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Indonesia, the world’s fourth most populous country, has been enjoying tremendous growth for 
nearly two decades. With GDP expanding by more than five times—the fastest growth among 
G20 countries, the country has risen into the ranks of the world’s top 16 countries. Since 2000, 
annual GDP growth has been between 3.5 and 7 percent per year, and the country has seen the 
world’s most stable growth with a standard deviation of 0.7 in GDP growth thanks to democrati-
zation after the Asian financial crisis in 1997 and 1998. Even during the 2009 financial crisis, 
Indonesia managed stable growth of 4.6 percent while many economies, from Mexico and 
Turkey to Malaysia and Thailand, saw their GDP shrink.

Although a complex array of factors is fueling this tremendous achievement, Indonesia faces 
some obstacles to sustaining this growth trajectory. In this paper, we discuss how the government 
can clear the way by enhancing policies and attracting foreign investors as well as what domestic 
and foreign companies should put on top of their management agendas.

An Economic Boon
Indonesia’s economy is driven by domestic demand. Between 2000 and 2015, consumer 
spending and domestic investment contributed more than 90 percent of GDP growth—a unique 
structure compared with other Asian nations (see figure 1).

Contributions to GDP growth
(Index: 2000 = 1)

Note: Investments refers to gross capital formation.

Sources: World Bank; A.T. Kearney analysis

Figure 1 
Household spending is fueling Indonesia’s economy

ChinaIndonesia Thailand Singapore East Asia and 
the Pacific

Δ Consumer
spending

2000 GDP

Δ Government
expenditures

Δ Investments

Δ Net exports

2015 GDP 6.92.78.3 2.5 2.6

Higher than East Asia and the Pacific Contribution to total growthXX

+55%

+10%

+36%

–1%

+45%

+20%

+22%

+13%

+33%

+11%

+21%

+35%

+36%

+13%

+47%

+4%

+47%

+16%

+34%

+3%

1.0

2.8

2.1

0.8

0.20.2

1.0

0.8

0.4

0.3

4.0

0.1

0.7

2.6

1.0

0.3

0.2

0.5

1.0

0.5

0.6

0.8

1.0

0.04

0.3



2Sustaining Indonesia’s Economic Expansion

Four overarching factors have created a virtuous economic cycle:

Labor total earnings. Over the past 15 years, the workforce has expanded by about 30 million 
people. Although population growth has slowed amid the national family planning program, it is 
still growing at a reasonable pace of 1 to 2 percent per year. Urban areas have been growing 
faster at around 3 percent per year since 2000, and wages have doubled over the past decade, 
which triggered an economic boom.1

Consumer spending. Thanks to higher labor earnings, there has been a massive uplift in 
income. In 2000, only 5 percent of the population had an annual household income of more 
than $5,000. That number has now skyrocketed to more than 70 percent.2 As a result, total 
annual household spending has expanded eight times, contributing 55 percent of the total GDP 
expansion from 2000 to 2015. 

Corporate activities. The spike in consumer spending accelerated corporate activities in 
various sectors from retail and trading to manufacturing and services. The total market capital-
ization of the Indonesia Stock Exchange expanded 15 times in 15 years and is now at around 
$500 billion. This acceleration of corporate activity has been fueling the wage increase.

Investments. The money generated by corporate activities has been reinvested. Investments 
in the form of gross capital formation, including from the government, are the second biggest 
contributor to GDP growth, adding 36 percent to total GDP expansion from 2000 to 2015. This 
has triggered corporate activities in an array of areas—from construction and materials to real 
estate and financial sectors—and elevated real estate prices across the nation, giving capital 
gains to affluent and middle-class people, which is in turn boosting economic growth. 

Indonesia is on track to be in the world’s top 10 GDP 
countries in a couple decades.

This virtuous cycle has been contributing to social improvements, including political stability, 
social security, and education, which is cementing the country’s economic foundation. As a 
result, Indonesia is on track to be in the world’s top 10 GDP countries in a couple decades.

