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MACROECONOMIC ASSESSMENT AND DEBT SUSTAINABILITY ASSESSMENT 

 
1. This assessment provides a summary of developments in macroeconomic policy. It also 
presents a summary assessment of debt sustainability. In the short to medium term, inflationary 
risk is expected to be manageable. However, growing uncertainty in the global economy could 
affect the economy through two channels: trade and financial. A sharper deterioration than 
anticipated in major export markets would translate into lower export growth. Further, Indonesia 
is vulnerable to financial market volatility because of its relatively open capital account and 
heavy foreign presence in its stock and bond markets. Given the rising share of financing 
obtained from market sources, the budget could be disrupted in the event of large capital 
outflows. To mitigate these risks, the government has taken a number of proactive measures 
including expedited approval to increase spending above the budgeted level and to switch 
spending priorities. Contingency plans also include a bond stabilization program and new 
regulations to dampen currency speculation.  
 
A. Economic growth performance 

2. Solid growth in 2011. The robust recovery was stimulated by increasing investment, 
rising exports, and the promising prospects of the domestic market. In the fourth quarter of 
2011, the economy grew by a solid 6.5% year-on-year (y/y) resulting in an annual growth of 
6.1% for 2011. The main drivers of growth on the demand side were private consumption and 
investment. Private consumption contributed 2.7 percentage points to GDP growth, supported 
by declining inflation, improving consumer confidence, and an improved employment picture. 
Construction and manufacturing (machinery), supported primarily by larger FDI flows and 
increased bank lending, contributed 2.6 percentage points to GDP growth. Government 
consumption grew modestly by 3.2 % y/y due to increased infrastructure and other key 
spending and contributed 0.3 percentage points to GDP growth. On the supply side, economic 
growth was led by the services and manufacturing sectors. Services contributed 3.9 percentage 
points to GDP growth due to double digit expansion of retail and wholesale trading, and growth 
in the transport and communications sectors. Despite recent volatility, the output of the financial 
sector edged up to 6.8% y/y from 5.7% y/y in 2010, owing to a stronger performance in the 
banking sector. The manufacturing sector registered its best performance in 7 years, expanding 
at 6.2% y/y and contributing 1.6 percentage points to the overall GDP growth. Mining and 
quarrying growth declined by 2.4 percentage points to 1.4% y/y, reflecting years of 
underinvestment and production problems in the oil and gas sector. Agriculture, however, has 
been weak due to a longer than expected dry season in some parts of the country. 

3. Slowing but positive growth in 2012. Despite the global economic slowdown, real 
GDP grew at a robust 6.3% y/y and by 1.4% quarter on quarter (q/q) during the first quarter of 
2012. Growth has been sustained mainly because of Indonesia’s large domestic market. 
However, private consumption, which accounts for about 55% of GDP, apparently was affected 
by rising inflation expectations due to fuel policy uncertainty. Offsetting this decline, government 
consumption expanded faster in the 1st quarter due to increased rates of disbursement of 
budgeted outlays. Investment continued to increase albeit at slower rates and exports continued 
to increase despite more rapid growth in imports. On the production side, the services sector 
declined slightly as did manufacturing reflecting weakening external demand.   

4. Global commodity prices and Indonesian’s economy. Indonesia has been a net oil 
importer since 2004, on average producing around 1 million barrels of oil a day while consuming 
around 1.3 million barrels a day. A continuing fall in global commodity prices will impact the 
economy on two fronts: real and fiscal. In the real sector, the immediate impact appears to be 
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negative given that Indonesia, on a gross basis, is an oil producing country. The incomes of 
households involved in energy sectors will decline. On fiscal side, a decline in global energy 
prices will reduce the government’s fiscal revenue. In 2010 oil and gas revenues were 
equivalent to around 3.3% of GDP while energy subsidies accounted for 2.8% of GDP. Thus, 
the impact of lower global oil prices may not be as large as initially predicted as Indonesia is a 
net importer of oil.  

