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	BASIC STATISTICS OF INDONESIA, 2015

	(Numbers in parentheses refer to the OECD average)a

	LAND, PEOPLE AND ELECTORAL CYCLE

	Population (millions)
	255.7
	
	Population density per km²
	134.3
	(35.4)

	Under 15 (%)
	28.1
	(18.0)
	Life expectancy (years, 2014)
	68.9
	(80.8)

	Over 65 (%)
	5.4
	(16.3)
	Men 
	66.9
	(78.1)

	
	
	
	Women
	71.0
	(83.4)

	Latest 5-year average growth (%)
	1.2
	(0.6)
	Lastest presidential election
	July 2014

	ECONOMY

	Gross domestic product (GDP)
	
	
	Value added shares (%)
	
	

	In current prices (billion USD)
	863.1
	
	Primary
	21.8
	(2.4)

	In current prices (trillion IDR)
	11 540.8
	
	Industry including construction
	33.4
	(26.6)

	Latest 5-year average real growth (%)
	5.8
	(0.8)
	Services
	44.7
	(71.1)

	Per capita, (current prices, 000 USD PPP)
	10.8
	(40.1)
	
	
	

	GENERAL GOVERNMENT
Per cent of GDP

	Expenditureb
	15.6
	(42.3)
	Gross financial debt 
	26.8
	(115.5)

	Revenueb
	13.0
	(39.1)
	
	
	

	EXTERNAL ACCOUNTS

	Exchange rate (IDR per USD)
	13 372
	
	Main exports (% of total merchandise exports, 2014)
	

	PPP exchange rate (USA = 1)
	4167
	
	Mineral fuels, lubricants and related materials
	29.0

	In per cent of GDP
	
	
	Manufactured goods 
	12.9

	Exports of goods and services
	21.1
	(54.1)
	Animal and vegetable oils, fats and waxes
	12.6

	Imports of goods and services
	20.8
	(49.7)
	Main imports (% of total merchandise imports, 2014)
	

	Current account balance
	-2.0
	( 0.1)
	Machinery and transport equipment
	28.7

	Net international investment position 
	-40.4
	
	Mineral fuels, lubricants and related materials
	24.7

	
	
	
	Manufactured goods 
	15.1

	LABOUR MARKET, SKILLS 

	Employment rate for 15 and over year olds (%)
	52.3
	(57.0)
	Unemployment rate, Labour Force survey (15 and over) (%)
	6.2
	(6.8)

	
	
	
	Youth (age 15-24) (%)
	22.6
	(13.9)

	Participation rate for 15 and over year olds (%)
	68.1
	(61.8)
	Tertiary educational attainment 25-64 year-olds (%, 2012)
	7.9
	(31.5)

	ENVIRONMENT

	Total primary energy supply per capita (toe, 2013)
	0.9
	(4.2)
	CO2 emissions from fuel combustion per capita (tonnes, 2012)
	1.8
	(9.7)

	Renewables (%, 2013)
	33.9
	(9.0)
	
	
	

	Fine particulate matter concentration ( PM2.5, μg/m3, 2013)
	14.8
	(13.8)
	
	
	

	SOCIETY

	Income inequality (Gini coefficient)
	0.40
	(0.31)
	Education outcomes (PISA score, 2012)
	
	

	Poverty headcount ratio at $3.10 a day (PPP)
	
	
	Reading 
	396
	(496)

	(% of population, 2012)
	41.7
	(1.5)
	Mathematics
	375
	(494)

	Public and private spending (% of GDP)
	
	
	Science
	382
	(501)

	Health care (2014)
	2.8
	(9.1)
	Share of women in parliament (%, April 2016)
	17.1
	(27.9)

	Education ( 2013)
	3.7
	(5.3)
	
	
	

	Better life index: www.oecdbetterlifeindex.org

	a. Where the OECD aggregate is not provided in the source database, a simple OECD average of latest available data is calculated where data exists for at least 29 member countries.

	b. Central government for Indonesia

	Source: Calculations based on data extracted from the databases of the following organisations: OECD, International Energy Agency, Eurostat, World Bank, International Monetary Fund Eurostat and Inter-Parliamentary Union.




