, including more
teachers, more and better facilities, improved infrastructure and intensive
collaboration with potential end users (employers).
5. Enhancing Vocational Education
The development of vocational education in Indonesia is essential but
still largely underappreciated. As workers’ skills are greatly enhanced,
vocational education not only benefits the individual receiving it, but also
society at large. Researchers in IZA, a German labor market research
institute, mentioned about how Latin American countries began their
initial development of vocational education following the economic
expansion post-World War II. The region at the time, much like Indonesia
today, anticipated the resurgence of the manufacturing sector.
According to IZA as well, several vocational education programs passed
in Latin America during the same period were also considered a solution
for mitigating youth unemployment. This included the Jóvenes, which
was considered a success in bringing betterments to disadvantaged
131
youths, particularly females . With Indonesia’s youth unemployment
rate still hovering around 20% until at least two years ago, vocational
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The World Bank. Research and development expenditure. The World Bank, 2013. W eb. 11 June 2013.
<http://iab.worldbank.org/~/media/FPDKM/IAB/Documents/IAB-report.pdf>
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and Training Systems Around the World. Discussion Paper Series, 2012. Web. 23 August 2013. <http://ftp.iza.org/dp7110.pdf>
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education may just play the role needed for improving the country’s
human capital quality132.

D. Future outlook on FDI in Indonesia
In the last decade, the destination of global FDI has shifted toward
developing economies. FDI inflows to developing countries have grown
280% which is more than double the growth of FDI inflows to developed
countries. Within the Southeast Asia region, Indonesia is the major FDI
destination with USD 19.8 billion of FDI in 2012. Despite being the
country attracting the most FDI in the region, the country’s FDI to GDP
ratio is lower than most of its peers. This suggests that there is an
untapped potential to attract FDI to accelerate economic growth and
bring the country forward as a leading economy.
Based on our interviews with US companies and our review of the
literature, Indonesia is perceived to be among the most attractive
investment destinations. For instance, in the FDI Confidence Index,
Indonesia is ranked among the top ten major investment destinations.
Indonesia’ attractiveness is mainly due to its strong economic
performance and resilient economic growth during the 2008 crisis, its
large domestic market, its demographic dividend and its abundant
natural resources.
US FDI has been present in Indonesia since before the country declared
its independence in 1945 and inflows reached a peak from 1967 – 1993
when the US was the primary contributor of FDI in Indonesia. Currently,
at around USD 65 billion worth of investment from 2004 to 2012, the US
quite possibly is the largest FDI contributor in Indonesia, focusing mainly
on the extractive industry (i.e. mining, quarrying and oil and gas) and
manufacturing sector.
US FDI has contributed significantly to Indonesia’s GDP, production and
employment. In the long term, the injection of USD 65 billion into
Indonesia will result in an increase to over USD 94 billion GDP, over
USD 179 billion in production and the creation of around 1,740,000 jobs.
Furthermore, findings also suggest that US companies in Indonesia are
relatively more oriented toward the international export market which will
potentially improve the country’s trade balance. The export orientation of
US FDI will also result in more exports taxes and custom levies, on top of
other taxes imposed by the government such as corporate income taxes
and value added taxes. In addition to the quantifiable positive impacts
mentioned above, US FDI is also found to contribute significantly to
society and economic development through CSR activities, knowledge
and technology transfer as well as ethical business practices. These US
companies are also contemplating to further invest by USD 61 billion
over the next 5 years.
With contributions from both domestic and foreign investors, including
US investors, the government plans on becoming one of the world’s top
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Nasir, Sudirman. Youth Unemployment and Youth Revolution. Jakarta Post, 2011. Web. 23 August 2013.
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5 economies with a GDP per capita of USD 45,000 in 2045 .
Subsequently, increasing the GDP per capita will lead to higher
consumption growth, which will benefit a wide range of sectors such as
the automotive industry, durable goods, consumer products, financial
services and tourism. Based on the interviews with US companies, the
following sectors will potentially play prominent roles in supporting the
growth of the country’s economy.
Mining and Quarrying (Incl. Oil and Gas)
Endowed with abundant natural resources including precious metal and
other minerals, the country has long become a major investment
destination for multinational mining giants. At a total investment of more
than USD 40 billion, capital investment in mining and quarrying sector
accounts for more than 60% of the total US FDI from 2004 to 2012; US
originated FDI contributes largely to the portion through the presence of
renowned extractive companies such as Chevron, Exxon and Freeport.

Although extractive
businesses are nonrenewable, the mining
and quarrying sector
still has the potential
to grow, primarily
from the emerg ence of
new sub-sectors such
as geothermal and
other mineral
extra cting activities.

Research found that the mining and quarrying sector provides the
highest long-term GDP impact that accounts for 54% of the total GDP
impact from US FDI. In addition, as most US mining companies operate
in the east of the country, the multiplier effects of such investment
contributes significantly to the growth of the region’s economy.
Based on the companies interviewed, most of those who are engaged in
the extractive industries are willing to invest further. However, the
intensity of their investment will rely on the conduciveness of the
investment climate. It is also found that the extractive industries will have
the potential to grow, especially in the previously untapped resources
such as geothermal energy. The country’s geothermal potential is
massive, as it is believed that the country holds 40% of the world’s
geothermal reserves, with a total potential of 27,000 MW scattered
across Indonesia. Currently, Indonesia still suffers from a low
electrification rate and an unstable electricity supply. However, it has
managed to draw on just 15 geothermal sites, producing a total of more
134
than 1,100 MW . One of the major reasons attributed to the slow
progress of full utilization is the cumbersome and overlapping sector
regulations as discussed in Chapter 3.
The high socioeconomic importance of the mining sector to Indonesia’s
central and regional government is indisputable. Therefore, it is
imperative that the government strives to provide a sound investment
climate through reasonable regulations that do not hamper the sector’s
growth or its attractiveness to potential investors.
Manufacturing
Manufacturing is currently the country’s most prominent sector. It
attracted 41% of total FDI stock from 2004 to 2012. Our interviews with
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US companies suggest that manufacturing will continue to play a
prominent role in the Indonesian economy, riding on the increasing trend
of purchasing power and a burgeoning middle class population.

Manufacturing and
services sectors signal
enormous potentials
for companies to
invest.

In line with the findings, many studies forecast an increase in Indonesia’s
135
manufacturing sector competitiveness in the near future . Factors that
will contribute to the faster growth of the sector include better quality of
infrastructure to support domestic distribution and international trade
activities and the availability of qualified human resources to better
sustain and support the growth of the sector.
Services
In 2012, the service sector accounted for 38.8% of Indonesia’s GDP, the
second major contributor after the manufacturing sector at 46.5%.
Further analysis reveals that the service sector, at a year on year growth
rate of 6.48%, scored higher than the manufacturing sector at 5.84%.
The highest growth within the services sector occurred in financial and
real estate at 8.35%136. Studies also found a correlation between the
high growths in the service sector with GDP growth, signaling the
enormous potential of the service sector137.
To ensure the sustainability of service sector growth, certain conditions
are required, with the most important condition being a qualified human
resources pool. Indonesia can learn from the experience of other
countries, such as India, which prior to experiencing growth in the
service sector, already had an excellent education system and an
available workforce with relatively advanced English skills. Addressing
the challenges regarding human capital in Indonesia should therefore
become one of the government’s main priorities.
Agriculture

The agriculture sector
in Indonesia holds
strong potential to be
one of the key
investment
destinations in
Indonesia.

135

136
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138

Indonesia has been long known as an agricultural country; however the
country is presently facing fundamental challenges in attaining food
security. The agriculture sector is underdeveloped due to a lack of
adequate supporting infrastructure, technology utilization and effective
farming techniques. This translates into low productivity where the value
added per worker in Indonesia’s agricultural sector is lower than
138
neighboring Southeast Asian countries .
The presence of FDI has a major role in developing the agricultural
sector into agribusiness in Indonesia. Foreign investors, including US
investors, bring with them the development of efficient agricultural
infrastructure, such as pesticides, irrigation systems and agriculturerelated technologies which provide for the transfer of knowledge and

Japan Bank for International Cooperation. Improving the Competitiveness of Manufacturing. Japan Bank for International
Cooperation, 2013. Web. 8 May 2013. <http://www.jbic.go.jp/en/report/jbic-today/2012/201303/jtd_201303.pdf>
Trading economics. Indonesia GDP Annual Growth Rate. Trading Economics, 2013. Web. 10 May 2013.
<http://www.tradingeconomics.com/indonesia/gdp-growth-annual>
Zain, Winarno. Service Sector: An Alternative Route to High Growth? The Jakarta Post, 2010. Web. 10 May 2013.
<http://www.thejakartapost.com/news/2010/04/12/services-sector-an-alternative-route-high-growth.html>
McKinsey Global Institute. The Archipelago Economy: Unleashing Indonesia’s Potential. McKinsey & Company, 2012. W eb. 2
May 2013. <http://www.mckinsey.com/insights/asia-pacific/the_archipelago_economy>
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technology, and provide training and development for farmers so they
can improve productivity and increase their social welfare.
The agriculture sector plays a fundamental role in the growth of the
Indonesian economy as it is reported to employ around 40% of the
139
country’s workforce . With poverty rates higher in rural areas than
urban areas, development of traditional agriculture practices into
agribusiness will lead to higher productivity and value add, which
140
subsequently will have a significant impact on poverty reduction .
Moreover, mirroring the increasing trend of population size and
purchasing power across Asian countries including Indonesia, the
demand for food and agricultural products is also forecasted to
experience an increase both globally and domestically.

E. Key considerations
It is indisputable that foreign investors, including those from US possess
competitive advantages that include better access to capital, advanced
technology and know-how, and also sector-specific expertise that allows
them to bring significant socioeconomic benefits to Indonesia.
To be able to improve the current investment climate and attract more
foreign investment, the three major challenges elaborated in previous
sections have to be addressed:

Improvement in the
regulatory framework,
as well as development
of infrastructure and
human capital are key
issues that need to be
addressed for
attracting foreign
investment.

139
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·

Regulations. The lack of regulation clarity and coherence and its
frequent changes, among other issues, create growing concern
among existing US companies. To address the regulation issues and
improve the current investment climate, the government should
consider simplifying investment procedures, involving civil society
and business community in the policy making process, implementing
growth in investments as a part of Key Performance Indicator across
all government institutions, strengthen the role of the Ministry of
Home Affairs and provincial governments to improve coordination
between central and regional governments and establish an
Investment Dashboard to better monitor the quality and
implementation of investment related regulations.

·

Infrastructure. Inadequate and poor infrastructure is holding back
Indonesia’s growth potential and hurting existing businesses.
Increasing government spending for infrastructure, enforcing the
implementation of land acquisition laws, and promoting private sector
involvement are recommended courses of action to take in order to
be able to accelerate the development of infrastructure in the
country.

·

Human Capital. In realizing the importance of human capital in
supporting a country’s economic advancement, Indonesia has to put
in efforts to address the existing human capital challenges that
include the low availability of qualified personnel and the mismatched

ITS Global. The Economic Contribution of Indonesia’s Forest-Based Industries. ITS Global, 2011. Web. 10 May 2013.
<http://www.itsglobal.net/sites/default/files/itsglobal/ITS_Indoforest_Economic_Report.pdf>
The World Bank. “World Development Report 2008: Agriculture for Development”. The World Bank, 2008. Print.

