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Economic Analysis (Summary)1 
 
A.   Recent Economic Performance 
           
1. Economic growth accelerated to 6.5% in 2011 from 6.2% in 2010 despite weakening 
external demand (Figure 1). Growth was supported by sustained private consumption and 
stronger investment, as well as an expansion of net exports. Private consumption continued to 
be the main driver of growth in 2011, contributing 2.7 percentage points to gross domestic 
product (GDP) growth, supported by declining inflation, improving consumer confidence, and 
better employment outcomes.  
 
2. Investment contributed 2.6 percentage points to GDP growth, supported by investor 
optimism about the domestic market, larger foreign direct investment (FDI) inflows, and 
increased bank lending. The fixed capital investment to GDP ratio in nominal terms increased to 
32.0% in 2011, up 7.1 percentage points over 5 years; it rose in real terms as well, though at a 
slower rate (Figure 2). Although affected by declining global demand starting in Q4 2011, the 
contribution to GDP growth from net exports rose to 1.5 percentage points in 2011.  
  

 

Figure 1: Contributions to Growth (Demand)
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Figure 2: Real Gross Fixed Capital Formation
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3. On the supply side, economic growth was led by services and manufacturing (Figure 3). 
Services contributed 3.9 percentage points to GDP growth—more than half of the total growth—
as a result of double digit expansion recorded in retail and wholesale trading, and transport and 
communications. The manufacturing sector registered its best performance in 7 years, 
expanding 6.2% and contributing 1.6 percentage points to overall GDP growth. The robust 
recovery was stimulated by increasing domestic demand and rising exports. The key drivers 
included iron and basic steel, food and beverages, textiles, leather products, and footwear, as 
well as transport equipment (Figure 4). 
 
 

                                                 
1 This report draws largely from ADB. 2012. Asian Development Outlook 2012. Manila (with additional country team 

inputs).  
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Figure 3: Contributions to Growth (Supply)
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Figure 4: Growth of Selected Manufacturing Subsectors
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4.  Inflation slowed significantly to 3.8% year-on-year at the end of 2011, below the 4%–6% 
target of Bank Indonesia, the central bank (Figure 5). Food price inflation decelerated sharply 
because of a good harvest in the first half of the year, measures taken to temporarily suspend 
import duties on some food items, and efforts made by the State Rice Procurement Agency 
(BULOG) to stabilize prices. Better coordination between Bank Indonesia and the government 
underpinned by an inflation task force at national and regional level and prudent monetary policy 
also contributed to lower inflation. With the persistent decline in inflation in the second half of 
2011, and indications of a global economic slowdown, the central bank started easing in 
October 2011 with a reduction in its policy rate by 100 basis points (bps) through February 2012 
to 5.75%. 
 

Figure 5: Contributions to Inflation
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Figure 6: Foreign Direct Investment
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5. Merchandise exports in nominal terms rose 27.5% to $201.5 billion in 2011, reflecting 
diversified export markets in spite of a slowdown in Q4 2011. Non-oil and gas exports, driven by 
coal, palm oil, and rubber products, were up by 26.1%, supported by strong demand from 
emerging markets such as the People’s Republic of China and India. Import growth remained 
strong at 30.3%, but was lower than the 42% registered in 2010. With slower import growth, the 
trade surplus rose to $35.3 billion.  
 
6. The current account surplus fell to 0.2% of GDP from 0.7% in 2010, as deficits in the 
services and income accounts widened markedly—reflecting higher outlays on freight and 
business services, and repatriation of direct investment income by foreign companies operating 
in Indonesia. The transfers account recorded a marginally lower surplus, owing to declining net 
remittances from migrant workers.  
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7. The overall balance of payments surplus remained large at $11.9 billion because of 
strong FDI inflows (Figure 6). Net portfolio investment plunged by 68.2% to $4.2 billion in 2011, 
with prolonged global economic uncertainties contributing to a deficit in the capital and financial 
account in the second half of the year. However, FDI rose strongly by 31.9% to a record level of 
$18.2 billion, in line with buoyant investor optimism regarding Indonesia’s economic prospects. 
Gross international reserves rose $13.9 billion to $110.1 billion (6.4 months of imports and 
government debt payments) by the end of 2011 (Figure 7). The rupiah depreciated 2% against 
the US dollar in the second half of the year in line with other regional currencies. 
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Figure 7: Gross International Reserves and Exchange Rate
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8. The budget deficit for 2011 was 1.1% of GDP, lower than the government’s target of 
2.1% as revenues were higher than expected and capital expenditures were lower, offsetting 
higher spending on energy subsidies (Figures 8 and 9). Tax revenues rose to 11.8% of GDP 
from 11.1% in 2010 as a result of a wider tax net, improved tax administration, and good 
economic performance, in particular in commodities-related sectors. On the expenditure side, 
higher than expected oil prices boosted spending for fuel and electricity subsidies to 3.4% of 
GDP from 2.2% in 2010. The public debt to GDP ratio fell further to 25% in 2011. Reflecting the 
country’s strong macroeconomic performance and resilience, Fitch Ratings upgraded 
Indonesia’s sovereign credit rating to BBB– on 15 December 2011 and Moody’s followed on 
18 January 2012.  