Abbreviations
AEC
ASEAN Economic Community


AIIB
Asian Infrastructure Investment Bank


ASEAN
Association of Southeast Asian Nations


ASEAN-6
Association of Southeast Asian Nations: Brunei, Indonesia, Malaysia, Philippines, Singapore and Thailand


BBK 
FTZ Batam, Bintan and Karimun Free Trade Zone


BI
Bank Indonesia


BKSP
Regional development coordinating body


BOS
School Operational Assistance Grant


BPK
Supreme Audit Agency


BSM
Scholarship for poor students


BULOG
National Logistics Agency


CDB
China Development Bank


DAK
Special Allocation Fund


DAU
General Allocation Fund


DBH
Revenue-Sharing Fund


DID
Special Incentives Grants


EOI
Exchange of information


FDI
Foreign direct investment


FLEGT
Forest Law Enforcement Governance and Trade


FTA
Free trade agreement


FTZ
Free trade zone


GHG
Greenhouse gases


GVC
Global value chains


IDB
Islamic Development Bank


IE-CEPA
Indonesia-European Union comprehensive economic partnership agreement


IIGF
Indonesia Infrastructure Guarantee Fund


JKN
	National Health Insurance Program


JMR
Jakarta Metropolitan Region


KADIN
Indonesian Chamber of Commerce and Industry


KAPET
Integrated Economic Development Zones


KIP
Smart Indonesia Card


KKS
Family welfare card


KPK
Corruption Eradication Commission


KPS
Social protection card


KPPIP
Committee for the Acceleration of Prioritized Infrastructure Provision


KUR
Credit for business


LKKP
National public procurement agency


LPG
Liquefied petroleum gas


LST
Luxury Sales Tax


MDG
Millennium Development Goals


MP3EI
Masterplan for Acceleration and Expansion of Indonesia's Economic Development


NDB
New Development Bank


NEET
Not in education, employment or training


NPL
Non-performing loan


NTT
East Nusa Tenggara


OBA
Output-Based Approach subsidy


P2D2
DAK Reimbursement


PAD
Own-source revenues


PDAMs
Local water-supply utilities


PKH
Family Hope Programme


PLN
Perusahaan Listrike Negara (state-owned electricity company)


PNPM
Programme based on community empowerment


PPP
Public private partnership


PPLS14
National registry of poor and vulnerable households (2014 iteration)


PT PLN
The state-owned electricity distribution monopoly


PTSP
Enterprise registration one-stop-shop programme


RASKIN
Emergency food security programme


RPJMN
Medium Term Development Plan


RPJPM
Long Term Development Plan


SEZ
Special economic zone


SOE
State-owned enterprises


SME
Small and medium enterprise


TB
Tuberculosis


TNP2K
National Team for the Acceleration of Poverty reduction


TPP
Trans-Pacific Partnership


UDB
Unified database


UHC
Universal health-care coverage


VAT
Value added tax


WISMP-2
Water Resources and Irrigation Sector Management Project – Phase 11



Executive summary
	The policy framework has been improving rapidly

	Boosting the efficiency of public spending would free up resources for more productive uses

	The performance of sub-national governments could be improved 



The policy framework has been improving rapidly
Economic growth has slowed
Year-on-year % growth, volumes
[image: graphic]Source: OECD Economic Outlook database.
StatLinkhttp://dx.doi.org/10.1787/888933420555

Indonesia has made great strides in improving its economic and social outcomes. Despite a weak global context and lower export prices, growth has remained relatively robust. Policy has appropriately shifted towards strengthening product markets, improving the business climate and reducing corruption. The fiscal position remains in good shape, in part thanks to energy subsidy reform. Poverty is also being addressed by expanding various social programmes, but food policies do not do enough to protect the most vulnerable. And subsidies and poor regulation, especially in energy and forestry, continue to distort activity and undermine environmental outcomes. 