Page | 124

demand and supply of the available workforce. Policy considerations
to address such human capital challenges include strengthening the
link between corporate and academic institutions, more resource
allocation to promote Engineering and Science majors, and
improving education access and quality.
_______________________________________________________
It is a consensus among many, that Indonesia’s economy holds
enormous potential. Southeast Asia’s largest economy has the
th
141
potential to be the world’s 7 largest economy by 2030 , on the
back of the country’s huge domestic consumption. US FDI has long
been an important contributor to the Indonesian economy, resilient
through the ups and downs of the Indonesian economy, and
committed to the long term. The impact of US FDI in Indonesia has
been significant in terms of GDP, productivity and employment.
Additionally, US FDI in Indonesia has managed to provide additional
unquantifiable benefits through an increase in market
competitiveness, technology and knowledge transfer and responsible
business conduct. In realizing the important role of FDI, especially
US FDI, in sustaining Indonesia’s growth, the country needs to
address the challenges within the regulations and policy framework,
accelerate infrastructure development and increase the quality of its
human capital in order to promote growth of existing business and
attract potential investors.
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Appendix A – General Overview of FDI
The evolution of foreign direct investment (FDI) can be traced back to
2500 BC when Sumerian merchants actively sought new markets in
foreign lands. These merchants would trade products that were not
available in the countries they visited, and often traded them for gold.
This marked the beginning of international trade, which subsequently
grew with the development of the East India Company in the 17 th
century. As international markets became more developed, business
players realized the need to establish business entities in other
countries instead of simply conducting trades within their borders,
thus, the underlying concept of FDI came into being.
FDI is technically a form of foreign investment which involves the flow
of capital from one country into another. Similar in concept to FDI,
foreign portfolio investment (FPI) is another form of foreign
investment. The key distinction between FDI and FPI, according to
The United Nations Conference on Trade and Development
(UNCTAD), is that FPI is conducted through the purchase of equity
142
and/or debt securities of an entity in a foreign country . Such
investments are typically done with the purpose of seeking capital
gains and do not necessarily reflect a significant and lasting interest
in the entity. Typical FPI transactions include purchases in bonds,
notes, money market instruments or derivatives.

There are three
primary
considerations in
investing in a foreign
country: marketseeking, efficiencyseeking and resourcesseeking.
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FDI, on the other hand, is a form of cross-border investment in which
the investor is generally more interested in the long term, lasting
impacts of its investments. Such direct investment is comprised of
various types of capital flows, such as (i) equity capital, which is the
stake of equity ownership in foreign subsidiaries i.e., branches, etc.,
(ii) reinvested earnings, which is the earnings that are not distributed
as dividends or repatriated to the direct investor, and (iii) other
capital, such as intercompany debt transactions143.
Today’s investors consider three primary elements prior to investing
in a foreign country, they are: market-seeking, which is driven by
population size and country location, efficiency-seeking, which is
driven by availability of sufficient human capital and infrastructure,
and resources-seeking, which is driven by the availability of natural
resources. Every host country has specific factors that can
accommodate such investment drivers. Some factors, such as
geographic location, demographic composition, population and
climate, are considered a countries’ ‘factor endowments'. In addition,
there are other factors that are also considered by investors, such as
efficiency in the business and regulatory frameworks. Such factors
must therefore be addressed by the government of the host country
as these factors can be controlled, and fall within a government’s
jurisdiction.

UNCTAD. Comprehensive Study of the Interrelationship between Foreign Direct Investment (FDI) and Foreign Portfolio
Investment (FPI). UNCTAD, 1999. Web. 24 April 2013. <http://unctad.org/en/Docs/pogdsdfsbd5.pdf>
UNCTAD. Definitions of FDI. UNCTAD, 2012. W eb. 24 April 2013. <http://unctad.org/en/Pages/DIAE/Definitions-ofFDI.aspx>

Page | xiii

The host government’s strategic goals and policies play a crucial role
in addressing these factors. They not only determine the amount of
FDI, but also the type of FDI which the country attracts. In the long
run, the host government’s strategies and policies will influence the
position of the country in global supply chains and whether the
country stays at the bottom, middle, or top of these chains.
According to the World Bank Group, current global FDI practices
have involved approximately 80,000 corporations and 800,000
144
foreign affiliates around the world . FDI allows countries to be part
of a global network which encourages cross-border transactions and
the reduction of monopolistic practices.
Conceptual Framework on the Impact of FDI on Economies
Foreign investors play an integral role in developing certain
economies. As various countries start to lower trade and investment
restrictions, foreign investors feel encouraged to initiate more direct
capital as compared to other means of market entry, such as
exporting, licensing, and/or franchising. Direct capital investment
provides more involvement in the country through the establishment
of manufacturing plants and business operation centers. This
involvement eventually leads to positive impacts on the economy and
society.
FIGURE A.1
FDI: A Significant Factor in Developing and Developed Economies
FDI/GDP ratio, 2012

Developing Economies

28.4%

Developed Economies

0.0%

32.0%

5.0%

10.0%

15.0%

20.0%

25.0%

30.0%

35.0%

40.0%

45.0%

50.0%

Source: UNCTAD, IMF

Foreign investment accounts for approximately one-third of the total
economic performance in both developed and developing countries.
The remaining two-thirds can be attributed to other factors, such as
domestic consumption and investment, net exports, and government
spending.
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The World Bank. Investing across Borders. The World Bank, 2010. W eb. 24 April 2013.
<http://iab.worldbank.org/~/media/FPDKM/IAB/Documents/IAB-report.pdf>
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There are two types of impacts of FDI on an economy: direct impacts
and indirect impacts. Direct impacts include tax revenue to the
government and job creation. Indirect impacts can be further
categorized into two types: intended consequences and unintended
consequences. Indirect impacts are less tangible than direct impacts
and are long-term in nature. Intended consequences include the
transfer of technology, skills enhancement, business process
improvement and network expansion. On the other hand, FDI can
also lead to unintended consequences, such as pollution, the
widening of the socio-economic gap, horizontal conflict and potential
disputes between foreign and local companies.

Presence of foreign
companies in a country
is expected to promote
economic growth,
provide sustainable
source of national
income and provide
transfer of knowledge
and technology.

145
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The detailed instances of impacts from the presence of foreign
companies within a host country are provided as follows:
·

Promoting economic growth. FDI as a source of capital can
help certain economies to attain targeted economic growth and
development plans, especially when there is a lack of necessary
capital formation consisting of state revenue, foreign reserves,
and other necessary monetary elements. In developing countries
(the majority of Southeast Asian countries, where there is a lack
of capital due to the low level of domestic savings), FDI can
provide the capital to boost productivity, which can subsequently
lead to economic growth145. Upon entering and expanding their
operations in Indonesia, FDI companies need to hire and
subsequently increase the amount of workers. Considering that
they provide high(er) salaries and benefits to the employees, this
ultimately increases the aggregate purchasing power as more
income is earned, and subsequently fuels domestic market
consumption.

·

Sustainable source of national income. FDI is more stable
than speculative financial investment, as most multinational
corporations doing business in host countries view their capital
investment on a long-term basis. Once investments are realized
and business operations start to be productive, those companies
will pay taxes to the government in the form of corporate income
tax, value added tax, etc., depending upon the nature of each
investment. In addition, FDI may increase a nation’s current
account in the balance of payments, especially when such
investment is export-oriented. A study on the impact of FDI on
the Indonesian manufacturing sector provided evidence that FDI
has the potential to boost a host country’s export performance.
Hence, it may help to stimulate a net surplus in the balance of
payments146.

·

Transfer of knowledge and technology. Most multinational
companies bring their technology and/or business processes

Todaro, Michael P. and Stephen C. Smith. “Economic Development. 11th edition”. Pearson Addision-Wesley, 2011. Print.
Rahmaddi, Rudy and Masaru Ichihashi. The Impact of Foreign Direct Investment on Host Country Exports: Sector- based
Evidence from Indonesian Manufacturing. Hiroshima University, 2012. Web. 26 April 2013. <http://ir.lib.hiroshimau.ac.jp/metadb/up/ZZT00001/IDEC-DP2_02-10.pdf>
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when they invest in the host country. Based on the spillover
effect argument, such initiatives contribute to the transfer of
technology and knowledge from the investor to the host country,
and stimulate national competitiveness. For instance, if a
multinational company penetrates new markets, the company’s
local workers have an opportunity to gain know-how that can
help develop enhanced productivity. Additionally, the presence of
new foreign companies in a certain country encourages local
companies to improve the effectiveness and efficiency of their
business processes through the introduction of new technology.
This, subsequently, may lead to a more competitive business
landscape where companies are compelled to improve the
effectiveness and efficiency of their business.
TABLE A.1
Developing Economies Receive a Positive Contribution in Various Key National
Development Aspects as a Result of FDI
FDI contribution index by host region, 2009 (or latest year available)
In %age shares of each variable’s total for the region
Region/Economy
Developed
Economies
Developing
Economies
Africa
East and
South-East
Asia
South Asia
West Asia
Latin America
and the
Caribbean
Transitional
Economies

Value added

Employment

Exports

Tax revenue

Wages and
Salaries

R&D
Expenditures

Capital
Expenditures

12.7

7.5

18.3

13.9

14.6

24.2

10.5

12.2

7.9

17.3

14.6

15.4

24.1

11.6

21.7

7.3

-

-

21.7

37.2

18.4

10.5

9.9

30.9

7.7

8.9

22.5

6.2

10.3
16.8

6.1
5.5

1.9

-

16.0
15.0

-

3.8
3.8

15.9

6.0

17.9

18.9

16.0

35.0

14.8

21.7

3.0

-

-

11.2

15.4

25.7

Source: UNCTAD

The presence of FDI
contributes to various
aspects of the host
countries’ economy.
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The FDI Contribution Index from UNCTAD measures the impact of
FDI, as a share of the host country total, in various aspects of the
economy in terms of value added (national income), employment,
wages, tax receipts, exports, R&D expenditures and capital formation
(e.g. employment by foreign affiliates as a percentage of total
147
employment) . For instance, foreign investors in transitional
economies contribute 3% to total employment, while these investors
contribute nearly 8% of total employment in developed and
developing economies. In general, the index is higher for developing
economies than for developed and transitional economies. This
implies that FDI in developing economies plays a more significant
role than those in developed and transitional economies.