9. With stronger growth, the open unemployment rate declined to 6.6% in August 2011. 
Formal employment was up 16.0% while informal employment fell 5.9% (Figure 10). However, 
62% (about 68.2 million) of the employed labor force work in the informal sector, where wages 
and job security are low. If not managed satisfactorily, increasing incidence of labor unrest could 
put a brake to the recent positive trend in the employment outcome. Poverty incidence fell to 
12.4% in September 2011 from 13.3% in March 2010. 
 



 4

Figure 9: Capital Expenditures
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Figure 10: Employment by Status and Gross Domestic 
Product Growth
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B.   Economic Prospects, 2012–2013 
 
10. Forecasts assume the government will maintain its efforts to improve the investment 
climate and public financial management, especially in relation to budget execution. They also 
assume that authorities will endeavor to implement major policies outlined in the Masterplan for 
the Acceleration and Expansion of Economic Development 2011–2025 (master plan),2 issued in 
May 2011, to support sustained economic expansion (paras. 22–25).  
 
11. Private consumption is forecast to remain strong this year and next based on continued 
strong consumer confidence. Bank Indonesia’s consumer survey3 conducted in January 2012 
shows that consumer confidence climbed to the highest level since 2009. In addition to better 
employment outcomes, this in part is supported by the country’s expanding middle class 
(increasing by about 7 million people a year) and a declining dependency ratio.  
  
12. The recent trend of rapid private investment growth is expected to continue. While some 
key constraints such as infrastructure bottlenecks and other elements of a high-cost economy 
need to be addressed quickly, investors still view Indonesia favorably because of its large 
market and good prospects. The Bank Indonesia Business Survey conducted in Q4 2011 
predicts a steady rise in business activity and investment in the first half of 2012. The 2011 
World Investment Report of the United Nations Conference on Trade and Development 
(UNCTAD) ranks Indonesia as the 7th most preferred investment location, up by two places 
from the 2010 survey.4 Earlier in 2010, Japan International Cooperation Agency placed 
Indonesia 6th among promising countries for Japanese overseas business operation over the 
medium term, up by two places from 2009.   
 
13. Public investment for infrastructure is also likely to increase significantly. To address 
infrastructure bottlenecks under the master plan, the 2012 budget includes a provision to boost 
capital expenditure by 33.7% from 2011 levels. To allow for larger spending, the fiscal stance 
will remain accommodative with a budget deficit of 1.5% of GDP. To anticipate weakening 
global economic growth, the government is expected to propose an early revision to the 2012 
budget in March, possibly with a larger fiscal stimulus. In addition, a large part of infrastructure 
financing to support the master plan is designed to come from the private sector and state-

                                                 
2 Government of Indonesia, Coordinating Ministry of Economic Affairs. 2011. Masterplan for the Acceleration and 
   Expansion of Economic Development 2011–2025. Jakarta. 
3  It gauges consumer confidence in current economic conditions and expectations for the economy 6 months ahead.  
4  United Nations Conference on Trade and Development (UNCTAD). 2011. World Investment Report 2011. Geneva. 
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owned enterprises. Absorption of available financing from these sources in 2011 was hindered 
by a long delay in land clearance. The recent passage of the Land Law for Public Use, 2011 will 
address this constraint going forward. Recent upgrade of Indonesia to investment grade by the 
rating agencies will also increase the availability of long-term and lower-cost financing for public 
investment. 
  
