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MACROECONOMIC ANALYSIS 

Recent development 
 
1. Uncertainty in the global economic environment has pulled down economic growth 
momentum in Indonesia. GDP growth decelerated steadily from 6.2% in 2011 to 4.8% in 2015. 
In 2015, growth in private consumption, by far the biggest contributor to GDP growth, 
decelerated to 4.8% on a decline in rural incomes, higher inflation, tighter consumer credit, and 
a weaker labor market. Investment improved to 5.1% as the government ramped up investment 
in infrastructure and introduced a series of reforms to revive private investment in the last half of 
the year. Exports fell by 2.0% in real terms, but net external demand is still making a small 
contribution to GDP growth as imports contracted by 5.8% on lackluster domestic demand and 
Indonesian rupiah depreciation. 
 
Internal and external condition 
 
2. On the domestic side, inflation decelerated sharply in late 2015 as the impact of a 2014 
fuel price hike faded, reaching 3.4% year on year in December. Core inflation eased to 4.0% in 
the same month, but the annual average inflation remained high at 6.4% in 2015 owing to the 
2014 fuel price hike, El Niño-induced drought, import restrictions on some food staples, and 
rupiah depreciation. In 2016, inflation has been more subdued, partly on account of lower 
energy prices. It declined gradually to 3.2% year on year in July and averaging 3.8% over the 
first 7 months. However, the stable headline inflation masks persistently high food price inflation, 
reflecting insufficient supply and distribution challenges. Core inflation, which excludes the more 
volatile food and energy prices, has been stable, reaching 3.5% in July. 
 
3. Bank Indonesia (BI) reduced its policy interest rate by 25 basis points to 7.50% in 
February 2015 and kept it unchanged for the rest of the year to stabilize capital flows and foster 
exchange rate stability. The rupiah depreciated by 10.2% against the US dollar in 2015, and to 
stem the heightened rupiah volatility in August and September, BI lengthened the maturity of its 
deposit facility.    
 
4. Growth in credit slowed to about 10% in 2015. Following the deceleration in inflation, BI 
lowered its policy rate four times in the first semester of 2016, from 7.5% in January to 6.5% in 
June. It also cut the reserve requirement for banks in December 2015 and March 2016 to 
stimulate bank lending. On April 2016, BI announced a shift of its benchmark policy rate to the 
BI 7-day Repo rate to be effective in August to improve the credibility of its policy instrument. 
This move would shift down of the level of BI’s benchmark rate without necessarily implying 
additional loosening of monetary policy, except if BI reduced the Repo rate further. 
 
5. Despite the move to loosen monetary condition, credit growth continues to decrease in 
2016—implying some further reductions to the policy rate going forward. Loan to deposit ratio in 
the country has been on a positive trend since 2015, but still hovering below 100%--reaching 
just 91.2% in June 2016. The ratio of non-performing loans, however, crept up continuously 
since 2014, highlighting increasing numbers of problematic loans exposed to the banking 
system. All considered, the recent financial sector condition seems to suggest that there are 
some domestic issues as regards the extensions of private financing of economic activity in the 
economy. 
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6. A decline in both exports and imports of goods produced a lower trade balance and 
consequently, widening current account deficit of $9.4 billion in the first half of 2016, equivalent 
to 2.1% of GDP. Merchandise exports in nominal US dollar terms contracted by 10.5%, a result 
of weaker demand abroad, a real exchange rate appreciation, while commodity prices showed 
some improvement but remained weak on the whole. Merchandise imports in nominal US dollar 
terms fell by the same rate as exports, as both raw material and capital goods imports declined, 
while consumer goods (excluding fuel) increased. Net direct investment increased slightly to 
$5.8 billion from a year earlier. Net inflows of portfolio investment were relatively buoyant at 
$12.8 billion, although down by 9.1% from the first half of 2015. These large inflows more than 
offset the current account deficit to keep the balance of payments in surplus by $1.8 billion. 
These trends suggest that the volatile external conditions are affecting the external balance 
position of the economy, which may have unfavorable implications going forward. 
 
Short term growth prospects and risks 
 
7. On balance, the economy is seen to expand by 5.2% in 2016 and 5.5% next year. This 
is premised on the realization of an increase in public investment and the continuation of 
structural reform, an improved investment climate is expected to make ways for an increase in 
private investment. Household spending is also projected to pick up, despite the weak net 
external demand that weigh on economic growth.  
 
8. Key downside domestic risks to the outlook are the deterioration of business confidence 
posed by delays in implementing infrastructure projects, as well as constrained domestic 
investment due to weak credit growth and continuing high lending rates. An unexpected spike in 
inflation, perhaps caused by tight food supplies, could dent consumption and investor sentiment. 
Challenges to the tax amnesty lodged with the Constitutional Court may delay its 
implementation. A continuing weak labor market may also dampen private consumption. While 
2016 is unlikely to see a repeat of the forest fires and haze that was associated with the 2015 El 
Niño, the La Niña could present a series of different challenges for agriculture.  
 