5. Indonesia Regains Investment Grade. Improving government debt ratios and growing 
foreign currency reserves led the Fitch Ratings and Moody’s Investment Service to return 
Indonesia to investment level for the first time since the Asian financial crisis. The upgrade 
brings Southeast Asia’s largest economy to the lowest investment grade, the same level as 
India. Both Fitch and Moody see the country’s outlook to be positive and stable. The improved 
the investment ranking, coupled with Europe’s continuing debt crisis will have two immediate 
impacts to the economy. First, investment should increase due to the wider number of potential 
investors which will benefit from rupiah-denominated assets. Second, the lower risk premium 
will reduce the government’s borrowing cost and possibly support longer-term infrastructure-
related demands.  

6. Passing of the Land Law can be the key for more Private-Public Partnership (PPP) 
in infrastructure projects. The recent passage of the Land Law for Public Use will provide 
certainty over land ownership. This reform addresses a major development constraint and will 
provide clearance for land to be used in public infrastructure development. Continued efforts to 
refine regulations and institutions to support PPP are expected to produce results after the 
financial closure of the first project. The issuance of the Port Master plan, which facilitates 
increased private participation into the sector, will also serve to help open the sector for 
competition. 

7. The outlook for 2012 is optimistic but there are downside risks to economic 
growth. ADB’s recent economic forecast in the Asian Development Outlook (ADO) assumes 
that the government will maintain its efforts to improve the investment climate and public 
financial management, especially in relation to budget execution. The forecast also assumes 
that the authorities will endeavor to implement the major policies outlined in the Master Plan for 
the Acceleration and Expansion of Economic Development (MP3EI) 2011–2025 to support 
sustainable economic expansion. Private consumption is forecast to remain strong this year and 
next on the back of continued strong consumer and business confidence. The recent trend of 
rapid private investment growth is expected to continue. While some key constraints such as 
infrastructure bottlenecks and other elements of high cost within the economy need to be 
addressed quickly. Nevertheless, investors still view Indonesia favorably due to its large market 
and favorable prospects. Further, public investment for infrastructure is also expected to 
increase significantly to support MP3EI. As such, the 2012 budget includes a provision to boost 
capital expenditure by 33.7% from the levels recorded in 2011. The government’s fiscal stance 
will remain accommodative with the budget deficit of 1.5% of GDP to accommodate the 
increased capital spending.  

B. External balance  

8. Declining exports contribute to a negative trade balance. Indonesia’s trade surplus 
rose to $35.3 billion in 2011, or 0.2% of GDP (0.7% of GDP in 2010). However, Indonesia’s 
current account recorded a deficit of US$2.9 billion (-1.3% of GDP) in the first quarter of 2012 
due to a shrinking trade surplus, a large deficit in the income account and a persistent deficit in 
the services account. Exports recorded a negative 3.5% y/y growth in April 2012 and the 



3 

 

country’s trade balance turned negative for the first time since July 2010 as exports to a number 
of key trading partners recorded a negative growth. Export volume declined for most 
commodities other than gas. Lower fuel and commodity prices also contributed to weaker export 
performance. Imports growth also slowed, albeit, at a slower rate reflecting relatively robust 
domestic demand. 

9. Strong FDI inflows continue. During 2011, FDI rose by 31.9% to a record level of 
$18.2 billion. On the other hand, net portfolio investment plunged by 68.2% to $4.2 billion due to 
the propensity of investors to seek quality in times of heightened volatility. This trend reversed 
during the first quarter of 2012 as net portfolio investment inflows totaled $2.8 billion. Foreign 
direct investment inflows increased by $0.3 billion from the previous quarter to $4.6 billion, 
driven primarily by investments in mining, manufacturing, trade, and services. Nevertheless, the 
balance of payments (BoP) still recorded a deficit of US$1.03 billion as the strong domestic 
economy has produced a large current account deficit that could not be fully offset by a surplus 
in the financial account. 

C. Inflation and Monetary Policy 

10. Bank Indonesia’s (BI) primary objective is to achieve and maintain stability in the 
value of Rupiah. In pursuit of this goal, BI adopted an inflation targeting regime in 1999 and 
shifted from base money targeting to interest rate targeting. The BI rate is used as the policy 
instrument to direct monetary policy. Initially, the reference rate was the rate for SBI (30 days), 
which was then changed into the overnight cash rate in July 2005 (Ramayandi, 2011).  