Moving Beyond a Dependence on Resources
Historically, Indonesia has relied on its natural resources. In 1980, two sectors—agriculture and 
mining and utilities—generated almost half of the country’s GDP (see figure 2 on page 3). By 
2015, that was cut in half to about 23 percent. As manufacturing picked up speed thanks to 
cheap labor costs, foreign investments, and new technology, the sector’s contribution to GDP 
rose from 12 percent in 1980 to 27 percent in 1997. Then, in the 2000s, the economy shifted 
toward services such as trade, retail, hospitality, transportation, storage, and communication. 

1 The average Indonesian’s earnings rose 115 percent from 2004 to 2015, according to the International Labour Organization. 
2 Economist Intelligence Unit market indicators for 2017
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Fueled by an abundant working-age population and higher household consumption, this 
virtuous cycle grew—with the services sector now contributing about 45 percent of GDP.

However, when a sector starts to contribute less to GDP, this does not necessarily mean the end 
of the sector. The changes discussed here are proportional to the total GDP. In fact, GDP has 
been growing in all sectors, indicating the country is moving beyond a resource-dependent 
economy to build a value-added economy.3

Seven Challenges to Growth
The economy is still emerging with a GDP per capita that is less than 10 percent of developed 
economies. For example, Indonesia is at the same level as the United States was in the early 
1960s and Germany and Japan were in the early 1970s. Typically, countries enjoy rapid 
economic growth during a demographic bonus period—a time when the ratio of working 
population to dependent population is increasing—and then slower growth after the bonus 
period ends (see figure 3 on page 4). For example, in Japan, the ratio of working population  
to dependent population rose until around 1995, when the average GDP growth was around  
5 percent. However, since then, Japan has been suffering from long-term deflation, and the 
average GDP growth has plummeted to less than 1 percent. China, Singapore, and Thailand 
have also benefited from a productive labor force, growing by an average of more than  
5 percent. But since their demographic bonus periods ended in 2015, GDP growth has  
slowed. How a country takes advantage of a demographic bonus period can determine  
its economic future—and Indonesia’s bonus period is expected to end around 2030.

3 After GDP adjustment by GDP deflator

Indonesia GDP by sector
(% contribution)

Figure 2
Indonesia is relying less on natural resources

1 Adjusted by GDP deflator

Sources: Economist Intelligence Unit, Reserve Bank of Australia, United Nations; A.T. Kearney analysis
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Although Indonesia’s economy has been growing at around 5 percent of GDP, this still falls short 
of the president’s aspiration of 7 percent growth. The gap has largely been explained by external 
factors such as lower commodity prices and China’s economic slowdown.4 Although these 
factors have a big impact on economic growth, they do not tell the whole story.

The country has built a robust foundation, but seven challenges could prevent Indonesia from 
sustaining its economic growth:

1. Labor productivity: outperform the increase in labor costs
Indonesia has been one of the most popular low-cost manufacturing places in Asia. However, the 
industry is now facing a serious productivity issue and is losing its position in the global market. 
Over the past decade, labor productivity has improved 47 percent, but because labor costs have 
surged 55 percent, productivity has not been improving on a labor-cost basis (see figure 4 on 
page 5). Over the same period, China dramatically improved its labor productivity by investing 
heavily in manufacturing. With other emerging economies such as Vietnam, Bangladesh, and 
Sri Lanka expanding their presence as hubs for low-cost manufacturing, Indonesia is now 
sandwiched between high-productivity countries and low labor-cost countries. Wage increases 
have been fueling economic growth. The only way to sustain growth is to improve productivity 
and avoid the pressure to increase labor costs. 

2. Capital productivity: manage balance sheets and cash flow 
To assess comprehensive financial performance, we compared Indonesia’s publicly listed 
companies with 3,000 companies from around the world. Our analysis shows that most 
Indonesian companies are seeing a higher return on investment than the global average thanks 
to higher profit margins (see figure 5 on page 5). However, most sectors are facing issues with 

4 “Indonesia Seeks Growth Boost to Meet 7 percent Target, Indrawati Says,” Bloomberg, 6 April 2017

1 Because of data availability, these data are only for 1961 to 1995.

Note: A demographic bonus period is when the ratio of working population to dependent population is increasing, which has a high correlation with 
a country’s economic growth. Average GDP growth for Indonesia is 1975 to 2016.

Sources: World Bank; A.T. Kearney analysis

Figure 3 
Indonesia is under the golden period of economic growth
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-46%

Note: Unit labor cost and productivity have been rebased to 2005.