14. Monetary policy will have room to be more accommodative. Recent cuts of Bank 
Indonesia’s policy rate will gradually translate into lower lending rates. With inflation expected to 
remain under control, there is some room for further monetary easing. However, if the 
government reduces fuel subsidies, room for monetary easing will be reduced.  
 
15. The recent rapid increase of investment in the manufacturing sector will add capacity for 
higher growth going forward. Investment has been increasingly channeled into the secondary 
sectors, such as basic metal, metal products, machinery, and electronics. These sectors are 
more export-oriented than the tertiary sector, which previously dominated domestic and foreign 
investment. The strong rebound in manufacturing production in 2011 should continue investors’ 
expansion plans for 2012 and beyond. 
 
16. The contribution of exports is projected to moderate in line with the downturn in the 
global economy and weaker commodity prices, particularly for agricultural and mining goods. 
While imports for final products are predicted to slow, imports for capital goods and raw 
materials will remain strong because of continued strong investment growth.  
 
17. Based on the above factors, GDP growth is forecast to remain robust at 6.5% in 2012, 
supported by private consumption and stronger private and public investment. Growth will edge 
up to 6.7% in 2013 as the global economic recovery firms up and the government is able to 
accelerate the rollout of infrastructure investment. Average inflation is expected to decline to 
4.5% from 5.4% in 2011. Although food price inflation will remain well contained as global food 
prices continue to stabilize, the government is planning to introduce a policy to reduce fuel 
subsidies for selected users this year, which will have one-off inflationary impact estimated at 
about 0.5–0.8 percentage points.  
 
18. The current account is projected to move into a small deficit in 2012. This reflects lower 
trade surplus caused by weaker global demand and commodity prices, combined with continued 
strength of demand for imports of capital and intermediate goods associated with the rise in FDI 
inflows. The income deficit will widen, consistent with increasing FDI flows and repatriation of 
related corporate earnings.  
 
19. The risks to the projected economic outlook are tilted to the down side. First, more 
severe economic downturn in advanced economies could lead to a substantial economic 
slowdown in key emerging economies and Indonesia’s major trade partners, such as the 
People’s Republic of China and India. This will translate into a more significant reduction in 
Indonesia’s exports. Second, with an open capital account, Indonesia is vulnerable to the swing 
of economic sentiment against emerging economies. Data from the Bank for International 
Settlements suggest that claims of European banks to countries of Asia and the Pacific, 
including Indonesia, have increased in the post-2008 crisis period although claims on Indonesia 
are relatively small. More importantly, the share of foreign ownership is relatively large in both 
government bonds and the domestic equity market. With a shallower domestic bond market 
than in other emerging markets, large capital outflows could significantly disrupt domestic bond 
markets and budget financing.  
 



 6

20. To anticipate the impact of weaker external demand, the government has included 
provisions in the 2012 budget for a contingency plan.5 Under an emergency, the government 
can receive approval from parliament within 24 hours on measures to mitigate the impact of the 
crisis, including on new spending items that exceed the current budget level, and to reallocate 
programs within the 2012 budget. The government also introduced budget amendments earlier 
than usual in March 2012. To deal with the potential impacts of the euro zone crisis through the 
financial sector, the government can use the bond stabilization program introduced in mid-2011 
to stabilize the domestic bond market through market operation using funds from the state 
budget, government’s idle cash, fund-pooling by state-owned enterprises, and accumulated 
budget surplus. The government has also updated its financial crisis management protocol. At 
the same time, Bank Indonesia has upgraded its macro-prudential measures to manage capital 
inflows more effectively and stands ready to support the rupiah in times of turbulence.  
 