Boosting the efficiency of public spending would free up resources for more productive uses
The government is small 
Government spending in % of GDP, 2014 or latest
[image: graphic]Source: OECD Government at a Glance 2015.
StatLinkhttp://dx.doi.org/10.1787/888933420540

Public spending and taxation are low, even in comparison with other countries at similar levels of development. Increasing revenues is a priority to fund needed infrastructure and social programmes. In addition, strengthening public-sector governance and capacity (notably at the sub-national level) and reallocating expenditure away from personnel and subsidies would raise the efficiency of public spending and make it more inclusive. Increased government spending, specifically capital spending linked to government-led infrastructure projects, has provided recent fiscal stimulus. 

The performance of sub-national governments could be improved 
Inequality across provinces is large 
% of national GDP per capita, 2014 
[image: graphic]Source: Statistics Indonesia.
StatLinkhttp://dx.doi.org/10.1787/888933420754

Decentralisation, which began in 1998, has brought government closer to the people. However, large inter-regional disparities persist, suggesting that best practices have not been fully adopted. In some regions governance remains weak and rent seeking is widespread, and in many cases incentives are poor. In the short term more direction from the central government can help, but the fundamental solution is to strengthen the capacity of sub-national governments over time. 
	MAIN FINDINGS
	KEY RECOMMENDATIONS

	Setting macro policies for stable and sustainable growth

	Sound macroeconomic policy frameworks have allowed impressive performance, but important challenges remain.

	Growth is likely to continue at a near-5% pace, although downside risks predominate, mainly on the external side.
	If growth disappoints, employ a prudent monetary response to stabilise output without endangering financial stability.

	Tax revenues are low, even relative to peer countries, which is constraining the government’s role in development. 
	Raise revenue by increasing the number of taxpayers through better compliance and improving the efficiency of tax collection. 

	Facilitating structural change

	To accelerate structural change towards high-value-added, high-productivity sectors, fundamental reforms are required.

	Employment protection discourages formal jobs and skills investment and reinforces labour-market segmentation.
	Reduce impediments to hiring and dismissal, and provide incentives for investment in skills.

	Despite good progress, corruption is still holding back growth and well-being.
	Continue the fight against corruption by all means. Support the Corruption Eradication Commission (KPK), and provide it with more resources and authority. 

	Ensuring the sustainability and inclusiveness of economic growth

	Environmental, health and other issues remain serious impediments to sustainability and inclusiveness. 

	Energy subsidies represent about 7% of public spending. They encourage pollution-intensive activities and are poorly targeted. Coal-fired power generation is still expanding.
	Phase out all remaining energy subsidies. To meet rising power needs, invest in low-carbon generating capacity, including renewables and geothermal sources. 

	Deforestation continues, as enforcement of laws against clearing forest land by burning is poor.
	Tighten and strengthen enforcement of laws on forest clearing. Improve productivity in the palm oil and timber industries. 

	Food resilience measures often protect large and inefficient farmers, to the detriment of low-income consumers. Food prices tend to be relatively high and volatile.
	Liberalise the importation of food. Refocus National Logistics Agency (BULOG) activities on managing emergency supplies. Phase out fertiliser subsidies. 

	Poor nourishment and exposure to disease have left over one third of all children under five stunted.
	Expand existing programmes to tackle stunting, including by encouraging breastfeeding.

	Enhancing regional development

	Large inter-regional disparities persist. Regional development is increasingly determined by sub-national governments.

	The administrative burden on firms varies significantly across regions. 
	Work with the sub-national governments to move the regulation of business to best practice.

	More special economic zones (SEZs) are to be established, in spite of their limited success to date.
	Experiment with different incentives in special economic zones, including more flexible labour regulation, with a view to extending proven good practices to the whole economy. 