UNCTAD. World Investment Report 2012: Towards a New Generation of Investment Policies. Geneva: UNCTAD. 2012.
Print.
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The contribution of FDI to employment, for instance, can be
measured through the ratio of employment to value added. The ratio
for developing economies is higher than that for transitional and
developed economies, and subsequently reflects the fact that FDI in
developing economies has greater workforce absorption. Within
developing economies themselves (such as those in East and
Southeast Asia, which are home to the most labor-intensive
manufacturing sectors), have a greater workforce absorption factor
than other regions. Correspondingly, the higher ratio of wages and
salaries to value added, implies that most multinational companies in
developing economies pay higher salaries and wages to their
workforce than those in developed and transitional economies.
On the other hand, the contributions of FDI to government revenue
can be measured by comparing the ratio of tax revenue to value
added. Multinational corporations in developing economies contribute
more to the increase in a host country’s government revenue than do
those in developed and transitional economies. Similar patterns also
occur for FDI contributions to research and development (R&D) and
national capital formation.
TABLE A.2
The Presence of FDI in Developing Economies Contributes Significantly to National
Economic Development
Index of FDI contribution to FDI/GDP ratio, 2011
Above expectations

In line with expectations
Cambodia, Malaysia,
Poland, Romania, Thailand,
United Kingdom

Belgium, Czech Republic,
Estonia, Hong Kong
(China), Hungary, Ireland,
Panama, Singapore,
Sweden, Switzerland

Argentina, Germany, Italy

Brazil, Dominican
Republic, France,
Slovenia

Bosnia and Herzegovina,
Costa Rica, Croatia,
Denmark, Honduras,
Kazakhstan, Morocco,
Norway, Portugal

Cyprus, Netherlands,
Trinidad and Tobago

China, Ecuador, Guatemala,
Indonesia, Sri Lanka

Australia, Austria,
Canada, Egypt,
Lithuania, Peru, United
Arab Emirates,
Uruguay

Latvia, New Zealand, Spain,
Ukraine

Bulgaria, Chile, Jamaica

Algeria, Greece, India, Japan,
Kenya, South Korea, Paraguay,
Philippines, Taiwan, Turkey,
United States, Venezuela

Israel, Mexico, Russian
Federation, Saudi
Arabia

Quartile
nd

2

FDI Contribution Index

st

1 Quartile

Bolivia (Plurinational
State of), Colombia,
Finland, South Africa

rd

3 Quartile

th

4 Quartile

Below expectations

st

1 Quartile

nd

2

Quartile

Bahamas, Barbados,
Bermuda, Luxembourg

rd

3 Quartile

th

4 Quartile

FDI/GDP Ratio

Source: UNCTAD

With regard to developing countries, FDI can play a significant role in
providing sustainable economic growth. For instance, FDI, through its
presence within the host country, contributes positively through the
number of jobs created and taxes being paid. Indonesia, arguably
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one of the more promising developing countries, has benefited from
the application of FDI practices. The country, with its key
characteristics of being the largest archipelagic country, the fourth
most populous nation, its segregated economic growth, and
underdeveloped infrastructure, can benefit through FDI through
transfers of technology, skills enhancement, job creation and
increased access to a global network. Thus, FDI contributes to the
overall competitiveness of the Indonesian economy.
Global and Regional Foreign Investment Trends

The orientation of FDI
has shifted has shifted
from investment in
developed countries to
developing countries.

FDI correlates directly with global economic trends. Since the
economic downturn resulting from the global financial crisis, global
FDI has been in a state of recovery. As a result, FDI has shifted from
investment in host countries of developed status, to those of
developing status, such as countries in Asia and South America.
Such investments are made based on the profiles of these
developing countries typically endowed with abundant resources and
new markets.
FDI: A Correlation with Global Economic Growth
Due to several crises that occurred in 2012, the rate of recovery
regarding the global investment climate is relatively slower than
expected. Foreign investors are becoming more cautious, and
general market confidence is still at a relatively low level as both
developed and developing countries are in the process of resolving
their macroeconomic vulnerability. As a result, the growth of both FDI
inflows and outflows, showed a compounded annual growth rate
(CAGR) during 2006-2012 of nearly 0%. This indicates sluggish
growth following the movement and development of the global
economy.

FIGURE A.2
A Slower Than Expected Recovery of the Global FDI Landscape
Global FDI inflow and outflow, 2006-2012
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In the long term however, global foreign investment is estimated to
grow at a positive level, albeit at a slow pace. This trend cannot be
viewed separately from the risks and uncertainties arising from
fragility in the global economic environment. According to UNCTAD,
global FDI flows are expected to increase at a moderate but steady
pace, reaching USD 1.8 trillion in 2013 and USD 1.9 trillion in 2014.
Such figures have not taken into account the possibility of significant
macroeconomic shocks, as well as volatility in the economic
situation, the after-effects of recent crises, and other factors which
may have a negative impact on the foreign investment climate.
However, there are factors that will create positive impacts on the
FDI climate, such as sounder regulatory regimes, private sector
participation, adequate infrastructure and the availability of qualified
human capital.

Regulatory regimes,
priva te sector
participation,
infrastructure
condition and human
capital play an
important role on the
foreign investment
climate.

Regulatory regimes play an important role in driving the growth of
foreign investment and represent the first challenge faced by foreign
investors when entering certain countries. A sound regulatory regime
allows potential investment which can open up to the privatization of
148
companies and the establishment of greenfield ventures .
The role of the private sector in the economy is considered one of the
most important factors that impacts positively on the foreign
investment climate. The private sector plays an important role in
driving foreign investment to a higher level, especially through crossborder merger and acquisition (M&A) activity and greenfield
ventures. Without active participation from the private sector, the
global recovery of the foreign investment climate would remain
problematic.
Lastly, the development of infrastructure and human capital supports
the growth of foreign investment as it launches the platform to
estimate the amount of capital expenditures required when investing.
A partly-developed country will require extensive capital as investors
may take into account associated costs such as transportation and
logistics expenses, and those related to the unavailability of an
adequate infrastructure network.
Macroeconomic Considerations: Underlying FDI Growth
Potential.
The global FDI climate is highly influenced by the global economic
environment, tending to follow the pattern of global GDP growth as
the main economic indicator. In addition, the movement of
international trade, together with that of GDP growth, amplifies FDI
growth tendencies over a certain period of time. These three
economic performance indicators move in a relatively similar pattern
but with a different magnitude.

148

A greenfield venture is a market entry strategy utilized by a foreign company entering a new country or market through
investing fully in a wholly-owned subsidiary.
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FIGURE A.3
Major Economic Slowdowns have Significant Impacts on the Global Investment Climate
Growth of global GDP, Trade and FDI, 2008-2014F
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In the past, economic recessions have influenced the dynamic of FDI
as multinational corporations who sought to expand their operations
in foreign countries or to establish new practices in different markets
saw limited access to financial resources and had the majority of
149
their balance sheets negatively affected . The subsequent lack of
financial capacity and capability for foreign companies halted any
plans to expand and enter into new markets. Additionally, the
significant interconnectedness between economic growth and FDI
eroded the investment appetite of foreign investors. Furthermore,
during a recession period, global and regional demand, as well as
the re-emergence of economic policy uncertainties in various
countries, may occur, all of which make foreign investment activities
unattractive in the eyes of investors.
During recession periods, companies from the private sector were
compelled to restrain business development plans as the outlook
regarding the investment climate and international trade remained
unfavorable. Managers and key executives of multinational
corporations showed a more cautious attitude and adopted a ‘wait
and see’ mentality, preferring to utilize current working capital to
sustain existing business operations rather than expand. These
executives also needed to adjust their strategic business plans, as
further assessments on the potential risks and capital requirements
were required in order to adapt to the state of the economic
environment during the crisis.
Considering such systemic risks and uncertainties surrounding the
current state of the global economy, investors will only begin to return

149

Poulsen, Lauge Skovgaard and Gary Clyde Hufbauer. Foreign Direct Investment in Times of Crisis. Peterson Institute for
International Economics, 2011. Web. 27 April 2013. <http://www.iie.com/publications/wp/wp11-3.pdf>
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to investing in foreign countries once the global economy has
recovered to a relatively stable level.
Major Shifts in FDI Trends: Competition amongst Economies
According to the World Investment Report 2013 by UNCTAD, total
global FDI inward stock grew from approximately USD 2 trillion in
1990 to USD 23 trillion in 2012 (approximately 230% growth per
150
decade) . This growth in FDI inward stock suggests that during a
stretch of two decades, FDI was considered by multinational
corporations as the main means of expanding their existing business
operations into new markets, the majority of which went to developed
countries. Recently however, foreign investors have placed more
attention towards developing economies as potential investment
destinations.
FIGURE A.4
Global FDI Inward Stock Exhibited a Positive Growth Pattern in 1990, 2000 and 2012
FDI stock value by economy in 1990, 2000 and 2012
In USD billion
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In the early 1990s, the majority of FDI was largely focused on
developed economies as most developing economies still imposed
considerable trade and investment barriers. However, as part of the
effort to recover from the impact of the 1980’s Latin American debt
crisis, as well as the late 1990’s Asian monetary crisis, certain
countries with financial difficulties accepted financial intervention
from the International Monetary Fund (IMF) and the World Bank.
These two organizations encouraged open markets and suggested
that developing countries place more emphasis on FDI as a tool to
151
promote economic development on a sustainable basis .
FDI is, in recent times, moving towards investing more in developing
economies. In the last decade for instance, foreign investment in
developing economies showed a notable growth of nearly 350%, as
compared with the corresponding figure for developed countries of
around 150% (see FIGURE A.4). Developing countries are becoming

150
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UNCTAD. 2013. Print.
Nunnenkamp, Peter. The Deadlock in Dealing with Developing Country Debt: A Review. Weltwirtschaftliches Archiv, 1990.
Web. 1 May 2013. < http://hdl.handle.net/10419/1472>
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increasingly attractive as investment destinations, not only because
they can fulfill various FDI criteria for investors, but also because
these countries are supported by a favorable investment environment
through the relaxation of rules regarding market entry and foreign
ownership, which improve the standards of treatment accorded to
152
foreign firms, and improve the functioning of markets .

Develo ping countries
were less vulnerable to
global or regional
economic slowdown
compared to developed
countri es, hence are
more favorable for
foreign investment.

The shift of investor focus towards developing economies as
alternative investment destinations by many multinational companies,
took place during the global financial crisis in 2008, when developed
countries felt the most direct impact from the economic slowdown.
Developing countries were far less vulnerable due to their continuing
economic growth and their exposure to the global economy. Such
favorable conditions gave foreign investors a sense of confidence in
investing in developing economies during the sluggish worldwide
economic slowdown. Investors also took into account the potential
economic growth within certain economies prior to investing and
chose to invest in countries which provided high returns. In 2010,
when the global economy started to recover, the FDI proportion as
compared between developing and developed economies was
evenly distributed – at around USD 620 billion.

FIGURE A.5
Developing Economies, for the Very First Time, Absorb More FDI Compared to Developed
Economies in 2012
FDI inflow by economy, 2006-2012
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The growth of investment in developing countries has been
supported by the economic development of emerging countries.
Those countries are considered to be the next pillar of the global
economy as they show prominent economic growth due to conducive
political and regulatory regimes, and a rise in consumer incomes.
One of the indicators of an emerging economy can be seen from the
amount of FDI inflow into that country. Most of the emerging
countries are located in Asia and Latin America (see BOX A.1).
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BOX A.1. Investment Climate in Various Emerging Economies
FIGURE A.6
Every Emerging Economy Experienced Decline in Its FDI
FDI value by countries, 2010-2012
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Brazil. Acknowledged as one of the world’s fastest growing and largest economies, Brazil has attracted
a number of foreign investors who have put their capital in various growing industrial sectors, e.g.
chemicals and food manufacturing.
Russia. With an average growth rate surpassing the level of 7%% during its ‘golden era’ (from 2000 to
2008), Russia remains the most attractive investment destination in Central and Eastern Europe for
certain strategic business sectors such as automotive, machinery and equipment.
India. Classified among the G-20 major economies, India is the tenth largest economy by GDP and the
third largest by purchasing power parity. Investors view the country as a potential investment destination,
especially for services, telecommunications and some industrial sectors.
China. Still considered by many as the best investment destination globally, China is home to a
tremendous number of foreign investors in various manufacturing sectors, including electronic
appliances, automobiles, consumer goods and textiles.
South Africa. The largest economy in the African continent, South Africa is home to many foreign
investors putting their capital in mining, manufacturing and financial services.
Mexico. As one of the most thriving economies in Central America, Mexico has received a great deal of
foreign investment, much of that in the manufacturing sector, such as household appliances and
automobiles.