Sources: Total Economy Database Output, Labor, and Labor Productivity 1950–2017, Economist Intelligence Unit; A.T. Kearney analysis

Figure 4 
Indonesia’s labor costs are rising faster than productivity
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Figure 5
Indonesia is seeing high profits, but capital e�iciency is a challenge
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capital turnover.5 Other economies have had similar issues: When they were establishing modern 
management systems, executives focused on the top and bottom lines of profit and loss—
neglecting balance sheet and capital efficiency. Many Indonesian companies are now in that 
stage. Building a more efficient economy will require paying more attention to capital efficiencies 
by understanding balance sheets and cash flow and by focusing on key performance indicators 
(KPIs) that create value, such as return on invested capital (ROIC) and economic profit.

3. Technology adaption: accelerate digitalization
Although Indonesians are active on social media and more than 50 million people use 
smartphones, the country’s industries are using fewer technologies than other countries. 
Indonesia spends only 0.3 percent of GDP on R&D while Korea and Israel spend about 4 percent.6 
Another example is information and communications technology (ICT): Indonesia spends  
1.3 percent of GDP on ICT—five times less than Singapore (see figure 6). In terms of percentage 
of GDP, China is comparable at 1.4 percent, but when considering spending per capita,  
China spends more than twice as much as Indonesia. This is causing major delays in improving 
productivity. Since 2000, India has doubled its productivity, and China has nearly tripled 
productivity; but Indonesia has improved by only 50 percent due to low investments in 
technology. Because Indonesia is no longer a nation with low-cost labor, digitalization  
will be imperative for every sector. 

5 Capital turnover is based on invested capital (working capital plus net property, plant, and equipment plus intangible assets).  
Capital structure (leverage or debt to equity ratio) will not affect this calculation.

6 ”2016 Global R&D Funding Forecast,” R&D Magazine

133 78 62 30 28 25 16

Figure 6
Indonesia spends less on technology than its global peers

Sources: Gartner, The Conference Board; A.T. Kearney analysis
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4. Infrastructure development: maximize the long-term return 
on investment 
As the world’s largest archipelago with around 17,000 islands and more than 5,000 kilometers  
in total length, Indonesia has always faced infrastructure challenges. Even though Jakarta now 
looks like a modern city, the nation’s infrastructure is still largely underdeveloped. In fact, when 
looking at cumulative gross capital formation per capita since 1960, Indonesia is 19 times lower 
than Japan (see figure 7).7 Transportation infrastructure is especially undersized. In fact, one 
transportation infrastructure quality index shows that Indonesia is one of the lowest among the 
G20 countries. Although the early to mid-1990s saw a surge in investments, this died down 
during the Asian financial crisis: in 1998, country investment was a quarter of what it was in 1997. 
It began to expand again in the mid-2000s, but a lot still needs to be done. Indonesia should 
invest more in infrastructure to build a foundation for economic activities, as the current 
government is planning. Under President Jokowi’s administration, the government has rolled 
out a comprehensive infrastructure program from power and energy to sea and transport 
across the archipelago, in collaboration with private players.

Cumulative gross 
capital formation
(1960–2015, $ trillion)

Per capita
($ thousand)

Per GDP
(%)

Note: Dollar amounts are constant 2010 dollars.

Sources: World Bank; A.T. Kearney analysis

Figure 7 
Limited infrastructure can hinder economic growth
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5. Global trade power: regain a top position as a net exporter
In 2000, Indonesia was one of the world’s leading net exporters thanks to abundant natural 
resources. This is no longer the case as the country has become export–import neutral.  
The country’s trading value (the sum of exports and imports) as a percent of GDP has dropped 
significantly and is now the lowest among ASEAN countries (see figure 8). However, there is 
an upside to not depending on trade: the country can disconnect from global risks. In fact, 
Indonesia felt less of an impact from the 2008–2009 financial crisis than most ASEAN economies. 
But low net exports can also limit economic growth. When the value of exports is higher than the 
value of imports, a country is financially stronger thanks to improvements to the current account 
balance, foreign exchange reserve, and financing costs. Regaining a position as a net exporter 
could hold the largest potential to bring the country beyond status quo. 