11. Monetary policy is used to dampen the short-term capital inflows. Concern about 
large short-term capital inflows in the form of foreign holdings of central bank certificates (SBIs) 
has prompted the authorities to lengthen the minimum holding period and to issuing longer 
tenors. In mid-April, bank Indonesia (BI) announced that the minimum holding period for SBIs 
was to be raised to six months effective May 13, up from the one month imposed last July. In 
addition, BI stopped issuing SBIs of six-month tenor after phasing out of three-month SBI 
auctions last November. The only SBIs now available to foreign and domestic investors are the 
nine-month tenor, which BI started issuing in August 2010. The recent policy changes are 
intended to discourage the use of SBIs as an investment vehicle, which investors favored 
because of their high yields, short maturities and liquidity. Further, BI reinstated limits on short-
term offshore borrowing by banks (maximum of 30% of their capital), increased reserve 
requirements on foreign currency deposits and required an underlying real sector transaction for 
any foreign currency transaction above $100,000. 

12. Inflationary pressure is easing due to a decline in food price inflation. Year-on-year 
inflation declined from 7.0% in late 2010 to 3.8% at end-2011 as food price inflation fell sharply 
from 15.6% to 3.6%. In addition to active monetary policy, several factors contributed to bring 
inflation down to below Bank Indonesia’s target range of 4-6%. These factors include a stable 
agricultural process coupled with measures to temporarily suspend import duties on some food 
items, and efforts to stabilize food prices by the State Rice Procurement Agency (BULOG). In 
addition, BI and the government benefited from improved coordination through an inflation task 
force at national and regional level. Inflation continued to ease in 2012 as concerns over a 
possible reduction in fuel price subsidies are now moot due to declining international fuel and 
global commodity prices. Specifically, inflation eased slightly in May to 4.45% from 4.5% in April 
due to deflation in basic food prices following a good harvest and lower core inflation. 
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13. BI took action to dampen robust capital inflows. To manage inflation, Bank 
Indonesia, for the first time since August 2009, raised its policy rate by 25bps to 6.75% in early 
February 2011. After confirming that inflation was trending down, BI started an easing cycle in 
October 2011 by cutting its policy rate by 100bps through February 2012. The increased 
confidence that the country’s inflation rates will stay below 5% in 2012 allowed BI to frontload 
some adjustment measures in response to the expected global economic slowdown. 

D. Fiscal Policy 

14. Cutting subsidies requires a political commitment from the Government and DPR. 
The government’s plan to hike administered domestic fuel prices by 33% at the beginning of 
April was derailed by the recent parliamentary vote, with the Golkar Party and the Prosperous 
Justice Party, both part of the governing coalition, voting against the proposal. The planned 
increase of 10% in electricity tariffs was also cancelled. The government had sought the 
increases to help contain rising energy subsidies stemming from the run-up in global oil prices. 

15. Fiscal prudence is maintained. The Government maintained a prudent fiscal stance in 
2012. In accordance with the Fiscal Responsibility Law, both the original and revised 2012 
budget calls for the deficit to be within the fiscal ceiling of 3% of GDP (i.e. 1.5% of GDP for the 
original 2012 budget and 2.2% of GDP for the revised budget in 2012). The revised budget 
differs from the original budget due to changes in the base macroeconomic assumptions used 
to establish the budget. The revised budget 2012 also calls for more capital investment in 
infrastructure to facilitate better domestic connectivity, a reduction in energy subsidy and an 
increase in the Conditional Cash Transfer program, a reduction in the current expenditure such 
as wages, and increased debt financing of the fiscal deficit through the issuance of government 
bonds. The 2012 revised budget assumes a slower economic growth rate in 2012, a higher 
headline inflation rate, a lower yield for the three-month government bond, a depreciated rupiah, 
a higher global oil price, and higher domestic oil production. The revised 2012 budget also 
reflects the continuing uncertainty in the global economy, which dampens external demand for 
Indonesian’s merchandise and produces higher oil prices due to potential supply disruptions.  

E. Medium-Term Fiscal Policy Issues 

16. As a member of Group of 20 (G20), Indonesia has been effective in managing its fiscal 
deficit with the average deficit between 2005 and 2008 representing the lowest of the ASEAN-
5.1 In the past five years, Indonesia has been able to use its fiscal policy in anchoring 
macroeconomic stability. The latest International Monetary Fund Report on the Observance of 
Standards and Codes on Fiscal Transparency Module also reported significant progress. In 
recent years, Indonesia has established a sound legal and administrative system to support 
centralized fiscal management and transparency. Nonetheless, as a G20 member, further fiscal 
improvements are needed to increase the relatively low tax ratio, reprioritize expenditures, 
improve budget execution, and implement fiscal decentralization. 