Asia: Emerging as an Important Investment Destination
Among the regions possessing developing economies, Asia is
regarded as the powerhouse for foreign investment. The region
possesses strong economic growth, a considerable amount of
natural resources and a huge potential target market.
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FIGURE A.7
Asia is an Increasingly Important FDI Destination
FDI value by regions, 2010-2012
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Developing economies are still the major destination for FDI, some of
which possess strong growth potential to be the most favorable of
FDI destinations. Furthermore, these countries within developing
regional economies are predicted to have better investment
sustainability as most of them are undergoing serious reforms in their
investment climate.

Asia is regarded as the
powerhouse for
foreign investment
with its strong
economic growth,
abundant natural
resources and a huge
potential market.
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UNCTAD has divided developing economies into several major
regions in the world, namely Africa, Latin America, Asia, the
Caribbean, and others. From all these promising regions, FDI is still
mainly concentrated in Asia. In 2012, FDI inflow reached USD 407
billion, regardless of the decrease of approximately 4% from the
previous year. FDI in Asia accounted for almost 30% of total global
FDI in the same period.
Asia is a region blessed with abundant natural resources and a
growing population base. In 2011, for instance, coal and natural gas
production in Asia accounted for more than 50% of the world’s total
153
coal and natural gas production . In addition, Asia has also shown
strong economic growth for the past decade, with average an
average growth of 5.2% in the 2001-2010 period as compared to the
average growth in developing economies of 4.8% within the same
154
period . Furthermore, some of the countries within the region
provide a plentiful supply of productive labor with lower costs than
those in developed countries. Above all else, the massive population
in Asia, which accounts for more than 60% of the total world
population, constitutes an enormous, lucrative target market for
multinational corporations to invest in.

EIA. International Energy Statistics. EIA, 2013. Web. 1 May 2013.
<http://www.eia.gov/cfapps/ipdbproject/iedindex3.cfm?tid=3&pid=3&aid=6&cid=regions,&syid=2009&eyid=2013&unit=TCF>
IHS Global Insight. Global Insight’s Comparative World Overview. IHS Global Insight, 2013. Web. 1 May 2013.
<http://myinsight.ihsglobalinsight.com/servlet/cats?pageContent=downloadFile&serviceID=4078&file=2587902.ZIP>
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Southeast Asia: Emerging as an Important Investment
Destination
Within Asia, ASEAN is considered a major economic hub, as it offers
regional integration and various competitive advantages. Its member
economies have shown remarkable resilience after recovering from
the Asian financial crisis of 1997. Currently, this group of ten
Southeast Asian countries has been considered by many investors
as an important key investment destination together with other
emerging countries such as China and India.

FIGURE A.8
ASEAN Countries are Considered the Most Favorable for Investment
FDI stock value and population by countries, 2012
In USD billon and in million people, respectively
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Source: UNCTAD, IHS Global Insights, authors’ analysis

Based on the breakdown of foreign investment in Asian countries in
2012, China and India as the region’s economic giants, together
received around 21% of total investment, while major East Asian
countries, such as South Korea and Japan, received approximately
7%. ASEAN, on the other hand, received around 26% of total foreign
investment, which makes it the largest recipient among the above
countries.
From the FDI/GDP ratio perspective, ASEAN countries have
approximately 57% of their economy driven by foreign investment,
compared with around 10% and 12% for both China and India
respectively, and around 13% and 3% for South Korea and Japan,
respectively. This means that even though the potential market size
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is still smaller than China and India, most foreign investors from both
developed and developing economies have started to tap into the
ASEAN/Southeast Asia region, in order to expand their business
and/or capture new markets.

Emergence of people
in the mid dle class
income strata in
Southeast Asian
countries provid es an
opportunity for the
rise of the
consumption market.

The ASEAN region consists of a number of emerging economy
countries, such as Malaysia, Indonesia, Vietnam, Thailand and the
Philippines. Other countries in the region, such as Laos and
Myanmar, are catching up with other emerging countries as political
and economic reform coupled with improving international relations,
appears to have transformed the investment environment. Overall,
the whole ASEAN economy is depicted to have solid key investment
attractiveness factors due to favorable regulatory regimes and
potential economic growth. For instance, by 2020, the region will host
middle class income strata people with estimated aggregate
155
purchasing of USD 750 million . This additional population growth
provides an opportunity for the rise of the consumption market. In
addition, by 2015, the wage level of workers in the region will be 20 –
60% of those in China, provided that the quality of human resources
is sufficient156.
Within the region, Indonesia and Malaysia are the two countries that
are attracting the most foreign investment as those countries have
started to capitalize on their growth potential. Other emerging
neighboring countries, such as Thailand, Vietnam and Philippines are
relatively stable, or have experienced minor declines in terms of FDI.

FIGURE A.9
Indonesia is a Major FDI Destination in Southeast Asia
FDI in major ASEAN countries, 2010-2012
In USD billion
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Abonyi, George. The Emerging ASEAN Economic Community (AEC 2015) and the Challenge of Innovation - Micro View
(Part 2). Maxwell School of Syracuse University, 2012. Web. 1 May 2013.
<http://www.maxwell.syr.edu/uploadedFiles/exed/sites/asiapolicy/FINAL%20-%20June%20-%20GA%20Brief%202%20%20(Micro)%20Innovation%20and%20Emerging%20ASEAN%20Economic%20Community%20LS%20markup.pdf>
Kyung-Hoon, Kim. The Potential of ASEAN Revisited. SERI, 2013. Web. 1 May 2013.
<http://www.asia.udp.cl/Informes/2013/The-Potential-of-ASEAN-SERI.pdf>
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The resilient economies of Indonesia and Malaysia in recent years
provided a strong foundation to secure solid FDI projects. During the
period of May 2011 to May 2013, there have been approximately 304
and 327 FDI projects in Indonesia and Malaysia, respectively. On
average, both countries secured 12 to 13 projects every month within
the period which involved around 549 foreign investors.

FIGURE A.10
The Economies of Vietnam, Malaysia and Thailand are Primarily Driven by Foreign
Investment
FDI/GDP ratio in major ASEAN countries, 2012
70%

52%

52%
60%
Vietnam

FDI/GDP Ratio

50%

Malaysia
36%
23%

40%
30%
Thailand

12%

20%

Indonesia

10%
Philippines

0%
0

5

10

15

20

25

FDI Flows

Source: International Monetary Fund (IMF), UNCTAD

Indonesia has the
potential to accelerate
its economic growth
with FDI as one of the
key drivers.

Among the countries in the region, Vietnam, Malaysia and Thailand
had the largest FDI to GDP ratio. This ratio indicates how FDI
contributes to GDP. The result indicates that the major ASEAN
countries’ economic performance is driven largely by foreign
investment. The Philippines had a relatively small scale of
investment, with the FDI to GDP ratio being notably low. Indonesia,
on the other hand, had the largest FDI stock and FDI flows as of
2012, although the FDI to GDP ratio was lower than that for Vietnam,
Malaysia and Thailand. This implies that Indonesia has the potential
to accelerate its economic growth with FDI as one of the key drivers
in bringing the country forward as a leading economy in the world.
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Appendix B – Discrepancy of FDI Data between
BKPM and Bank Indonesia
FIGURE B.1
Discrepancy in the data set of FDI flow between BKPM and BI is mainly attributed to the
difference in the recording method
FDI flow of Indonesia from 1990-2010
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There are two main sources of FDI statistics in Indonesia, which are
the Indonesia Investment Coordinating Board (BKPM), who is in
charge to issue business licenses to domestic and foreign investors
and Bank Indonesia (BI), which record international capital flows as
part of balance of payment (BOP) statistics. Both sources provide a
different data set due to several underlying differences in the nature
of data recording, where the first relies on the monitoring activities
while the latter uses BOP method. The key differences between the
two data are as follow:
· Sector coverage. BKPM records FDI figures based on issued
business licenses. In fact, business licenses in particular sectors
such as in oil and gas, banking and non-bank financial services
sectors are issued under the authority of other government
institutions, i.e. ESDM for oil and gas sector and BI, OJK and
Bapepam for financial services sector. Hence, those sectors are
not recorded under the BKPM statistics while such data are
covered by BI statistics. However, data from BKPM are more
reliable in identifying geographical distribution of FDI in Indonesia
as it disaggregates FDI geographical source and destination.
· Definition of FDI projects. The data from BKPM includes all
investments made into a foreign capital investment company as
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FDI although it is in the form of joint venture with local partners.
This method includes equity contribution from local partners and
capital investment made by domestic investors as FDI amount,
while BI’s method only takes into account foreign capital inflow
including that in financial market. Furthermore, BI only regards a
particular project or company as FDI only if foreign investors own
at least 10% of stake ownership, resulting into overstatement of
BKPM’s FDI data compared to BI. BKPM data is more reliable in
terms of measuring the quality of investment by taking into
account the yield between FDI approvals and realization.
· Treatment toward divestment. BKPM approves modifications of
foreign stake ownership of a company post establishment but do
not record it in the FDI flow statistics as the outflow. On the other
hand, BI's FDI figures include divestment of foreign stake
ownership, including divestment of foreign equity at the end of a
project. Therefore, foreign divestment 1997 to 2000 is more
represented by BI's data, as reflected by a sharp decline in the
period in question.
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Appendix C – Sampling Methodology
The study is carried out by involving 35 major US companies in Indonesia which are members of
AmCham Indonesia. The number of participating US companies account for approximately 10% of the
AmCham members, which imply that the actual US contribution in Indonesia can potentially be larger.

TABLE C.1
There are 35 companies participating in the study.
List of participating US companies
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35

Company
PT A
PT B
PT C
PT D
PT E
PT F
PT G
PT H
PT I
PT J
PT K
PT L
PT M
PT N
PT O
PT P
PT Q
PT R
PT S
PT T
PT U
PT V
PT W
PT X
PT Y
PT Z
PT AA
PT AB
PT AC
PT AD
PT AE
PT AF
PT AG
PT AH
PT AI

Est. Size (2012)
USD 250 million- USD 500 million
Undisclosed
Above USD 500 million
Above USD 500 million
Above USD 500 million
Above USD 500 million
USD 1 million – USD 250 million
Undisclosed
USD 1 million – USD 250 million
Undisclosed
Undisclosed
USD 1 million – USD 250 million
USD 1 million – USD 250 million
Above USD 500 million
Undisclosed
USD 1 million – USD 250 million
Undisclosed
Undisclosed
USD 1 million – USD 250 million
Undisclosed
USD 1 million – USD 250 million
Above USD 500 million
Undisclosed
USD 1 million – USD 250 million
USD 1 million – USD 250 million
USD 250 million – USD 500 million
USD 1 million – USD 250 million
Undisclosed
Undisclosed
USD 1 million – USD 250 million
USD 1 million – USD 250 million
USD 1 million – USD 250 million
USD 1 million – USD 250 million
USD 1 million – USD 250 million
USD 1 million – USD 250 million

Sectors
Agriculture
Agriculture
Energy and Mining
Energy and Mining
Energy and Mining
Energy and Mining
Energy and Mining
Manufacturing
Manufacturing
Manufacturing
Life Sciences
Life Sciences
Consumer Goods
Consumer Goods
Consumer Goods
Consumer Goods
Consumer Goods
Consumer Goods
Consumer Goods
Consumer Goods
Consumer Goods
Consumer Goods
Automotive
Automotive
Financial Services
Financial Services
Financial Services
Financial Services
Information Technology
Information Technology
Information Technology
Other Services
Other Services
Other Services
Other Services

Source: Primary data
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Appendix D – Average Quantitative Data
Provided below is the list of average quantitative data obtained from the 35 US companies
participating in the study. The information presented in TABLE D.1 is illustrated as the quantitative
data of PT US FDI, a dummy manufacturing company that will be used further in elasticity analysis.