9. External risks include lower-than-projected economic growth in Indonesia’s major export 
markets, which would further depress exports, and continued weakness in prices for export 
commodities. Deficits in the budget and current account reinforce the importance of maintaining 
capital inflows, which would be put at risk by renewed volatility in global financial markets. The 
economy is susceptible to financial market volatility, as two-thirds of equities and one-third of 
sovereign bonds are foreign held.  
 
10. To minimize these risks, the government has unveiled 12 policy packages between 
September 2015 and April 2016 to attract new international investors, spur domestic 
investment, strengthen competitiveness and diversify economic activity. The reforms reduce 
regulatory bottlenecks, secure the legal rights of investors, facilitate international trade, promote 
infrastructure investment, incentivize the private sector, and boost the incomes of workers and 
entrepreneurs. 
  
11. As financing remains an issue, in June 2016, the government responded to weaker 
revenue collection with a revised budget for 2016 that lifts the deficit target to 2.4% of GDP from 
2.1% in the original budget. It included a $1.2 billion cut in line ministries’ spending. Later in 
August, the government slashed a further $10.1 billion off the revised 2016 state budget, as the 
tax shortfall is expected to hit $16.6 billion. While the budget cuts will not affect signed 
infrastructure deals, cuts have been made to operational spending and capital spending that 
has not yet been put out for bidding. This will see several projects delayed. To enhance revenue 
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collection, a partial tax amnesty was issued in July for those who declare and repatriate offshore 
funds, which is expected to raise $12.5 billion of revenue in the revised budget 2016. It offers a 
tax rate of between 2% and 5% for individuals and companies to repatriate funds before March 
2017. 
 
12. On a debt front, the country is still struggling with relatively high risk perception from the 
international markets. Although Indonesia’s CDS spreads has been on decline since the 
beginning of the year, its level is still relatively higher than most of other countries in the region. 
As of early August 2016, the spreads for 5-year sovereign bonds in Indonesia are still hovering 
above 150 basis points (bps), which is more expensive than those of Philippines and Thailand 
that only hover around 90-100 bps. In short, the country is seen to be riskier than its 
counterparts in the region. This higher risk perception is also reflected in the much higher range 
of possible debt to GDP realization for the country going forward despite a stable baseline 
projection foreseen (Figure 1). Although public debt is forecast to hover around 20-30% of GDP 
in 2016–2020, a possibility for it to increase beyond 40% by 2017–2018 cannot be ruled out. 
 
Figure 1: Indonesia Debt Sustainability Analysis Chart1 

 
DSA = debt sustainability analysis. 
Source: Ferrarini, B. and A. Ramayandi. 2015. Public Debt Sustainability in Developing Asia: An Update. Asian 
Development Bank Economics Working Paper Series No. 468. page 14. 

 
Longer term issues 
 
13. The effects of lingering global weakness have also exposed Indonesia to structural 
weaknesses that affect its adjustment to a lower economic growth path which may continue 
over the medium term. Inadequate and poor quality of infrastructure, weaknesses in governance 
and institutions, and unequal access to and poor quality of education are often named as critical 
constraints that hamper the government’s efforts to achieve its development goals.  
 

                                                           
1
 Public debt sustainability analysis (DSA)—as adopted by the IMF, the World Bank, as well as ADB and other 

institutions—is predicated on identifying the primary fiscal balance adjustment necessary to keep the debt ratio to 
GDP stable or declining. 
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14. Would the slow growth momentum persist in Indonesia, or would the economy be able to 
turn the corner? Addressing this question would require a glance at the rate of potential growth 
outlook that Indonesia is exposed to over the medium term. Using a multivariate method that 
relies on information about GDP growth and inflation, the Asian Development Outlook (ADO) 
20162 estimated potential growth rates for Indonesia in the last five decades. The report argues 
that the country’s potential growth rate dropped substantially during the Asian Financial Crisis 
(AFC) of 1997-1998, but has since recovered gradually, though to an average rate that is still 
well below its pre-AFC. Indonesia’s potential growth recovered to an average of almost 5% in 
2000–2007 and increased further to 5.8% in 2008–2014. These levels are, unfortunately, close 
to the actual growth rates that Indonesia experienced recently (Figure 2). Although it helps 
stabilizing inflation in the economy, this also means that growth in output is not potentially seen 
to occur much faster in the coming years.  
 
Figure 2: Actual vs. Potential Output growth in Indonesia 

 
Sources: Haver Analytics and Asian Development Outlook 2016, p. 51. 

 
15. To understand the driving factors behind a change in trends of potential output growth, 
the ADO report explores the underlying macroeconomic determinants of potential growth rates 
and particular factors that affect the speed and the effectiveness of structural transformation in 
an economy. Among the macro determinants, enrollment ratio to a tertiary education came up 
as an important factor for raising the growth of potential output. The strength of its improving 
effect appears to be increasing until the tertiary enrolment ratio reaches about 50–60% of the 
total population of the age group corresponds to the tertiary education level. Once the ratio 
reaches these levels, its contribution starts to decline, but will still be affecting potential growth 
positively until it reaches a very high rate of around 90-100%. This said, programs to promote 
improvement in human capital development are a necessary condition to achieving higher 
potential growth rates in output. 