6. Financial stability: build financial strength
Financial stability is essential to economic growth, giving a country more leverage for future 
investments. Indonesia has made significant progress in its fiscal policy and management as 
witnessed by its sovereign rating upgrades as well as its improving government bond yield. 
Because of Indonesia’s limited money flow from outside, the country is facing an account 
deficit of -1.8 percent—the lowest among major ASEAN countries. From 2000 to 2016, currency 
depreciated by 58 percent. Despite government improvements, all these indicators are the 

ASEAN countries’ trade size
(2016; % of GDP)

Export and import trends
(% of GDP)

Note: ASEAN is the Association of Southeast Asian Nations.

Sources: World Bank; A.T. Kearney analysis
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Figure 8 
Indonesia’s trade activity is below neighboring countries
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lowest among the key ASEAN countries (see figure 9). As a result, government spending has a 
limited contribution to GDP. Based on these figures, Indonesia can improve its economy with 
government spending—after improving its financial strength with real economic improvements. 
The good news here is that Indonesia has been improving its credit rating while other emerging 
economies such as Brazil, Russia, and Turkey have been downgrading theirs.8 

8 Standard & Poor’s, Moody’s, and Fitch Group

Economic summary
(2016, %)

Note: ASEAN is the Association of Southeast Asian Nations.

Sources: World Bank, International Monetary Fund, Organisation for Economic Co-operation and Development, Trading Economics; A.T. Kearney analysis

Figure 9
Indonesia is facing an array of financial stability challenges
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7. Human capital: build a globally competitive generation   
Relative to the stage and size of its economy, Indonesia has a lack of talent. Although the 
country has abundant human resources, it is facing a significant skills gap. Two-thirds of firms 
surveyed say finding qualified employees for professional and managerial positions is either 
difficult or very difficult, and almost 70 percent of manufacturing employers say it is very 



10Sustaining Indonesia’s Economic Expansion

difficult to find skilled engineers.9 Education can be transformed within a decade. For example, 
Korea’s tertiary education enrollment rose from 37 to 78 percent between 1990 and 2000, and 
India’s rose from 11 to 27 percent between 2005 and 2015. Indonesia’s current investments in 
human capital may not be enough. Education spending as a percent of government spending is 
comparable with global peers at around 35 percent, but it is not enough on a per capita or per 
GDP basis (see figure 10). For example, Malaysia’s government spends five times as much per 
capita, and Japan spends 12 times as much. If the country hopes to build a globally competitive 
generation, the government must enhance national education programs.

These seven challenges are inseparable; mishandling one will trigger the others. While 
Indonesia is currently enjoying a virtuous economic cycle, these challenges, if not properly 
managed, could not only reverse that cycle but also create a vicious cycle (see figure 11 on page 
11). For example, limited investment in technology, infrastructure, and human capital lowers 
productivity, which restricts the country’s ability to earn money from beyond its borders, which 
in turn decreases net exports. This downward spiral could damage the country’s financial 
strength. And low financial strength increases capital costs and limits sources of funding for 
future investment. If Indonesia can meet these challenges head on, it can solidify its economic 
foundation and unleash great potential for sustained growth. 

One more aspect is important when considering Indonesia’s economy: decentralization.  
The economy is highly concentrated in the greater Jakarta area, where GDP per capita exceeds 
$13,000 while the national average is only around $3,500, according to Indonesia’s Central 
Bureau of Statistics. Although the demographic bonus period is expected to continue until 

Government spending on education 
(2014)

% GDP % of government expenditure $ per capita

Note: Korea’s data is from 2015.

Sources: World Bank; A.T. Kearney analysis

Figure 10 
Indonesia is not investing enough in education
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about 2030, the ratio of working population to dependent population in Jakarta has already 
started to decline. Because Jakarta has a high ratio of working population, it can still enjoy some 
economic gains, but the benefits of the demographic bonus will soon diminish. As a result, the 
source of economic growth needs to shift to other areas. Accelerating decentralization will help 
Indonesia maximize the benefits of the demographic bonus period.