TABLE D.1
The average figures of the 35 US companies participating in the study are used as an
illustration to provide better understanding on elasticity analysis
Average of quantitative information from the participating US companies

No.

Key items

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

Revenue
Employees’ salaries and/or wages
Employees’ incentives
Domestic raw material value
Imported raw material value
Domestic capital goods value
Imported capital goods value
Domestic supporting material value
Imported supporting material value
Cost of electricity
Cost of fuel
Loan from banks or other financial institutions
Building rent expense
Land lease expense
Loan interest expense
Average total workers
Paid-in capital
Indirect tax expense
Value added tax (net)
Corporate income tax
Income tax from salaries payable
Charities, donations, and other social acts
CSR expenditures
Annual training budgets
Community development funds
Waste treatment
Value of export sales
Value of domestic sales

Average 2012 figures of 35 US
companies
(in USD, unless otherwise stated)
363,425,252
28,552,344
3,928,190
156,076,057
65,359,116
24,209,361
21,550,691
1,656,521
1,670,086
10,336,589
11,501,617
24,005,285
1,512,373
100,005
3,605,272
5,221 people
5,470,306
7,319,606
10,441,976
74,199,509
4,705,637
79,364
5,828,397
2,114,036
93,024
1,000,514
182,212,927
181,212,325

Source: Primary data
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Appendix E – Detailed Quantitative Analysis
Methodology
Autoregressive Distributed Lag Model (ADL)
The macro variable analysis is carried out by conducting estimation to understand the statistical
economic relations between FDI and the Indonesian macroeconomic variables. For this research, an
autoregressive distributed lag (ADL) model between US FDI and macroeconomic variables is utilized,
with the formula as follows:
=∝ +

+

+

In the formula, y or a macroeconomic variable is treated as a dependent variable with FDI as the
independent variable. If β and β are not significantly from zero, we can conclude that the current
and last year FDI do not have any statistical influence on the y macroeconomic variable. The test can
be easily carried by implementing F-test.
The relationship between FDI and macroeconomic variables can also be observed from the opposite
standpoint, whereby FDI is treated as a dependent variable with a macroeconomic variable as the
independent variable. Consequently, a comparable test can also be carried out with the formula as
follows:
=∝ +

+

+

The estimation is conducted for maximum lag of 1 and maximum lag of 4. The results of the
estimations can be seen in TABLE E.1 and TABLE E.2. The area highlighted in blue shows the
results of the ADL between the FDI variables and macroeconomic variables where the
macroeconomic variables were treated as the dependent variables. On the contrary, the area
highlighted in green shows the results where the FDI variables are treated as the dependent
variables.
The F-test shows neither US FDI nor Total FDI have statistical relations with Indonesian economic
variables in lag 1. Instead, there are two clusters, i.e. US FDI and Total FDI, and the macroeconomic
variables, in which both clusters are strongly correlated among each other.
However, a different set of results are indicated if the analyses are conducted by utilizing maximum
lag of 4 in the ADL model. In lag 4, the macroeconomic variables significantly influence FDI variables,
as can be seen in the area highlighted in green, where the majority of the probability values are below
5%. The results also indicate that there are several FDI variables that influence several of the
macroeconomics variables. In the area highlighted in blue, several items have probability values of
below 5%. For example, the growth of US FDI is identified to have an impact on private consumption,
growth of export, growth of import, interest rate, and inflation.
The analysis are also conducted for two ASEAN countries, those are Singapore and Philippines. The
results from the estimations using Indonesian data are similar to the results using Singaporean and
Philippines data.
All in all, it can be concluded that the impact of macroeconomic variables to FDI variables and vice
versa is more substantial when measured in a longer period of time.
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TABLE E.1
The relationship of FDI and GDP in Indonesia is relatively not significant in the first year after the capital injection
Relationship between Indonesia Macroeconomic Variables - Redundant Variable Test of Autoregressive Form: Lag 1
Figure presented in probability value
Dependent
Variable
GFDI
GUSFDI
FDI/GDP
USFDI/GDP
USFDI/TOTFDI
GGDP
GCON
GGOV
GEXP
GIMP
GIMP
GINT
GCPI

GFDI

GUSFDI

FDI/GDP

USFDI/GDP

0.02

0.00
0.13

0.05
0.00
0.13

0.01
0.00
0.09
0.22
0.59
0.87
0.50
0.22
0.32
0.89
0.93
0.72

0.03
0.00
0.00
0.83
0.95
0.55
0.35
0.58
0.87
0.75
0.76

0.37
0.79
0.80
0.94
0.44
0.19
0.27
0.92
0.39
0.52

0.00
0.81
0.69
0.70
0.75
0.96
0.98
0.84
0.92

Independent Variables
USFDI/TOTFDI GGDP GCON
0.16
0.00
0.29
0.00
0.87
0.70
0.72
0.86
0.86
0.98
0.68
0.99

0.76
0.92
0.48
0.88
0.86
0.00
0.00
0.04
0.01
0.02
0.00
0.00

GGOV

GEXP

GIMP

GIMP

GINT

GCPI

0.59
0.63
0.48
0.70
0.72
0.00
0.19

0.19
0.28
0.14
0.88
0.93
0.07
0.49
0.95

0.19
0.65
0.10
0.96
0.94
0.02
0.11
0.89
0.00

0.86
0.68
0.81
0.88
0.99
0.00
0.05
0.01
0.00
0.00

0.79
0.58
0.46
0.40
0.36
0.00
0.00
0.00
0.19
0.13
0.01

0.68
0.78
0.58
0.88
0.86
0.00
0.00
0.00
0.10
0.01
0.13
0.00

0.81
0.91
0.52
0.81
0.84
0.00
0.09
0.31
0.08
0.02
0.00
0.00

Note: GFDI: FDI growth
GUSFDI: US FDI growth
USFDI/GDP: share US FDI to GDP
USFDI/TOTFDI: share US FDI to Total FDI
GGOV: government consumption growth
GEXP: export growth
GINT: continuously compounded real interest rate log(1+r/100)

0.77
0.50
0.02
0.02
0.00

0.00
0.50
0.58
0.13

0.50
0.37
0.02

0.01
0.00

0.00

FDI/GDP: share of FDI to GDP
GCON: private consumption growth
GIMP: import growth
GCPI: inflation rate

The value below 5% (0.05) shows significant relations; otherwise it indicate non-significant relations

Source: CEIC database (estimated)
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TABLE E.2
The relationship of FDI and GDP in Indonesia is significant in the fourth year after the capital injection
Relationship between Indonesia Macroeconomic Variables - Redundant Variable Test of Autoregressive Form: Lag 4
Figure presented in probability value

Dependent
Variable
GFDI
GUSFDI
FDI/GDP
USFDI/GDP
USFDI/TOTFDI
GGDP
GCON
GGOV
GEXP
GIMP
GIMP
GINT
GCPI

GFDI

GUSFDI
0.04

0.05
0.00
0.12
0.09
0.01
0.00
0.04
0.22
0.22
0.36
0.12
0.02

0.01
0.00
0.00
0.14
0.01
0.69
0.02
0.02
0.06
0.01
0.07

FDI/GDP
0.00
0.00
0.02
0.03
0.29
0.28
0.19
0.23
0.35
0.25
0.21
0.20

USFDI/GDP
0.02
0.00
0.04
0.00
0.82
0.03
0.80
0.66
0.82
0.00
0.04
0.92

Independent Variables
USFDI/TOTFDI GGDP GCON
0.02
0.00
0.01
0.00
0.00
0.03
0.21
0.00
0.02
0.01
0.01
0.06
0.00
0.02
0.66
0.00
0.02
0.00
0.88
0.00
0.00
0.94
0.00
0.17
0.87
0.00
0.10
0.01
0.01
0.00
0.01
0.00
0.00
0.99
0.00
0.00

GGOV
0.01
0.14
0.01
0.20
0.01
0.00
0.11

Note: GFDI: FDI growth
GUSFDI: US FDI growth
USFDI/GDP: share US FDI to GDP
USFDI/TOTFDI: share US FDI to Total FDI
GGOV: government consumption growth
GEXP: export growth
GINT: continuously compounded real interest rate log(1+r/100)

0.07
0.01
0.00
0.01
0.00

GEXP
0.06
0.00
0.11
0.09
0.09
0.02
0.12
0.93
0.00
0.47
0.39
0.03

GIMP
0.02
0.00
0.10
0.15
0.08
0.01
0.10
0.83
0.00
0.95
0.24
0.01

GIMP
0.03
0.00
0.10
0.02
0.00
0.00
0.00
0.00
0.00
0.00
0.00
0.00

GINT
0.07
0.01
0.06
0.01
0.00
0.00
0.00
0.00
0.13
0.23
0.06

GCPI
0.00
0.00
0.00
0.03
0.00
0.00
0.00
0.00
0.00
0.00
0.04
0.00

0.00

FDI/GDP: share of FDI to GDP
GCON: private consumption growth
GIMP: import growth
GCPI: inflation rate

The value below 5% (0.05) shows significant relations; otherwise it indicate non-significant relations

Source: CEIC database (estimated)
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TABLE E.3
The relationship of FDI and GDP in Philippines is not yet significant in the first year after the capital injection
Relationship between Philippines Macroeconomic Variables - Redundant Variable Test of Autoregressive Form: Lag 1
Figure presented in probability value
Dependent
Variable
GFDI
GUSFDI
FDI/GDP
USFDI/GDP
USFDI/TOTFDI
GGDP
GCON
GGOV
GEXP
GIMP
GEXE
GINT
GCPI

GFDI

GUSFDI
0.00

0.23
0.00
0.06
0.20
0.05
0.38
0.78
0.69
0.28
0.18
0.38
0.32

0.00
0.06
0.20
0.05
0.38
0.78
0.69
0.28
0.18
0.38
0.32

FDI/GDP
0.00
0.23
0.00
0.32
0.02
0.51
0.64
0.20
0.05
0.45
0.01
0.03

USFDI/GDP
0.09
0.23
0.00
0.04
0.55
0.29
0.48
0.68
0.08
0.30
0.01
0.40

Independent Variables
USFDI/TOTFDI GGDP GCON
0.01
0.02
0.38
0.23
0.23
0.23
0.60
0.08
0.32
0.06
0.06
0.26
0.05
0.13
0.16
0.26
0.10
0.11
0.26
0.26
0.94
0.84
0.03
0.36
0.22
0.00
0.26
0.21
0.51
0.85
0.64
0.44
0.60
0.71
0.04
0.14

GGOV
0.09
0.23
0.10
0.28
0.37
0.18
0.89

Note: GFDI: FDI growth
GUSFDI: US FDI growth
USFDI/GDP: share US FDI to GDP
USFDI/TOTFDI: share US FDI to Total FDI
GGOV: government consumption growth
GEXP: export growth
GINT: continuously compounded real interest rate log(1+r/100)

0.27
0.57
0.54
0.36
0.02

GEXP
0.64
0.23
0.23
0.14
0.24
0.06
0.84
0.69
0.01
0.59
0.99
0.68

GIMP
0.24
0.23
0.10
0.01
0.01
0.00
0.85
0.38
0.00
0.65
0.04
0.17

GEXE
0.28
0.23
0.33
0.47
0.69
0.02
0.85
0.58
0.70
0.01
0.12
0.17

GINT
0.57
0.23
0.21
0.80
0.75
0.37
0.63
0.43
0.81
0.04
0.38

GCPI
0.23
0.23
0.91
0.95
0.21
0.01
0.05
0.27
0.76
0.74
0.86
0.01

0.03

FDI/GDP: share of FDI to GDP
GCON: private consumption growth
GIMP: import growth
GCPI: inflation rate