                                                           
2
 A chapter “Asia’s potential growth,” in the Asian Development Outlook 2016, pp. 41-84. 
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16. Resource allocation determines productivity and its misallocation would suppress the 
aggregate productivity of an economy. Resource misallocation is generated by obstacles that 
prevent economic activity to run more efficiently. The ADO report identify electricity, corruption, 
labor laws, access to finance, education and courts as significant obstacles that drive distortions 
affecting both output and factor markets. Policy aiming to alleviate misallocation should prioritize 
addressing these obstacles. In Indonesia, like also in Bangladesh and Pakistan for example, 
inadequate access to electricity is among the priority area that needs to be fixed in order to 
reduce misallocations and enhance potential growth through productivity gains.  
 
17. In addition to the potential growth issue, Indonesian government is also challenged by a 
significant rise in household income inequality and high youth unemployment and economic 
inactivity rates. In the past five years, Indonesia has experienced one of the largest increases in 
inequality of all Southeast Asian economies. After persistently staying at 0.41 since 2011, the 
Gini index that measures the degree of income inequality, decreased only slightly to a still high 
0.40 in 2015. The share of youth not in employment, education and training (known as the 
NEET rate) is high at 26.0%, meaning that one in four youth (ages from 15 to 24 years old) are 
in NEET status, the highest rate in Southeast Asia. 
 
18. The government recognizes the importance of addressing the issues of slower future 
potential growth rate and unequal distribution of income and opportunity in the economy. As 
such, stronger public investment is seen necessary to pull the economy out of a slowdown that 
may persist going forward. The government has increased infrastructure funding and unveiled 
policy reforms to stimulate private investment, and is planning to continue doing so as long as 
necessary. Further reforms to boost productivity, attract investment, and stimulate new sources 
of growth are definitely inclusive to the economic programs planned by the current 
administration. 
 
19. To support the reforms progress, improvements in the disbursement of public spending 
on the social sectors and public infrastructure, both in terms of quantity and quality, is seen as a 
necessary ingredient to promote the inclusiveness of economic growth. Uncertain global 
economic prospects that are translated in high volatility in the commodity and financial markets, 
however, impose challenges to the stability of the Government’s spending goals that aim at 
fixing the problem. Budget revenues as a share of GDP falling in 2015 over its 2014 level, 
adding a strain to realizing the planned expenditure for the year—a trend that may continue over 
the medium term.  
 
20. The combination of declining trends in government revenues and increasing needs in 
spending on targeted expenditures such as infrastructure, education and health has raised 
concerns on the medium term prospects of the government budget. The pressures on fiscal 
policy over the medium term could adversely impact social sector and public infrastructure 
spending goals, which in turn can be translated into continued slow economic growth and 
persistently high income inequality.   
 
21. The government faces significant challenges in raising revenues. Even before the recent 
sharp declines in commodity prices, Indonesia’s capacity to raise revenue has been low with the 
ratios of revenue-to-GDP at 14.7% in 2014 and tax-to-GDP at 10.9%. Over the past decade, low 
levels of revenue combined with a legal limit of fiscal deficit at 3% of GDP has capped the level 
of public spending (16.9% of GDP in 2014 compared to more than the average of 28% for 
middle-income countries in Asia). The low compliance rates across a wide range of taxes, 
taxpayers segments and sectors, and sub-optimal design of tax policy are often pointed as the 
main reasons behind the low revenue generating capacity. The slowdown in nominal growth, 
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imports and steep decline in commodity prices in 2015 have also pushed the revenue to fall 
short of its previous year achievement (Figure 3). 
 
Figure 3: Changes in spending vs. Revenue 

 
Sources: CEIC Data Company and Directorate General of Budget. 

 
22. The trend of declining revenue generation capacity if persists would severely constrain 
the fiscal space for development priorities. To deal with this issue, the government have started 
to put up efforts on improving its revenue collection capacity going forward—most recently 
through the tax amnesty initiative—and is committed to sustain its reform efforts in revenue 
policy and administration. 
 
23. In tandem with the government effort to improve its revenue collection capacity, efforts to 
improve both the composition and execution of public spending is no less important. The 
country has persistently underspent on infrastructure, health and social assistance. Before the 
major fuel subsidy reform in 2015, the ill-targeted energy subsidies have limited the budget 
capacity to fund other spending. In 2011–2014, spending on energy subsidies occupy about 
30% of the central government’s budget; almost doubled the allocation for infrastructure and 
health combined. The fuel subsidy reform has created additional fiscal space for spending on 
infrastructure by suppressing the share of energy subsidy down to about 10% of the budget in 
2015. As a result, spending on infrastructure and social protection shot up in 2015 despite a 
drop in total government revenue (Figure 3). Figure 3 also shows how spending items that are 
tied to the total budget amount (education and health) are more sensitive to changes in 
revenue. Consequently, these two items are the ones that may get penalize most if the total 
government revenues were to continue falling. That said, improving the efficiency and the 
effectiveness of budget spending further is very critical. This is true for both the national and the 
subnational levels—where over half of the national budget (net of subsidies and interest 
payments) is spent.  
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