C.  Development Challenges 
 
21. Lagging infrastructure development is the number one constraint to achieving higher 
economic growth in the medium term. Studies6 have pointed out that infrastructure and logistics 
systems have emerged as a major constraint to accelerating economic growth in Indonesia. The 
quality of Indonesia’s infrastructure and logistics systems is lower than that of its neighbors, 
resulting in lower levels of domestic and international connectivity. The recent success of the 
country in maintaining a healthy macroeconomic environment throughout the 2008 global 
financial crisis has boosted Indonesia’s ranking in terms of economic competitiveness by 
10 places in the Global Competitiveness Index to 44 in 2010–2011, before declining again by 
two places in 2011–2012 (Figure 11).7 Although Indonesia’s ranking on overall quality of 
infrastructure improves, at 76 it is far below its overall ranking, implying that infrastructure is a 
drag on the country’s competitiveness (Figure 12). Logistics costs in Indonesia are estimated at 
about 14% of total production costs, compared with only about 5% in Japan.8 
 
22. The government recognizes the challenges. Accelerating infrastructure development to 
improve the country’s domestic and international connectivity is one of the key priorities of the 
government’s National Medium-Term Development Plan 2010–2014. It is also one of the 
strategic foci of the government’s master plan, which consists of three main elements: 
(i) developing regional economies with six economic corridors (Sumatra, Java, Kalimantan, 
Sulawesi, Bali-Nusa Tenggara, Papua-Maluku); (ii) strengthening national connectivity, and 
(iii) improving human resource capacity and innovation to support the development of the six 
economic corridors. It focuses on eight programs (agriculture, mining, energy, industry, marine, 
tourism, telecommunications, and development of strategic areas). Regional growth centers are 
to be developed along the corridors based on the strengths of the particular region, with focus 
on (i) increasing and expanding activities along the value chain; (ii) encouraging efficiency in 
production and marketing, with improved connectivity among domestic markets within and 
outside the regions; and (iii) stronger national innovation systems by promoting human resource 

                                                 
5  The criteria of emergency include (i) economic growth is 1% lower than the target in the budget, (ii) a systematic 

crisis in the domestic financial market, and (iii) a significant increase in budget financing costs. 
6 M.C. Basri and H. Hill. 2010. Indonesian Growth Dynamics. Working Papers in Trade and Development. 

No. 2010/10. Canberra: Australian National University. October. See also E. Ginting and P. Aji. 2012. 
Macroeconomic Management. In H. Hill, M. E. Khan, and J. Zhuong, eds., Diagnosing the Indonesian Economy: 
Toward Inclusive and Green Growth. London: Anthem Press.  

7  World Economic Forum. 2011. Global Competitiveness Report, 2011–2012. Geneva.  
8  M.C. Basri and H. Hill. 2010. Indonesian Growth Dynamics. Working Papers in Trade and Development. 

No. 2010/10. Canberra: Australian National University. October. 
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development to match the requirements of firms in the regions and establishing centers of 
excellence in the activities of the regions.   
 
23. The master plan includes efforts to accelerate infrastructure development, introduce key 
reforms to remove existing bottlenecks, and close the development gap between eastern and 
western regions through improved connectivity and development of economic corridors. It 
envisages stronger collaboration among the government, local governments, state-owned 
enterprises, the private sector, and the public. The role of the government will be to contribute 
toward basic infrastructure provision and to establish a conducive environment for private sector 
participation, with streamlined rules and regulations, at the central and local levels. A number of 
projects will commence in 2012, including major expansion of Jakarta’s main airport, highways, 
and port development in the eastern part of Indonesia.  
 

 

Figure 11: Global Competitiveness Index 
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Figure 12: Global Competitiveness Index Ranking  for 
Infrastructure
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24. A number of reforms are needed, but overcoming the slow disbursement of capital 
spending is the first step. Although the private sector is expected to drive infrastructure 
development over the long term, initially the government will need to take the lead. In this 
context, the government has started to increase budget allocation for infrastructure significantly 
since 2010, but budget absorption is still lower than expected. The government has taken 
measures to address this issue by simplifying procedures of budget execution and 
strengthening procurement capacity in the spending agencies. A number of other initiatives are 
under way, including to advance procurement document preparation and introduce e-bidding 
and e-procurement systems. The Presidential Delivery Unit (UP4K) will improve monitoring and 
coordination across ministries to help address other institutional bottlenecks.  
 
25. Other reforms should accelerate to facilitate increased private sector participation. The 
recent passage of the Law on Land Acquisition for Development in the Public Interest, 2011 will 
provide certainty on land clearance for public infrastructure development, one of the major 
constraints to development. Continued efforts to refine regulations and institutions to support 
public–private partnership are expected to produce more results after the financial closure of the 
first project. The implementation of the master plan for ports, which facilitates increased private 
participation into the sector, will open the sector for competition.     