The value below 5% (0.05) shows significant relations; otherwise it indicate non-significant relations

Source: CEIC database (estimated)
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TABLE E.4
The relationship of FDI and GDP in Philippines is significant in the fourth year after the capital injection
Relationship between Philippines Macroeconomic Variables - Redundant Variable Test of Autoregressive Form: Lag 4
Figure presented in probability value
Dependent
Variable
GFDI
GUSFDI
FDI/GDP
USFDI/GDP
USFDI/TOTFDI
GGDP
GCON
GGOV
GEXP
GIMP
GEXE
GINT
GCPI

GFDI

GUSFDI
0.00

0.28
0.01
0.56
0.26
0.10
0.23
0.14
0.02
0.44
0.10
0.14
0.01

0.01
0.56
0.26
0.10
0.23
0.14
0.02
0.44
0.10
0.14
0.01

FDI/GDP
0.01
0.28
0.05
0.05
0.02
0.28
0.18
0.27
0.28
0.04
0.01
0.11

USFDI/GDP
0.23
0.28
0.05
0.11
0.02
0.14
0.13
0.34
0.25
0.03
0.02
0.11

Independent Variables
USFDI/TOTFDI GGDP GCON
0.10
0.20
0.60
0.28
0.28
0.28
0.15
0.16
0.30
0.24
0.32
0.41
0.15
0.06
0.04
0.42
0.06
0.09
0.10
0.42
0.28
0.46
0.01
0.09
0.20
0.00
0.19
0.01
0.33
0.15
0.19
0.16
0.34
0.03
0.05
0.15

GGOV
0.17
0.28
0.37
0.23
0.08
0.01
0.97

Note: GFDI: FDI growth
GUSFDI: US FDI growth
USFDI/GDP: share US FDI to GDP
USFDI/TOTFDI: share US FDI to Total FDI
GGOV: government consumption growth
GEXP: export growth
GINT: continuously compounded real interest rate log(1+r/100)

0.17
0.45
0.17
0.38
0.04

GEXP
0.01
0.28
0.29
0.17
0.07
0.00
0.08
0.01
0.00
0.10
0.57
0.19

GIMP
0.46
0.28
0.40
0.24
0.24
0.00
0.10
0.05
0.00
0.41
0.30
0.07

GEXE
0.46
0.28
0.40
0.17
0.17
0.02
0.16
0.01
0.06
0.01
0.06
0.52

GINT
0.41
0.28
0.06
0.24
0.36
0.24
0.16
0.49
0.03
0.00
0.58

GCPI
0.28
0.28
0.28
0.24
0.04
0.04
0.02
0.08
0.12
0.17
0.91
0.00

0.00

FDI/GDP: share of FDI to GDP
GCON: private consumption growth
GIMP: import growth
GCPI: inflation rate

The value below 5% (0.05) shows significant relations; otherwise it indicate non-significant relations

Source: CEIC database (estimated)
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TABLE E.5
The relationship of FDI and GDP in Singapore is not significant in the first year after the capital injection
Relationship between Singapore Macroeconomic Variables - Redundant Variable Test of Autoregressive Form: Lag 1
Figure presented in probability value
Dependent
Variable
GFDI
GUSFDI
FDI/GDP
USFDI/GDP
USFDI/TOTFDI
GGDP
GCON
GGOV
GEXP
GIMP
GEXE
GINT
GCPI

GFDI

GUSFDI
0.00

0.74
0.16
0.73
0.91
0.74
0.64
0.23
0.99
0.74
0.95
0.21
0.25

0.16
0.73
0.91
0.74
0.64
0.23
0.99
0.74
0.95
0.21
0.25

FDI/GDP
0.15
0.74
0.24
0.66
0.14
0.16
0.46
0.02
0.08
0.31
0.39
0.07

USFDI/GDP
0.13
0.74
0.21
0.00
0.75
0.13
0.58
0.57
0.53
0.31
0.75
0.32

Independent Variables
USFDI/TOTFDI GGDP GCON
0.83
0.57
0.89
0.74
0.74
0.74
0.16
0.11
0.45
0.00
0.42
0.52
0.87
0.09
0.79
0.00
0.15
0.00
0.55
0.60
0.19
0.98
0.00
0.08
0.90
0.00
0.03
0.13
0.45
0.81
0.50
0.00
0.26
0.09
0.03
0.36

GGOV
0.90
0.74
0.48
0.25
0.18
0.37
0.19

Note: GFDI: FDI growth
GUSFDI: US FDI growth
USFDI/GDP: share US FDI to GDP
USFDI/TOTFDI: share US FDI to Total FDI
GGOV: government consumption growth
GEXP: export growth
GINT: continuously compounded real interest rate log(1+r/100)

0.32
0.26
0.14
0.59
0.98

GEXP
0.41
0.74
0.01
0.49
0.99
0.00
0.07
0.79
0.00
0.19
0.01
0.02

GIMP
0.37
0.74
0.01
0.38
0.98
0.00
0.02
0.82
0.00
0.39
0.03
0.00

GEXE
0.80
0.74
0.75
0.25
0.33
0.08
0.56
0.68
0.01
0.00
0.13
0.06

GINT
0.31
0.74
0.66
0.89
0.75
0.00
0.23
0.72
0.00
0.01
0.27

GCPI
0.74
0.74
0.02
0.17
0.79
0.11
0.11
0.94
0.00
0.00
0.83
0.96

0.01

FDI/GDP: share of FDI to GDP
GCON: private consumption growth
GIMP: import growth
GCPI: inflation rate

The value below 5% (0.05) shows significant relations; otherwise it indicate non-significant relations

Source: CEIC database (estimated)
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TABLE E.6
The relationship of FDI and GDP in Singapore is significant in the fourth year after the capital injection
Relationship between Singapore Macroeconomic Variables - Redundant Variable Test of Autoregressive Form: Lag 4
Figure presented in probability value
Dependent
Variable
GFDI
GUSFDI
FDI/GDP
USFDI/GDP
USFDI/TOTFDI
GGDP
GCON
GGOV
GEXP
GIMP
GEXE
GINT
GCPI

GFDI

GUSFDI
0.00

0.74
0.16
0.73
0.91
0.74
1.00
1.00
0.00
0.01
1.00
1.00
1.00

0.16
0.73
0.91
0.74
1.00
1.00
0.00
0.01
1.00
1.00
1.00

FDI/GDP
0.15
0.74
0.24
0.66
0.14
1.00
1.00
0.00
0.01
1.00
1.00
1.00

USFDI/GDP
0.13
0.74
0.21
0.00
0.75
1.00
1.00
0.00
0.01
1.00
1.00
1.00

Independent Variables
USFDI/TOTFDI GGDP GCON
0.83
0.57
0.89
0.74
0.74
0.74
0.16
0.11
0.45
0.00
0.42
0.52
0.87
0.09
0.79
0.00
1.00
0.00
1.00
0.35
0.40
0.00
0.00
0.07
0.01
0.00
0.04
1.00
0.09
0.18
1.00
0.00
0.61
1.00
0.17
0.55

GGOV
0.90
0.74
0.48
0.25
0.18
0.13
0.14

Note: GFDI: FDI growth
GUSFDI: US FDI growth
USFDI/GDP: share US FDI to GDP
USFDI/TOTFDI: share US FDI to Total FDI
GGOV: government consumption growth
GEXP: export growth
GINT: continuously compounded real interest rate log(1+r/100)

0.09
0.05
0.01
0.09
0.06

GEXP
0.41
0.74
0.01
0.49
0.99
0.00
0.10
0.61
0.00
0.21
0.00
0.09

GIMP
0.37
0.74
0.01
0.38
0.98
0.00
0.03
0.86
0.00
0.32
0.00
0.02

GEXE
0.80
0.74
0.75
0.25
0.33
0.15
0.70
0.22
0.00
0.00
0.01
0.02

GINT
0.31
0.74
0.66
0.89
0.75
0.00
0.54
0.70
0.00
0.00
0.24

GCPI
0.74
0.74
0.02
0.17
0.79
0.02
0.34
0.32
0.00
0.00
0.22
0.24

0.00

FDI/GDP: share of FDI to GDP
GCON: private consumption growth
GIMP: import growth
GCPI: inflation rate

The value below 5% (0.05) shows significant relations; otherwise it indicate non-significant relations

Source: CEIC database (estimated)
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TABLE E.7
Indonesian GDP growth encourages higher FDI inflow in the long-run
Long-run relationship between FDI variables and Indonesian GDP growth
Earliest Lag of
Independent
Variable

Long Run
Coefficient

Prob.
Value

GDP Growth

3

4.737

0.004

Growth USFDI

GDP Growth

2

1.832

0.488

Share of FDI to GDP

GDP Growth

3

1.474

0.024

Share of USFDI to GDP

GDP Growth

2

-0.025

0.934

Share of USFDI to Total
FDI

GDP Growth

1

0.831

0.043

Ln(FDI)

Ln(GDP)

3

2.558

0.000

Ln(USFDI)

Ln(GDP)

3

0.444

0.000

GDP Growth

Growth FDI

1

0.072

0.011

GDP Growth

Growth USFDI

0

0.030

0.057

GDP Growth

Share of FDI to GDP

1

0.916

0.000

GDP Growth

Share of USFDI to GDP

-

-

-

GDP Growth

Share of USFDI to Total FDI

-

-

-

Ln(GDP)

Ln(FDI)

-

-

-

Ln(GDP)

Ln(USFDI)

-

-

-

Dependent Variables

Independent Variable

Growth FDI

Note: Figures in bold show significant relationship
Source: CEIC database

To get a better understanding on the relationship between FDI variables and macroeconomic variables,
the ADL model is also utilized to identify the relationship between those variables in the long-run. As
shown in TABLE E.7, GDP growth influences the growth of total FDI, the share of FDI to GDP, and share
of US FDI to Total FDI in the long-run. Meanwhile, ln(GDP) has long run relationship with ln(FDI) and
ln(USFDI). Such result indicated that the robustness of Indonesian GDP growth has attracted foreign
companies, including US FDI companies, to invest in Indonesia.
The earliest lag of independent variable shows the first lag of independent variable which is significant for
dependent variable. The result shows that the earliest lag, which is significant, is mainly more than lag 1,
indicating that the investors in Indonesia are majorly prudent. Investors have a high tendency to wait for
official announcement and publicized data before making any investment decision. Furthermore, it is
indicated that FDI variables, including the growth of FDI, the growth of US FDI, and the share of US FDI
to GDP, influence GDP growth in the long run. However, the magnitude is not as significant as its
counterpart, i.e. GDP to FDI.
The results for both Philippines and Singapore are provided to give comparative assessment on the
relationship between FDI variables and macroeconomic variables.
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TABLE E.8
Higher FDI inflow is experienced earlier in Philippines and Singapore compared to in Indonesia
Long-run relationship between FDI variables and the GDP growth in Philippines and Singapore
Philippines
Dependent Variable
Growth FDI
Growth USFDI
Share of FDI to GDP
Share of USFDI to GDP
Share of USFDI to Total
FDI
Ln(FDI)
Ln(USFDI)
GDP Growth
GDP Growth
GDP Growth
GDP Growth
GDP Growth
Ln(GDP)
Ln(GDP)

GDP Growth
GDP Growth
GDP Growth
GDP Growth

0
0
0
-

Long Run
Coefficient
27.7203
27.9432
6.3629
-

GDP Growth
Ln(GDP)
Ln(GDP)
Growth FDI
Growth USFDI
Share of FDI to GDP
Share of USFDI to GDP
Share of USFDI to Total FDI
Ln(FDI)
Ln(USFDI)

1
0
0
0
0
0
0

3.4812
3.0348
2.4091
0.0284
0.0386
0.0945
11.2053

0.0000
0.0002
0.0167
0.0004
0.8266
0.9092
0.5212

Long Run
Coefficient
0.0000
2.1662
0.0311
0.4851
-

Prob.
Value
0.0000
0.0000
0.0020
0.0000
-

Independent Variable

Earliest Lag of
Independent Variable

Prob.
Value
0.0005
0.0027
0.4334
-

Singapore
Dependent Variable
Growth FDI
Growth USFDI
Share of FDI to GDP
Share of USFDI to GDP
Share of USFDI to Total FDI
Ln(FDI)
Ln(USFDI)
GDP Growth
GDP Growth
GDP Growth
GDP Growth
GDP Growth
Ln(GDP)
Ln(GDP)

Independent Variable
GDP Growth
GDP Growth
GDP Growth
GDP Growth
GDP Growth
Ln(GDP)
Ln(GDP)
Growth FDI
Growth USFDI
Share of FDI to GDP
Share of USFDI to GDP
Share of USFDI to Total FDI
Ln(FDI)
Ln(USFDI)

Earliest Lag of
Independent Variable
2
0
1
0
-

Note: Figures in bold show significant relationship
Source: CEIC database
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SAM Framework
A Social Accounting Matrix (SAM) is a square matrix that describes monetary flows from a variety of
economic transactions. One of the fundamental characteristics of SAM is its ability to represent
comprehensive and consistent information on the economic relationship among production and factors,
as well as the government, households and private sector157. A SAM can be used to estimate multiplier
effects within and between domestic sectors due to economy-wide income generation158. It also permits
the examination of the impact of policy or external variables on households’ income distribution in rural
and urban areas159.
For the purpose of this report, our study utilizes the Indonesian SAM framework published by the Central
Bureau of Statistic (BPS) to measure the macroeconomic and microeconomic impact of US FDI160. In this
effort, we estimate the impact of accumulated US FDI from 2004-2012 on Indonesian income, GDP and
employment (see FIGURE E.1).

FIGURE E.1
US FDI impacts with regard to income, GDP and employment are able to be quantified with SAM
framework
Research framework: SAM

Variable:
Accumulated US FDI
from 2004-2012

Indonesian Social
Accounting Matrix:

Indonesian Macro and
Microeconomic Impacts:

(Sistim Neraca Sosial
Ekonomi, SNSE)

Output, GDP, Employment

Source: Author’s analysis (2013)

The Indonesian SAM is a skeletal system presented in matrix form, which provides a broad overview of
Indonesian economic and social conditions and the inter-relationship between the two in a
comprehensive, consistent and integrated form. It covers a wide range of economic and social data. This
data is consistent because it ensures that the balance of transactions in each balance sheet is contained
in it. The columns on the SAM represent spending (expenditures) while the rows describe the recipients
(see TABLE E.9).
157

158

159
160

Daryanto, Arief and Yundy Hafizrianda. ”Analisis Input-Output dan Social Accounting Matrix untuk Pembangunan Ekonomi
Daerah”. IPB Press, 2010. Print.
Finn, Tarp, David Roland-Holst and John Rand. “Trade and Income Growth in Vietnam: Estimates from a New Social Accounting
Matrix”. Munich Personal RePEC Achive, 2002. Print.
Siddiqui, Rizwana, and Zafar Iqbal. Social Accounting Matrix of Pakistan for 1989-90. PIDE, 1999. Print.
Badan Pusat Statistik. “Social and Economic Balance System 2008”. BPS, 2010. Print.
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FIGURE E.2
Each party in the economy is interrelated to other parties through the transfer of funds
Flow diagram of economy circulation
Factor
earnings
(value added)

Domestic private savings

Factor
markets
Direct taxes

Fiscal

Indirect taxes

Households

Productive
activities

Consumption
spending (C)

Export (E)

Investment

Social

Commodity
markets
Sales

Government

Recurrent
spending (G)

Investment
demand (I)

Import (M)

Rest of the
world
Remittances

Foreign grants
and loans

Capital
inflows

Source: Breisinger et al. (2010)

The basic Indonesian SAM framework includes 4 main balance sheets161, namely: (a) The balance sheet
of factors of production, (b) The balance sheet of the institutions, (c) The balance sheet of the production
sector, and (d) The balance sheet of the exogenous capital account and the rest of the world (ROW).
Each balance sheet occupies designated rows and columns, which intersection initiates certain activities
(see TABLE E.9).

161

Civardi, M., R. Vega Pansini and R. Targetti Lenti. “Extensions to the Multiplier Decomposition Approach in a SAM Framework:
An Application to Vietnam”. Economic Systems Research, 2010. Print.
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TABLE E.9
Each of the 4 stakeholders in the economy is interrelated to each other
Matrix of relationship among the 4 stakeholders in the economy

Spending
Production
Factor

Institution

Production
Factor

Recipients

Institution

Income
allocation from
production factor
to institution

Production
Sector

Other Sheet

Total

Allocation of
added value
to production
factors

Income of
production
factors from
abroad

Income
distribution
by
production
factors

Transfer from
abroad

Institutional
income
distribution

Transfer
among
institutions

Final
demand

Intermediate
demand

Export and
investment

Total Output

Other Sheet

Income
allocation from
production factor
to abroad

Saving

Import,
indirect tax

Transfer and
other balances

Total receipt

Total

Spending
distribution of
production factor

Institutional
spending
distribution

Total input

Total other
spending

Production
Sector

Source: BPS (2010)

The balance sheet of institutions includes households, enterprises, and governments. Households are
classified into groups of mutually distinct socioeconomic levels. In Indonesian SAM 2008 data, the
households were divided into eight groups. The households income is derived from the factors of
production transfer both inter-household transfers, transfers from government and from companies and
from abroad. Household expenditures are devoted to the consumption of goods and income taxes as
well as some incorporated to saving in the capital account. Meanwhile, institutional income of the
company comes from the profits and a portion of the transfer and government expenditure might be
realized in the form of consumption of goods and services, transfers to households and firms as well as
some forms of saving.
In our analysis, we are estimating in the impact of increases in FDI on output, GDP and employment. To
do this, we can calculate the implied sectoral multipliers for investment in each sector. These are set out
in Table E.11. For example, for every million USD invested in manufacturing, overall production
increases by 3.2 million USD, GDP (i.e. production less intermediate inputs) increases by 1.4 million
USD, and employment increases by 323 person years.
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TABLE E.10
The multiplier figures indicate that agriculture, as well as trade and consumer services will
bring major impact to the economy.
Result of SAM analysis

Multiplier
(1)

(2)

(3)

Production Output

GDP

Labor
(jobs/USD Million)

Agriculture, Fisheries, and Forestry
Mining and Quarrying
(incl. Oil and Gas)

3.6

1.9

718

2.5

1.5

197

3

Manufacturing

3.2

1.4

323

4

Construction

3.4

1.4

203

5

Wholesale and Retail Trade; Repair of
Motor Vehicles; Household Goods

4.5

1.7

323

Hotel and Restaurant
Transport, Storage and
Communication

4.1

1.8

648

3.2

1.5

558

Financial Intermediary Institutions

2.9

1.6

387

2.7

1.5

240

3.5

1.7

243

2.6

1.4

494

No.

Sector

1
2

6
7
8

Real Estate, Rental, and Business
Services
Social Service, Social, and Other
Individuals
Others

9
10
11

Source: Authors’ analysis

For the purpose of this study, we took the distribution of US FDI among sectors reported by Bank
Indonesia from 2004 to 2012 and the multipliers in the table above to develop an overall multiplier for US
FDI. These multipliers are:
• US FDI on national production: USD2.75 for every USD invested;
•

US FDI on national GDP: USD1.44 for every USD invested; and

•

US FDI on Employment: 242 jobs per million USD invested.

Elasticity analysis
Utilizing the data from 35 participating US companies, this research estimates the contribution of the US
FDI to several aspects. This research applies the concept of elasticity, which measures the significance of
changing one economic variable (x) to another variable (y):

Whereby:

=

∆ ( ) ∆
=
∆ ( ) ∆

y = the US firms’ key performance indicators (e.g. employment, tax payment, CSR spending, etc)
x = US company’s conduct (e.g. output - value added, etc).
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In the analysis, this study utilizes the median value of the companies’ elasticity instead of the mean value
due to better measurement of central tendency to mitigate the risk of having non-symmetric (skewed)
distribution, therefore leading to better validity and reliability of the result162.
Cost Function
This function indicates the relationship between output and cost of production. Such elasticity measures
the degree of impact from the change in total cost of production (C) to the change in or value added (Q):
∆ ( ) ∆
=
=
∆ ( ) ∆

TABLE E.11 represents the median of cost elasticity with respect to output (value added) from the data
provided by US companies participating in the study. The elasticity calculation is based on the ratio of the
difference in the value of the logarithm form of the cost value and value added for two periods of
observation. Positive figure implies that increase in the output (value added) leads to increase in the cost
of factor of production. In contrast, negative figure implies that increase in the output (value added) leads
to decrease in the cost of production. The information obtained from the participating US companies
indicates that all costs of production have positive elasticity toward output, except total value of imported
capital goods, total value of imported supporting materials and loan interest expense. Such findings
provide an indication that US companies tend to purchase capital goods and supporting materials from
domestic companies instead of relying on import. Therefore, domestic companies that support the
operation of US companies are benefited by the increase in the US companies’ output value.

TABLE E.11
All factors of production have positive elasticity except total value of import capital goods and
import supporting materials, as well as loan interest expense
Cost elasticity of participating US companies toward output from 2007-2012

No

162

Cost of Production

Median of Elasticity with Respect to Output
(Value Added) 2007-2012

1

Employees’ salaries and/or wages

0.60

2

Employees’ incentives

0.29

3

Domestic raw material value

0.57

4

Imported raw material value

1.08

5

Domestic capital goods value

0.34

6

Imported capital goods value

(0.40)

7

Domestic supporting material value

0.06

8

Imported supporting material value

(0.05)

9

Cost of electricity

0.15

Hinloopen, J. and Charles Marrewijk. On the empirical distribution of the Balassa index. Review of World Economics, 2001.
Web. 10 June 2013. < http://hdl.handle.net/10.1007/BF02707598>
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10

Cost of fuel

0.26

11

Loan from banks or other financial institutions

0.22

12

Building rent expense

0.86

13

Land lease expense

1.06

14

Loan interest expense

(0.44)

Source: Primary data, Authors’ calculation

Factor of Production
Both basic factors of production, i.e. land, labor and capital and secondary ones, i.e. materials and
energy, typically determine the quantity of output. However, every increase in the output does not
necessarily translate into increment in the demand of production factors. To observe the relationship
between output and demand of production factors, it is necessary to measure the production factors (Fi)
elasticity with respect to value added (Q), which is formulated as follows:
=

∆ ( ) ∆
=
∆ ( ) ∆

TABLE E.12 shows the median of elasticity of factor of productions with respect to value added (revenue)
for the participating US companies for 2007-2012. The elasticity calculation is based on the ratio of the
difference in the value of the logarithm form of the factor of productions and value added for two periods
of observation. Workers can be divided into two i.e. permanent or contract and male or female. Male
permanent, female permanent and male contract workers have positive elasticity. However, the highest
elasticity is shown in the growth of male contract workers. A similar positive trend is also found with
regard to the capital, which signifies US FDI companies’ willingness to inject more capital in supporting
the company’s business expansion.