Vast Opportunities Ahead
During a demographic bonus period, GDP typically grows by 5 to 10 percent. Indonesia is at the 
lower end of this range. While the working-age population is expanding, economic growth is 
expected to accelerate, and industries are expected to shift toward high value-added sectors, 
especially secondary and tertiary sectors. A few decades ago, Indonesia was dependent on 
resource-related industries; now, the country is more diversified with a growing proportion of 
value-added industries—a trend that is expected to accelerate in the next 15 years. To under-
stand how the industrial landscape could evolve, we used regression analysis of various 
countries to develop an economic model. Although this model does not reflect future economic 
policy changes, it does provide a view into how Indonesia could evolve based on a look at other 
countries. The results are determined based on three factors: Indonesia’s current industry 
structure (sector contribution to GDP), an estimation of GDP per capita growth, and the corre-
lation between other countries’ historical sector contribution to each country’s GDP and GDP 
per capita. Based on this analysis, we see the following industry structure in 2030 as  
a business-as-usual case (see figure 12 on page 12):

Note: The real economy is the part of the economy that produces goods and services. The financial economy is focused on corporate, government, and 
individuals’ monetary activities.

Source: A.T. Kearney analysis

Figure 11
An array of economic challenges can trigger a vicious cycle
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Indonesia GDP sector contribution forecast: business-as-usual case
(%)

Figure 12
Indonesia’s economy is expected to shift toward services

1 Services such as financial intermediation, real estate, renting and business activities, public administration and defense, compulsory social security, 
education, health, and social work
2 Before GDP deflator adjustment

Sources: World Bank, United Nations, Economist Intelligence Unit, Indonesia’s Central Bureau of Statistics; A.T. Kearney analysis
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10.0

18.3

10.2

16.3

10.5

7.2

Agriculture will still have a high proportion of GDP at more than 10 percent, although it is 
losing share. This is still much higher than advanced economies, where agriculture’s portion  
is typically around 1 to 3 percent. Indonesia is closer to where China was in 2015, with an 
agriculture proportion of around 9 percent and a GDP per capita of around $8,000.

Mining and utilities is also likely to have a high share of GDP at more than 7 percent. 
Advanced economies tend to be around 1 to 4 percent, except Australia, which has a share  
of around 11 percent. 

Manufacturing is expected to drop to around 16 percent because of fast expansion in the 
services sector as a business-as-usual case. Other key manufacturing countries’ ratios are 19 
percent in Japan (21 percent in 2000), 23 percent in Germany (23 percent in 2000), 29 percent 
in Korea (29 percent in 2000), 23 percent in Malaysia (30 percent in 2000), and 20 percent in 
Singapore (28 percent in 2000).

Construction will continue to contribute around 10 percent of GDP. Usually, construction  
GDP is cyclical, but Indonesia is expected to have a high GDP contribution because of its 
infrastructure needs.

Services will drastically gain share to reach about 55 percent. Most countries today have a 
share of more than 50 percent, while Indonesia only has a 45 percent share. Expansion of this 
sector is a global phenomenon in developing countries thanks to Internet penetration, which  
is lowering barriers to building new service businesses such as shared economy services, 
e-commerce, and other online businesses.

The share of the production sectors—agriculture, manufacturing, and mining and utilities—is 
expected to decline because of the services sector’s strong expansion. However, production 
sectors can use exports to expand beyond a business-as-usual case. Thus, these sectors’ shares 
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are moving targets that can change depending on the government’s industrial policy, public 
and domestic investments, and Indonesian companies’ competitiveness in the global market.10

The role of government: enhancing industry policies and 
attracting foreign investors
Compared with other emerging countries, Indonesia has been managing its economy well, 
enjoying some of the world’s most stable GDP growth of around 4 to 6 percent. However, this 
growth is slower than in other Asian countries, including Japan, Korea, China, and Singapore, 
which all enjoyed more than 8 percent growth during their demographic bonus periods:

Japan. World War II left the economy in a dire state with GDP per capita that was half that of 
pre-war levels. This prompted the government, more specifically the Ministry of International 
Trade and Industry (MITI), to implement several industrial policies from the late 1940s to the 1980s. 
The policies included cooperation between government and the private sector to expand 
steel and chemical production and support to develop electronics and mechanical industries 
so the country could gain a competitive advantage. Combined with abundant financial support 
from the government-led long-term lending banks, industry began to flourish. In the 1960s, Japan 
became the world’s second-largest economy with annual growth rates averaging around  
9 percent between the mid-1950s and early 1970s. Amid global pressure for less government 
intervention and freer trade, the government opened the economy to international players. 
However, the industry started to suffer because of extreme competition among Japanese 
companies while new players were emerging from other countries. For example, Chinese and 
Korean companies gained scale thanks to government support and a competitive global 
market, while some Japanese companies began to lag. (While Korean electronics companies 
such as Samsung and LG were investing heavily in smartphones, Japanese firms such as 
Panasonic and Sony were investing much less—causing them to lose a competitive edge.)