	Sub-national governments, which now account for half of all public spending, often underspend their budgets, impeding infrastructure investment in particular.
	Expand assistance to help regions to improve budget planning and implementation capacity. In the interim, make greater use of special allocation funds to prioritise sub-national spending.

	Boosting the efficiency of public spending

	Increasing the efficiency of public spending would allow more resources to be allocated to priority areas.

	Government spending in key areas is shaped by specific targets: for example, 20% for education and 5% for health. While this provides ring-fencing, controls on how funds are spent are inadequate.
	Move ahead with the implementation of performance-based budgeting (“money follows the programme”). Improve evaluation of existing and future programmes, and reinforce links with medium-term objectives. 

	Central government transfers cover the entire cost of sub-national governments’ public service payroll.
	Revise the system of transfers from central to sub-national governments to remove the link with payroll. 






Assessment and recommendations


	Recent macroeconomic outcomes and short-term prospects


	Equality and inclusiveness


	Advancing industrialisation by getting the fundamentals right


	Promoting regional development 


	Improving public spending


	Ensuring food resilience


	Deforestation and other environmental challenges





Over the past half century Indonesia has made remarkable progress across a broad range of economic and social dimensions. In general, health, education and other social outcomes have never been better, and higher standards of living are being enjoyed by more and more Indonesians. Over the past two decades democracy has taken hold, and bold strides in decentralisation have brought government closer to the people. As a member of the G20, Indonesia is actively engaged in world affairs, and economic integration with regional ASEAN (Association of Southeast Asian Nations) partners is moving ahead. Indonesia has strong growth potential: its population is young, the domestic market is large, it has a rich endowment of natural resources, public debt is low, and its political system is broad-based and stable. 

The challenges for the years ahead are to diversify the economy by enhancing the nation’s human resources, thereby allowing skill- and labour-intensive sectors of the economy to flourish, and to ensure that living standards and well-being rise for all Indonesians. The key messages of this Survey are:


	Indonesia’s policy is moving in the right direction to meet the challenges the country faces. Monetary and fiscal frameworks are strong. The government is advancing policy reforms to reduce impediments to doing business, improve the regulation of investment, shift budget resources away from subsidies to social security, health and infrastructure, and rationalise foreign investment rules. 


	The “big-bang” decentralisation that accompanied democratisation has proven to be very popular and has brought government closer to the people. To take full advantage of this initiative, however, the capacity of many sub-national governments needs to be strengthened: a task that will take some time. 


	Public spending and taxation are low, even compared with countries at similar levels of development. Increasing revenues is a priority, but there remains substantial scope to improve the efficiency and effectiveness of public spending at all levels of government. 





Recent macroeconomic outcomes and short-term prospects

Low commodity prices and persistently weak external demand reduced GDP growth in Indonesia through 2015 (Table 1 and Figure 1). The fragile rupiah – which has depreciated by over one third against the US dollar over the past five years – and above-target inflation constrained the degree to which monetary policy could support activity. As exports weakened the current account deteriorated, further pressuring the rupiah (Figure 2). The authorities have taken measures to better manage foreign exchange to try to shore up the currency, including allowing more options for hedging. 


	
Table 1. Selected indicators for Indonesia 



	1995

	2000

	2005

	2010

	2013

	2014

	2015





	Population




	Total, million

	205.9

	208.9

	224.5

	240.7

	249.9

	252.8

	255.5




	Age distribution (%)




	0-14

	33.6

	30.7

	30.0

	29.8

	28.9

	27.6

	27.3




	15-65

	62.2

	64.7

	65.1

	65.2

	65.9

	67.2

	67.3




	65+

	4.2

	4.7

	4.9

	5.0

	5.2

	5.3

	5.4




	Absolute poverty rate (%)1

	19.1

	16.0

	13.3

	11.4

	11.1

	11.2




	Gini coefficient1

	0.30

	0.36

	0.38

	0.41

	0.41

	0.41




	Net enrolment ratio (secondary education, %)

	60.0

	70.8




	Employment and inflation




	Employment (million)

	80.1

	89.8

	95.4

	109.6

	112.8

	114.6

	114.8




	Informal employment, % of employment

	70.5

	68.4

	60.1

	59.6

	57.8




	Unemployment rate (%)

	7.2

	6.1

	10.5

	7.0

	6.2

	5.9

	6.2




	Inflation (CPI, end of year, %)

	9.0

	9.3

	17.1

	7.0

	7.7

	8.4

	3.4




	Supply and demand




	GDP (in current trillion IDR)

	546.4

	1 520.7

	3 035.6

	6 864.1

	9 524.7

	10 565.8

	11 540.8




	GDP (in current billion USD)

	243.6

	182.4

	313.2

	756.2

	916.8

	890.7

	863.1




	GDP growth rate (real, in %)

	8.2

	4.9

	5.7

	6.4

	5.6

	5.0

	4.8




	GDP growth rate (real, in per capita terms, %)

	6.1

	5.1

	4.2

	4.9

	4.3

	3.8

	3.7




	Demand (growth in %)




	Private consumption

	12.6

	1.6

	4.0

	4.1

	5.4

	5.3

	4.9




	Public consumption

	1.3

	6.5

	6.6

	4.0

	6.9

	2.0

	4.4




	Gross fixed investment

	10.3

	10.8

	9.5

	11.5

	3.9

	6.3

	2.3




	Exports

	14.0

	16.7

	10.9

	6.7

	5.3

	4.1

	5.3




	Imports

	7.7

	26.5

	16.6

	15.3

	4.2

	1.0

	-2.0




	Supply (in % of nominal GDP)




	Agriculture

	14.3

	13.1

	14.3

	13.7

	13.7

	14.0




	Mining

	11.0

	11.1

	10.7

	11.3

	10.1

	 7.9




	Manufacturing

	25.4

	27.4

	22.6

	21.6

	21.5

	21.5




	Services2

	49.4

	48.3

	52.3

	53.4

	54.7

	56.7




	Public finances (in % of GDP)3




	Revenue

	13.1

	13.5

	16.3

	14.5

	15.1

	14.7

	13.0




	Expenditure

	12.0

	14.6

	16.8

	15.2

	17.3

	16.8

	15.6




	Nominal balance

	1.1

	-1.1

	-0.5

	-0.7

	-2.2

	-2.1

	-2.6




	Gross debt (general government)

	81.1

	43.3

	24.5

	24.9

	24.7

	26.8




	Balance of payments (in % of GDP)




	Trade balance (goods)

	2.7

	13.7

	5.6

	4.1

	0.6

	0.8

	1.5




	Current account balance

	-2.6

	4.9

	0.1

	0.7

	-3.2

	-3.1

	-2.0




	In USD billion

	-6.4

	8.0

	0.3

	5.1

	-29.1

	-27.5

	-17.7




	International reserves (gross, USD billion)

	34.7

	96.2

	99.4

	111.9

	105.9




	Outstanding external debt

	77.7

	41.7

	26.8

	29.0

	32.8

	36.0




	1. Based on per capita expenditure. The Gini index has a range from zero (when everybody has identical incomes) to one (when all income goes to only one person). Increasing values of the Gini coefficient thus indicate higher inequality in the distribution of income. Absolute poverty is the percentage of people below the national poverty line, where the latter is the value of per capita expenditure per month needed for a person to enjoy decent living conditions. 


	2. Includes electricity, gas, water and construction.


	3. Central government unless otherwise noted.


	Source: Statistics Indonesia; Indonesian government financial statement (audited); World Bank; OECD estimates.







Figure 1. Components of GDP growth

Year-on-year % growth, volumes

[image: graphic]Source: OECD Economic Outlook database.

StatLink  http://dx.doi.org/10.1787/888933420555





Figure 2. Current account balance

% of GDP

[image: graphic]Source: OECD Economic Outlook database.

