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VISION

To be recognized domestically and internationally
as a credible central bank through the strength of
our values and achievement of low, stable rates
of inflation.

MISSION

To achieve and maintain rupiah stability by
maintaining monetary stability and promoting
financial system stability for indonesia’s long
term sustainable development.

STRATEGIC VALUES

Competency - