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Recent Developments and Outlook 

1.      Growth and inflation. Real GDP grew 6.5 percent (y/y) in 2011, the best performance 
since the Asian crisis, driven by robust domestic demand and exports. Growth moderated to 
6.3 percent during the first quarter of 2012 and is expected to come in at 6.1 percent for the year 
as a whole, reflecting some weakening of external demand. Headline inflation bottomed in 
February before rising in April to 4.5 percent (y/y), reflecting base effects, and core inflation 
was stable at 4¼ percent. Looking ahead, a potential fuel price hike could have substantial 
second round effects on inflation because of current strong domestic demand and wage 
pressures.1 For 2012, consumer price inflation is projected to remain within the central bank’s 
inflation target (4.5 ±1 percent) under the baseline, but could exceed the top of the band by 
around 2 percentage points, if a fuel price increase goes ahead. 

2.      Risks: A key risk to the near term outlook stems from a possible deterioration in global 
growth prospects, especially a deep downturn in China, which would exert its greatest impact 
through commodity exports as Indonesia is less integrated in the regional supply chain for 
manufactured goods. Heightened global risk aversion could also lead to renewed capital 
outflows, to which Indonesia remains especially vulnerable, due to the relatively larger share of 
debt held by foreign portfolio investors compared to Asian peers. Finally, the potential fuel 
price increase, if it materializes, could exert a greater than expected drag on growth.  

3.      Financial markets. Following a sharp selloff and capital outflows in September 2011 
amid elevated global risk aversion, asset prices have stabilized some, helped by substantial 
support from the authorities. Foreign exchange reserves fell during August 2011−March 2012 
but picked up in April 2012 and remain adequate at $116.4 billion. Local currency bond yields 
are near historical lows but have increased from recent troughs, partly due to the inflation risks. 
The banking sector is sound, with both capital adequacy and profitability improving slightly 
while nonperforming loan ratios remain contained. Following Fitch, Moody’s raised Indonesia’s 
sovereign debt rating to investment grade in January. 

Policies 

4.      Monetary policy. Starting in October 2011, the central bank cut its policy rate by a 
cumulative 100 bps, citing reduced price pressures and global slowdown concerns. It also cut its 
deposit standing facility rate by an additional 100 bps, bringing the total effective easing 
to 200 bps. However, domestic demand and credit growth remain strong. Therefore, Bank 

                                                            
1 On March 31, Parliament declined to raise fuel prices immediately but gave the government authority to increase 
the price of subsidized fuel if the six-month average of the Indonesian crude price exceeds the revised budget 
assumption of US$105 per barrel by 15 percent. 



Indonesia (BI) should be ready to tighten quickly and act preemptively, if necessary, to stabilize 
inflationary expectations, given the potential fuel price hike. 

5.      Fiscal policy. The 2011 fiscal deficit of 1.1 percent of GDP came in under the budget 
target (2.1 percent), reflecting better revenue performance and persistent under spending of 
capital expenditures. At end March, Parliament approved an increase in the 2012 deficit to 
2.2 percent of GDP from the original 1.5 percent target, on account of both higher energy 
subsidies and increased expenditures in other areas. An early energy price adjustment, 
combined with cash compensation to the vulnerable, would have been preferable. Nevertheless, 
the moderately higher deficit should not materially affect Indonesia’s strong medium term fiscal 
position, given its low debt and strong growth prospects, although it further underscores the 
importance of the central bank managing short term demand pressures. Continued efforts at 
subsidy reform, including by implementing the fuel price adjustment when triggered, as well as 
revenue mobilization and improved expenditure execution are needed to fund higher public 
infrastructure investment and social expenditure.  

6.      Managing market volatility. Some intervention in foreign exchange markets was 
warranted in recent months on account of the weak global growth outlook and ongoing bouts of 
risk aversion. Looking ahead, the exchange rate should be allowed to act as a shock absorber, 
with intervention limited to smoothing excessive volatility. This is all the more important as 
BI’s bond purchases have kept real yields at levels that are unattractive to local investors, 
leading to more vulnerability to swings in foreign investor sentiment. 

IMF Relations 

The joint IMF World Bank FSAP was completed in 2010, and the 2011 IMF Article IV 
consultation was concluded by the IMF’s Executive Board in October 2011. The next Article IV 
consultation is expected to take place in June July 2012. In recent years, the Fund has been 
providing technical assistance in the areas of tax administration, treasury reform and asset and 
liability management, banking supervision, financial safety net, and macroeconomic modeling.  

 