StatLink  http://dx.doi.org/10.1787/888933420560



The end of the commodities super cycle in early 2011 and weaker global growth (including in Indonesia’s biggest export markets: Japan, China, the United States, India and Korea) have reduced fossil fuel, metal and agricultural export volumes and prices. Six of Indonesia’s top eight exports, accounting for 45% of goods exports, fall into these categories: palm oil, coal, natural gas, crude oil, rubber and copper (Figure 3). The impact of the fall in commodity prices has been partly offset by the falling rupiah, in line with other so-called commodity currencies such as the Malaysian ringgit (which has depreciated by around one fifth over the past five years), the Australian dollar (about one third) and the South African rand (more than one half) (Figure 4, Panel A). At the same time high rates of inflation has meant much smaller gains in competitiveness, limiting the boost to exports (Panel B).



Figure 3. Prices of selected commodities

US dollars, index January 2011 = 100.

[image: graphic]Source: IMF Commodity Price database.

StatLink  http://dx.doi.org/10.1787/888933420570





Figure 4. The market exchange rate and the real effective exchange rate

[image: graphic]1. Effective exchange rate deflated by the CPI.

Source: Thomson Reuters; OECD Economic Outlook database. 

StatLink  http://dx.doi.org/10.1787/888933420583



While core inflation has been stable over the past few years, headline inflation exceeded Bank Indonesia’s (BI) target range for much of 2015 (4±1%) – driven by large increases in food and administered prices (subsidised fuels, electricity, transport fares) – before dipping back into it this year. However, inflation for administered-price items has fallen dramatically, as the government has passed through lower energy prices to consumers by cutting transport fares and electricity prices. On the other hand, retail fuel prices have not fallen to the same extent as world crude prices, as subsidies were removed. By January 2016 inflation had fallen back within the target range (Figure 5), and the rupiah staged a rebound against the dollar (Figure 4).



Figure 5. The components of CPI inflation and the inflation target

[image: graphic]1. The core measure of inflation excludes volatile foods and administered prices.

Source: Bank Indonesia.

StatLink  http://dx.doi.org/10.1787/888933420596



On the back of the inflation moderation, the stabilisation of the exchange rate and a return to a more sustainable external balance, BI has cut interest rates five times since January 2016, each time by 25 basis points, taking the (new) official rate down to 5.0% (Figure 6, Panel A). In addition, BI also reduced the rupiah-denominated primary reserve requirement by 100 points. Adjustments were also made to the macro-prudential framework to encourage lending. In August 2016 the Bank changed from targeting the 12-month rate to the 7-day reverse repo rate to improve the monetary policy transmission mechanism. Neverthess, real interest rates in Indonesia remain high (Panel B).



Figure 6. Official and long-term interest rates, nominal and real

[image: graphic]1. As of 19 August 2016 Bank Indonesia switched to a new policy rate known as the BI 7-Day Reverse Repurchase (repo) Rate.

2. Deflated with year-on-year CPI inflation rate.

Source: Thomson Reuters; OECD Economic Outlook database; Bank Indonesia.

StatLink  http://dx.doi.org/10.1787/888933420601



GDP growth is expected to continue to pick up over the course of 2016 and into 2017 (Table 2). Despite persistently weak external conditions, confidence is returning, with government investment in infrastructure gathering pace, inflation moderating and a stable rupiah. Motor vehicle sales are trending upwards, credit growth is picking up, and the Purchasing Managers Index is recovering, suggesting stronger consumption and a rebound in business investment. 