TABLE E.12
There is a positive correlation between the demand of all production factors and output
Factor demand elasticity of participating US companies toward output from 2007-2012

No

Factor of Production

Median of Elasticity

1

Male permanent workers

0.22

2

Female permanent workers

0.11

3

Male contract workers

1.08

4

Female contract workers

0.07

5

Paid-in capital

0.22

Source: Primary data, Authors’ calculation
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Tax Expenditures Elasticity
Multinational companies including US FDI companies are considered as the most important factors in the
processes of liberalization and globalization. Governments in many countries, especially in the developing
ones, often compete against one another to attract FDI in increasing its state revenue derived from tax. In
order to measure the significance of US FDI to the Government’s tax revenue, this research applies tax
expense (Ti) elasticity with respect to value added (Q), which is formulated as follows:
=

∆ ( ) ∆
=
∆ ( ) ∆

TABLE E.13 represents the median of tax expenditures elasticity with respect to value added for the
participating US companies for 2007-2012. The elasticity calculation is based on the ratio of the
difference in the value of the logarithm form of the tax expense and value added for two periods of
observation. All tax expenditures have positive elasticity. The elasticity of value added tax (net) is the
highest with the value of 1.5, which means that every percentage increment in the output will
consequently increase value added expense by 1.5%, hence providing additional tax revenue for the
government.

TABLE E.13
Increase in US FDI companies’ output has contributed to the various types of taxes paid to the
government
Tax elasticity of participating US companies toward output from 2007-2012

No

Tax

Median of Elasticity

1

Indirect tax expense

0.64

2

Value added tax (net)

1.50

3

Corporate income tax

0.98

4

Income tax from salaries payable

0.45

Source: Primary data, Authors’ calculation

CSR and Training
Social responsibility is an obligation every individual or organization, including business entity, has to
carry out in order to sustain a balance between the economy and the environment, including society. CSR
provides a clearer direction with regard to the business operation to perform ethically and contribute to
economic development. CSR is aimed to improve the quality of life of the workforce and their families in
specific, and the local community and society at large in general. This research applies Gift, CSR and
Training expenses (Gi) elasticity with respect to value added (Q) which is formulated as follows:
=

∆ ( ) ∆
=
∆ ( ) ∆
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TABLE E.14 exhibits the median of elasticity of donation, training and CSR expenditures with respect to
value added for the participating US companies. The elasticity calculation is based on the ratio of the
difference in the value of the logarithm form of donation, CSR and training expenditures and value added
for the periods of observation. The result shows that all of the dependent variables are inelastic to the
revenue.

TABLE E.14
Social acts, CSR activities and training budget are found to be positively correlated to the
company’s output
CSR and training elasticity of participating US companies toward output from 2007-2012

No

CSR and Training

Median of Elasticity

1

Charities, donations, and other social acts

0.37

2

CSR expenditures

0.35

3

Annual training budgets

0.08

Source: Primary data, Authors’ calculation

Social and Environment
As elaborated in the body of this report, the majority of US FDI companies are more likely to incorporate
the development of surrounding society and environment as part of its business strategy. However,
different societies have different perceptions on the existence of foreign companies in region, economic
role of foreign companies, economy, social disorganization, poverty and income distribution,
discrimination, education, etc. An issue that is considered trivial in a society might be regarded as a highly
prioritized issue in another group of society. In Indonesia, the most common issues are mainly related to
preservation, restoration and/or improvement of the natural environment as well as community
engagement. Therefore, US FDI companies’ contribution to the surroundings can be roughly assessed by
the fund allocated for surrounding community and the waste treatment expense. This research applies
Funds allocated for surrounding community and Waste treatment expense expenses (FWi) elasticity with
respect to value added (Q) with formula as follows:
=

∆ (
) ∆
=
∆ ( )
∆

The elasticity calculation is based on the ratio of the difference in the value of the logarithm form of the
funds allocated for surrounding community and value added for two periods of observation. It was found
that the elasticity of funds allocated for surrounding community and waste treatment expense are higher
compared to those in TABLE E.14, i.e. charities, donations and other social acts; the amount of CSR
expenditure; annual training budgets. It implies that the participating US companies have a higher
tendency to contribute back to the society and environment as their company grows in order to prevent
social conflicts.
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TABLE E.15
Community development funds and waste treatment expenditures are found to be positively
correlated to the company’s output
Social and environment elasticity of participating US companies toward output from 2007-2012

No

Social Contribution

Median of Elasticity

1

Community development funds

0.51

2

Waste treatment

0.58

Source: Primary data, Authors’ calculation

Market Orientation
Product distribution for both domestic and international markets is the process of making a product or
service available for consumption or use by consumers or business users. The process can be done
through direct and indirect means (with intermediaries) for either domestic or international (export)
markets. TABLE E.16 shows the median of elasticity of value of domestic and export sales with respect to
value added for 2007-2012 for participating US companies. It measures the degree of change in the value
of domestic and export sales (Si) due to increment in the output or value added (Q):
=

∆ ( ) ∆
=
∆ ( ) ∆

The elasticity calculation is based on the ratio of the difference in the value of the logarithm form of the
value of domestic and export sales and value added for two periods of observation. The elasticity for
export market is slightly higher than that of domestic market. It implies that the participating US
companies is relatively more export oriented.

TABLE E.16
US FDI companies generally have a higher proportion of export sales
Value of export and domestic sales elasticity of participating US companies toward output from
2007-2012

No

Market Orientation

Median of Elasticity

1

Value of export sales

1.1

2

Value of domestic sales

0.9

Source: Primary data, Authors’ calculation
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Appendix F – Detailed Qualitative Analysis
Methodology
To complement the quantitative analysis, a qualitative study that covers a number of key commercial and
public policy areas will be conducted through interviews and/or focus group discussions with US
companies that also participate in the quantitative study.
General questions
1. In your view is Indonesia a “friendly” or challenging place to conduct business.
2. What do you perceive as the biggest advantage and limitation of investing in Indonesia? What are
the main reasons you chose to invest in Indonesia?
3. What are the FDI related facilities you obtained from the Government of Indonesia?
4. What are the expected FDI related facilities you would like to be provided by the Government of
Indonesia?
5. What are the opportunity costs, based on your forecasts, for further investment in Indonesia?
How do you see your future in Indonesia?
6. Related to the last question, what will it take (what reforms and improvements in the investment
climate are required) for you to further invest in Indonesia?
7. How do you rate the attractiveness of Indonesia for FDI compare to other countries in the region
such as China, Malaysia, Thailand, Singapore, etc?
8. How do you compare the business environment in Indonesia in 2013 with the 2000s and pre
1998 (Soeharto’s era)? And whether the business environment will be better in the next 5 years?
And how do you foresee the impact of the 2014 elections?
9. What is your opinion on corruption in Indonesia? Have you been requested to pay any “unofficial
fees”? In which business operation is corruption most prevalent?
10. In your opinion, what are the main obstacles for Indonesia’s national development?
Social contribution
1. Who are the main stakeholders, e.g. local distribution channels, local suppliers of your business
operation in Indonesia? What and how significant is your operation for them?
2. Beyond taxes, government fees, etc what other contributions have you made to the national
development of Indonesia?
3. Have you performed or carried out any technology transfer? Please provide examples.
4. Are you committed in developing your employees’ skills and professionalism? Please provide
specific examples. How much is your training budget and does it increase on a yearly basis?
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5. What are the examples of your CSR activities? Have your CSR programs expanded and
improved as the company has grown?
6. Have you contributed to the improvement of your local communities’ standard of living? Please
provide examples.
Funding structure and repatriation
1. How do key stipulations and taxation regimes in Indonesia influence or impact your funding
structure?
2. How do key stipulations and taxation regimes influence or impact the repatriation of profits,
dividends, royalties, interests, etc. to your parent companies in the US?
Key national, regional and/or industrial regulations and policies in Indonesia
1. How do you view the overall central government’s FDI policy?
2. How do decentralized regional authorities and their individual policies affect your operation in
Indonesia?
3. What are the implications of Presidential Regulation No. 36/2010 regarding negative investment
list toward your foreign equity participation in Indonesia and what are your expectations?
4. How have your intellectual property rights been protected in Indonesia so far?
5. What are the implications of Labor Law No. 13/2003 implementation towards your business
operations in Indonesia?
6. How do you view labor outsourcing in Indonesia?
7. How do specific industry regulations influence or impact your operations in Indonesia?
Tax and customs regime in Indonesia
1. How do you view the taxation and customs regimes (withholding tax, value added tax, transfer
pricing, etc.) in Indonesia?
2. Subject to the eligibility for tax incentives in Indonesia, how do you view the application process
for tax holidays or tax allowances in Indonesia?
3. How does the double taxation avoidance agreement between US and Indonesia impact you?
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Survey on investment consideration
Please circle the following number. Note: 1 = very disagree; 4 = neutral; 7 = very agree
1. The existing investment climate in Indonesia is conducive for my company.
1

2

3

4

5

6

7

6

7

6

7

Result:

2. The investment climate will be better in the next 5 years.
1

2

3

4

5

Result:

3. The investment climate today is better than 5 years ago.
1

2

3

4

5

Result:
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4. I am satisfied with the quality of government service delivery concerning foreign investment.
1

2

3

4

5

6

7

Result:

5. There is an existing gap between the central government and local government on quality of service
delivery related to my company’s operation.
1

2

3

4

5

6

7

2

3

4

5

6

7

Result:

6. The gap is large.
1
Result:
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7. The central government provides better service delivery compared to the local government.
1

2

3

4

5

6

7

5

6

7

6

7

Result:

8. My company will invest more in the next five years.
1

2

3

4

Result:

9. There is no difficulty in the recruitment of good local manager
1

2

3

4

5
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10. There is no difficulty in the recruitment of good local labor/employee/staff
1

2

3

4

5

6

7

Result:

11. Four factors that I consider as key drivers for my company to invest in Indonesia are: Please tick
four factors.
[
[
[
[
[
[
[
[

] Availability of natural resources
] Access to export market
] Access to raw material
] Access to capital
] Cost of labor
] Regulatory framework
] Corruption level
] Political environment

[
[
[
[
[
[
[

] Government/bureaucracy
] Labor skill
] Infrastructure
] Law enforcement
] Potential market size
] Current market size
] Supply of electricity

Result:
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12. Four factors that I consider as key challenges for my company to invest in Indonesia are: Please tick
four factors.
[
[
[
[
[
[
[
[

] Availability of natural resources
] Access to export market
] Access to raw material
] Access to capital
] Cost of labor
] Regulatory framework
] Corruption level
] Political environment

[
[
[
[
[
[
[

] Government/bureaucracy
] Labor skill
] Infrastructure
] Law enforcement
] Potential market size
] Current market size
] Supply of electricity

Result:
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13. Four most lucrative countries for my company to invest are: Please tick four countries
[
[
[
[
[
[

] Burma
] Cambodia
] China
] India
] Indonesia
] Laos

[
[
[
[
[
[

] Malaysia
] Singapore
] South Korea
] Taiwan
] Thailand
] Vietnam

Result:
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