17. Improving the tax ratio. Increasing the tax ratio will require addressing institutional 
capacity issues related to Directorate General of Tax (DG Tax) as well as issues related to tax 
legislation and administration, and transparency in the oil and gas sector. The government’s 
reforms aimed at balancing taxpayers’ rights and DG Tax efficiency has omitted some important 
issues. In particular, current procedures governing the process of seizing a taxpayer's assets 
need to be streamlined as requirements under several laws need to be met before the issuance 
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 ASEAN-5 composes of Indonesia, Malaysia, Philippines, Thailand, and Viet Nam. 
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of seizure orders can be issued. In addition, the Ministry of Finance’s (MoF’s) Inspectorate 
General (IG) and Supreme Audit Agency (BPK) investigations unit staff needs to be provided 
with unrestricted access to taxpayer information which is currently only available to DG Tax. 2 
The IG’s effectiveness is also limited by its inability to investigate potential criminal action by 
MoF staff and by the inaction of law enforcement agencies tasked with this responsibility. 

18. Reprioritizing expenditure. Subsidies have been long-time part of Indonesia’s 
government expenditures, representing 30% of the central government’s budget between 2005 
and 2009. Much of the subsidy (close to 80%) is allocated for oil. In any macro fiscal framework, 
subsidies are highly regressive and distortionary. Using the latest data of Indonesia’s National 
Household Socioeconomic Survey (SUSENAS, Survei Sosial Ekonomi Nasional), the empirical 
studies (such as the one in the latest World Bank’s quarterly report on Indonesia’s economy) 
indicated that households or private users may consume as little as one-third of all subsidized 
fuel, with the residual potentially attributable to commercial users such as transport operators, 
businesses, and others. With regard to individual fuels, households consumed half of the 
subsidized gasoline while the rest was consumed by commercial users. The government is 
attempting to gradually reduce subsidies. For 2012, the government plans to improve the 
efficiency of the subsidies by improving the distribution of subsidized fuel, reducing electricity 
subsidies, and by continuing their support for agricultural subsidies.  

19. Improving Budget Execution. The execution of the Indonesian budget follows a 
pattern which is characterized by slow and back-loaded disbursements. Spending is particularly 
slow at the start of the fiscal year (Q1) but then accelerate after July and August when 
parliament finishes its budget revisions, followed by a spending rush in the final three months 
(Q4) of the year. Capital expenditures are especially skewed towards the final months of the 
year. In the past four years, roughly half of capital expenditures were seen in Q4. As a result, 
overall expenditures for the year are frequently below the budget.  

20. Debt sustainability management. The public debt-to-GDP ratio has exhibited a 
declining trend over the last decade, falling to 29% in 2009. Prudent fiscal management has 
produced sustained primary fiscal surpluses (1.6% of GDP per year on average over last 
decade). These surpluses, combined with favorable debt dynamics, have supported a 
continuous reduction in the debt ratio to a level approximately one-third that recorded in 2000. 
Foreign-currency debt has also been reduced to less than half of the total debt stock as the 
improved fiscal position facilitated capital market access for domestic issuers. The government’s 
medium-term fiscal strategy targets a continuing gradual fiscal consolidation and reductions in 
public debt. This strategy is based on improvements in tax administration and efforts to increase 
the tax base coupled with a reorientation of spending toward development of infrastructure with 
energy subsidies being phased out. 

21. Maintaining a low level of public debt helps to maintain fiscal sustainability. First, 
increased capital inflows to the country pose a danger of a sudden reversal in capital flows as 
happened in late 2008. Such reversals dampen growth, lead to spikes in borrowing costs and 
high exchange rate volatility. Second, Indonesia’s revenue base is still narrow which exposes 
the country’s fiscal position to shocks from volatility in oil and gas revenues.  

                                                 
2
 IG and BPK must submit data requests to the MoF on a case-by-case basis which has led to extensive delays in   

  addressing such requests and has impaired the ability of IG and BPK to gather evidence of misconduct. 
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