Korea. Like Japan, South Korea’s major shift in industrial policy was triggered by the country’s 
poor economic state after a war (in this case, the Korean War). From its first Five-Year Plan in 
1962 until its fifth plan in 1982, the country experienced annual real GDP growth of 8 to 9 percent, 
and GDP per capita rose from $1,000 in 1977 to more than $11,000 in 1995. Strong industrial 
policy underpinned each Five-Year Plan, where the government financially supported and 
pushed large businesses such as Samsung, Hyundai, and LG into specific export areas, namely 
electronics, which rose from being a very minor export in 1960 to one of the largest export 
categories in 1990. Since then, South Korea has been strengthening its global competitiveness 
by shifting to even more value-added industries and strengthening export policies, although 
only a limited number of conglomerates are enjoying the benefits.

China. Industrial policy has played a significant role in increasing annual GDP from 6 percent 
between 1953 and 1978 to around 9 percent between 1978 and 2012. In the first half of the 
reform era (1978 to 1992), economic development followed a path of consumption-led, labor-
intensive industrialization, leading to organic market-directed, explosive expansion of collectively 
owned enterprises in rural townships and villages. In the second half of the reform era, direct 
state intervention gave rise to investment-led industrialization carried out mainly through 
state-owned enterprises in upstream materials and high-tech industries, aided by being the 
global manufacturing powerhouse. More recently, China began implementing the Belt and 

10 The services sector also has an export upside, but the direct impact to GDP growth is less than the production sectors, except trading and 
offshore services. To contribute to GDP, services need to be operated domestically, but earnings need to come from other countries.



14Sustaining Indonesia’s Economic Expansion

Road Initiative, which aims to integrate the country’s development strategies along its Silk Road 
Economic Belt and the 21st Century Maritime Silk Road. The government is now aiming to create 
prosperity in underdeveloped parts of the country, secure new markets for Chinese products 
and services, and ensure energy security through import diversification, making the country 
the global leader in economic development.

Singapore. Having attained independence in 1965, Singapore needed a way to survive politically 
and economically. Devoid of significant mineral or agricultural resources compared with 
neighbors such as Malaysia, Indonesia, and Thailand, the way to support economic development 
via industrial policy was to position the country as a haven for offshore private-sector industrial 
activity. With its strategic trading location, Singapore attracted many multinational corporations 
with fiscal incentives and excellent infrastructure. In the 1990s, the government recognized the 
importance of technology-intensive and knowledge-based sectors and focused on high-
technology industries. This effective industrial policy contributed to consistent GDP growth 
of around 9 percent between 1960 and 1970, while the emergence of high-tech industries led 
to GDP growth of more than 8 percent between 1990 and 2000.

Indonesia’s government has built a domestic demand-based economy. Strong consumer 
spending continues to fuel the economy, although it has been facing a slowdown. Supported  
by domestic consumption, investments picked back up after the Asian financial crisis in 1997 
and 1998. This relatively closed system helped the country hold onto economic stability during 
the global financial crisis in 2008 and 2009. However, a closed system can limit the country’s 
growth potential. Indonesia can improve in two aspects—exports and investments—like other 
leading Asian countries. Japan, Korea, China, and Singapore have all built industries by earning 
money beyond their borders, which enhances their financial strength. They leveraged foreign 
investments to increase the flow of money into their country and gain access to technologies 
and industry operation know-how. 