	
Table 2. OECD economic projections for Indonesia


	Annual percentage change, volume (2007 prices)



	2013

	2014

	2015

	2016

	2017





	Gross domestic product (GDP)

	5.6

	4.8

	4.8

	5.1

	5.3




	Private consumption

	5.5

	5.3

	4.5

	5.1

	5.0




	Government consumption

	6.7

	1.2

	5.4

	5.4

	3.5




	Gross fixed capital formation

	5.0

	4.6

	5.1

	5.4

	6.1




	Stockbuilding1

	–0.3

	0.8

	–0.9

	–0.3

	0.1




	Total domestic demand

	5.0

	5.4

	3.9

	4.9

	5.5




	Exports of goods and services

	4.2

	1.0

	–2.0

	–0.9

	3.1




	Imports of goods and services

	1.9

	2.2

	–5.8

	–2.3

	4.2




	Net exports1

	0.6

	–0.3

	0.9

	0.3

	–0.2




	Other indicators (growth rates, unless specified)




	GDP deflator

	5.0

	5.4

	4.2

	2.6

	3.9




	Consumer price index

	6.4

	6.4

	6.4

	3.1

	3.5




	Trade balance2

	–0.8

	0.8

	0.3

	0.1

	–0.6




	Current account balance2

	–3.1

	–3.1

	–2.1

	–2.0

	–2.5




	Central government fiscal balance2

	–2.4

	–2.5

	–2.3

	–2.6

	–2.9




	Three-month money market rate

	6.3

	8.8

	8.3

	7.2

	6.4




	Ten-year government bond yield, average

	6.9

	8.2

	8.2

	7.8

	7.4




	1. Contribution to changes in real GDP.


	2. As a percentage of GDP.


	Source: OECD staff estimates.





As for most of the world, the risks are largely on the downside, the most significant of which are international. If external conditions worsen significantly and the current account deficit widens, the exchange rate may come under renewed pressure from capital outflows, and the monetary authorities would have to delay, or even reverse, interest rate cuts. Domestically, if revenues continue to weaken, the government would have to make further expenditure cuts to avoid hitting the legal 3%-of-GDP deficit ceiling. If the shift from public to private participation in infrastructure investment does not happen as planned, activity will weaken, and confidence will suffer. Some extreme but unquantifiable potential shocks are described in Table 3.


	
Table 3. Possible extreme shocks to the Indonesian economy



	Shock

	Possible impact





	Dramatic slowdown in Asia 

	Indonesia is a major exporter of raw and slightly transformed commodities and is particularly exposed to China. A sharp downturn there and/or in other regional trading partners would have a major impact on Indonesia through the demand and price channels. Government finances rely heavily on royalty revenues from the mining and oil/gas sectors. Many firms are exposed due to high levels of short-maturity foreign-currency-denominated borrowing. 




	Natural disasters

	Indonesia is prone to natural disasters such as extreme weather, volcanic activity and earthquakes. These disasters have the potential to cause enormous economic and humanitarian upheaval. Man-made disasters, such as the 2015 forest fires, can also have major economic, health and ecological impacts. These could be mitigated by adopting a comprehensive mechanism for handling such risks (including issuing so-called catastrophe bonds), as Mexico did in 2006. 







The financial sector is healthy

Despite the slowdown in economic activity, the financial sector remains in good shape and is one of the most profitable globally. Banks’ non-performing loan ratio (NPLs) stood at 3.2% in July 2016, a slight increase over the previous three months. The deterioration in NPLs has been larger for banks that are more exposed to corporate borrowing and is increasingly reflected in their share prices. Going forward, the sector will be challenged, with sub-par economic growth, low commodity prices, pressure from the government to lower lending rates and the depreciated rupiah all weighing on asset quality and profitability. Nevertheless, sound capital levels and adequate liquidity will provide buffers against downside risks, and lower interest rates provide extra protection. The new Financial System Crisis Prevention and Resolution law clarifies the mechanisms for bank resolution (including bail-in provisions) and aligns the functions of the various supervisory agencies. 