In light of these Asian countries’ successful growth stories, Indonesia will need to strengthen 
two aspects:

Build a strong industrial policy. Indonesia has several industrial policies. However, these 
policies are either not comprehensive or not as strictly enforced as the policies were in Japan, 
Korea, China, and Singapore when they were in their growing stage. Even now, these countries 
are revising their policies to align with the digital era by building an Industry 4.0 country road 
map. In the digital era, the rules of the game in every industry are drastically changing. 
Indonesia can capture this opportunity by strengthening its industry policies and enforcing 
implementation under the government’s strong leadership.

Accelerate FDI. The government is in the process of expanding foreign investments, for 
example by building an economic zone and relaxing the Negative List, which specifies the 
business activities that are closed or only conditionally open to foreign investment. Current 
policies may not be enough. FDI into Indonesia as a percentage of GDP has been flattening, and 
net inflow as a percent of GDP is in the lowest group among global peers (see sidebar: Foreign 
Direct Investment Trends on page 15). As regional peers are trying to attract foreign investors 
by lowering taxes, providing incentives, or applying political pressure, drawing attention to 
Indonesia will require additional efforts, such as reforming FDI policies to make them more 
attractive or involving foreign governments and corporations in policy planning. Malaysia 
provides a good example: the country has been collaborating with Alibaba to build a Digital 
Free Trade Zone. However, Indonesia may need a more concerted approach to manage its 
much-larger economy. 
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Foreign Direct Investment Trends

After the 76 percent surge in  
FDI between 2010 to 2013, FDI  
in Indonesia has flattened (see 
figure). Two factors fueled this 
trend: depreciation of the rupiah 
against the US dollar and more 
cautious behavior from foreign 
investors.

Singapore and Japan are 
consistently Indonesia’s top two 
FDI contributors, but China has 
emerged as a key FDI contributor 

as the country looks to invest in 
Indonesia’s infrastructure. These 
countries have invested in 
Indonesia to take advantage of 
low-cost labor, access to cheaper 
raw materials, and an increasingly 
attractive market. In recent years, 
the focus of FDI in Indonesia has 
shifted from commodities to 
services. 

Policy changes are expected to 
boost FDI. In 2015, the government 

proposed tax cuts of 10 to 100 
percent for companies in 
selected industries for up to 15 
years.11 In 2016, the government 
also relaxed the Negative List by 
opening 35 businesses to 100 
percent foreign ownership and 
allowing foreign stakes in several 
other businesses.12 However, 
challenges will remain in the form 
of infrastructure (both hard and 
soft), approval processes, and 
labor productivity.

11 As part of his second economic stimulus package in September 2015, President Joko Widodo introduced a new regulation intended to 
relax tax regulation for selected industries in Indonesia.

12 Under Presidential Regulation 44/2016, the Indonesian government revised the Negative List to be more open to FDI in 35 sectors, 
including logistics, the digital economy, energy, pharmaceuticals, the film industry, and tourism.

The role of Indonesian companies: advancing the portfolio and 
management system
Indonesian companies have been enjoying a period of tremendous growth. Market capital-
ization of the Indonesia Stock Exchange increased 15-fold in 15 years. In most sectors, the ROIC 
average of all listed companies outperformed the global average. Despite this successful 
growth story, many companies are facing challenges to sustain that growth. 

Note: FDI is foreign direct investment.

Sources: Indonesia Investment Coordinating Board, World Bank; A.T. Kearney analysis
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Indonesia’s three types of companies—state owned, family owned, and multinationals—are 
facing different challenges, but there are common themes when a country shifts from an 
emerging economy to a more advanced economy. Most Indonesian companies need to put 
the following priorities at the top of their management agendas:  

Reshape the portfolio strategy. As the economy grew, many companies have been aggressively 
expanding their business portfolios. However, many have started to tap into similar businesses 
and create many subscale businesses, limiting their efficiencies and competitiveness, especially 
in the global market. Because Indonesia needs to become more competitive on the global 
stage, individual company efforts are also important. As other economies have done in the past, 
Indonesia’s companies now need to shift from business diversification to establishing core 
competencies and reshape their business portfolios.

Collaborate with foreign partners. Most new technologies, new types of services, and industry 
operational know-how in Indonesia are still coming from other countries. Building globally 
competitive technologies or services should be on the national agenda, but many ideas have 
still not been applied. Individual company efforts to import technologies, services, and opera-
tional know-how are still required. Even though many businesses have been removed from the 
Negative List, foreign companies must still meet requirements for local content and other 
regulations so Indonesian companies can help them enter the local market. 

Advance management system. Optimal corporate management systems are very different 
for small or medium-size enterprises than they are for large corporations. Because of rapid 
growth, companies often outgrow their management systems. Many areas need to be adjusted 
to the latest business environment, including decision-making authority, company structure, 
accounting rules, KPIs, and HR processes. For example, subsidiaries are often created when a 
business expands, but because the structure and rules are not optimized, the subsidiaries wind 
up competing with each other. Or many businesses are created under the same entity, each 
businesses’ performance becomes unclear, and immature accounting systems hide the 
underperforming businesses. Corporate KPIs are another example. Many companies pay more 
attention to top-line growth than to the bottom line. After they grow, they begin to see the bottom 
line—and yet they still pay less attention to capital efficiencies such as ROIC. HR processes also 
tend to be outdated. Although Indonesian companies used to enjoy low labor costs, this is no 
longer the case. In the new digital economy, the required job skills are much different. 

Many companies, especially state-owned and family owned companies, are facing these 
management issues. Sustainable growth will require more advanced management systems  
and companywide transformations.

The role of foreign companies: tackling the challenges together
Many foreign companies are very active in Indonesia thanks to vast market opportunities, and 
they have been contributing to the country’s economic growth by transferring their technol-
ogies, coaching operational know-how, and taking risks with massive investments. The 
presence of foreign companies contributed to Indonesia’s economic growth. Many foreign 
companies have already positioned Indonesia as one of their focus countries and established 
leading positions here. Unilever, for example, has built a distribution network and achieved 
consumer recognition across the country, creating a solid position in the market, and Toyota 
has built local mass production lines and ecosystems while also using partnerships to create a 
strong distribution network, achieving a 60 percent market share. 
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On the other hand, some foreign companies have failed. The world’s largest convenience store, 
7-Eleven, has closed its doors in Indonesia because of the rise of local minimarts Indomaret and 
Alfamart. With the government relaxing regulations, more opportunities are arising for foreign 
companies. However, the hurdles for success may get higher when local companies gain power. 

The following two points give foreign companies ideas to explore new business opportunities:

Scan opportunities to solve the nation’s biggest challenges. Although there are vast 
opportunities in Indonesia, they are getting harder to find because most industries already have 
many incumbents. And investing in Indonesia is a lengthy process. Most successful foreign 
companies took decades to build their market-leading positions by addressing the country’s 
needs. Unilever, for example, got its foot in the door when Indonesia lacked high-quality 
consumer goods, and Toyota built a manufacturing facility when vehicle demand was in an early 
stage. Because Indonesia will grow to become one of the world’s largest markets, forward-
thinking foreign companies and investors will find ways to work with local companies and the 
government to solve the nation’s challenges. Because domestic stakeholders alone cannot 
solve the seven challenges described earlier, foreign companies have an important role to play. 

Build long-lasting mutual benefits. As foreign companies have entered the Indonesian 
market, there have been many successes and many failures. In general, local companies are 
looking for funding, new technologies, new business models, operational know-how, and 
talent. Some of these are long-term needs, but some are only short-term needs. To build 
long-lasting relationships, foreign companies will need to generate sustainable value and 
mutual benefit for their local partners. Providing only funding may no longer be enough as 
many Indonesian companies have been accumulating earnings on their account. To identify 
long-lasting value, foreign companies will need to understand their industry dynamics. For 
example, foreign companies can provide long-term value in industries that require global-
level R&D or sourcing competitiveness. But in industries with fewer technology barriers and a 
smaller economy of scale, foreign companies may not be able to keep providing value to local 
partners, which can quickly catch up. Foreign firms should conduct an objective assessment 
of the value they can add to the market and build a structural win–win relationship with local 
partners for a sustainable business relationship. 

Fueling the Growth Engine 
As the demographic bonus period tapers off, Indonesia will face a new set of challenges to 
sustain its tremendous economic growth. The government needs to enhance its policies and 
attract foreign investors to cultivate Indonesia’s industry. Forward-thinking companies—both 
domestic and abroad—have much to gain if they put the right priorities at the top of their 
management agendas.
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