Corporate debt, at around 32% of GDP, remains low (IMF, 2015), although it has doubled over the past five years, and around two-thirds of it is denominated in foreign currency. Significantly more favourable lending conditions abroad and shallow domestic financial markets, particularly the thin corporate bond market, have discouraged domestic borrowing and driven firms to borrow actively in global bond and syndicated loan markets. In October 2016, out of a total of USD 170 billion of private foreign debt, less than one third (27.6%) had remaining maturities less than one year. However, a 2014 BI survey of 159 of the largest private borrowers that constitute over 80% of total private debt, only 35% undertook hedging transactions. The survey also revealed that 52% of companies that did not engage in hedging activity were purely domestically oriented and therefore did not benefit from a natural hedge. As a result of foreign-currency exposure, over the past two years there have been payment defaults in the telecommunications and mining sectors. In 2014 regulations were imposed on nonbank corporations to enhance risk management of foreign debt by mitigating liquidity mismatch, overleverage risk and currency risk through hedging. BI reports that since Q2 2015 Indonesian corporations as a whole have hedged their open position in foreign currency for up to three months more than required by these regulations. The authorities must continue monitoring the situation carefully.

The fiscal framework is strong

Indonesia’s fiscal position is in good shape, supported by legal caps on the fiscal deficit and public debt at 3% and 60% of GDP, respectively. The deficit has come closer to the limit for the last four years, reflecting to some extent the authorities’ desire to revive declining output growth (Figure 7); the OECD projects that the fiscal deficit will stay near 3% in the next two years due to both revenue constraints and ambitious spending programmes. However, public debt is low (about 27% of GDP in 2015), which is also a consequence of the relatively small size of the Indonesian government (Chapter 2). Nevertheless, even with limited indebtedness, debt service costs are a relatively high share of government revenues (Figure 8, Panel A). Moreover, the implicit interest rate paid on the stock of Indonesia’s public debt is also high (Panel B), reflecting exchange rate uncertainty and sovereign risk.



Figure 7. Central government revenue, expenditure and balance

% of GDP

[image: graphic]Source: CEIC database.
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Figure 8. Government debt, servicing costs and implicit interest rates

Selected countries, 2014

[image: graphic]Note: Fiscal year 2014/2015 for India. 2015 for Brazil.

Source: OECD Economic Outlook database; World Bank World Development Indicators database; IMF Government Financial Statistics database; Reserve Bank of India; South African Ministry of Finance; CEIC.
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Public spending has undergone a major overhaul since the 2014 election. In particular, fuel subsidies have been mostly scrapped: they comprised nearly 14% of total expenditures in 2014 but dropped to about 3% in 2015. However, remaining energy subsidies (including for electricity), representing about 7% of public spending, should also be phased out completely. A welcome reform related to electricity began to limit government subsidies as of mid-2016 to only 25 million households in need, about half as many as in 2015. The implementation of this reform is targeted for completion by the end of 2016.

Consistent with OECD (2015a) recommendations, much of the fiscal space created from lower energy subsidies has been used for social spending and higher infrastructure spending (Figure 9). The authorities are also using direct capital injections into public enterprises to boost infrastructure investment. While this seems an easy way to expedite prioritised projects, it is critical to follow sound corporate governance principles (OECD, 2015d), particularly given that such projects potentially represent large contingent fiscal liabilities.



Figure 9. Change in government spending

Difference between 2014 and 2015, percentage points of total expenditure

[image: graphic]Source: CEIC database.
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Over the last three years revenues have been over-estimated in both preliminary and revised budgets (Figure 10), partly due to lower oil prices. Lower-than-projected GDP growth also raised the deficit. The mid-term revisions, which in the past have diminished gaps that emerge in the preliminary budget, have, in the last three iterations, reduced the errors only marginally. For 2016, the preliminary budget projected revenues over 20% higher than the 2015 realisation, and the mid-year revision assumed revenues only about 2% lower than initially expected. Based on first-semester collections, which were down about 5% year-on-year, the government cut expenditure by less than 1% as part of the official budget revision in June. It subsequently decided to further revise down spending in August, with an additional reduction of 6.5%. 



Figure 10. Difference between projected and realised government revenues

% of GDP

[image: graphic]Source: CEIC database.
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Budgets need to adopt...
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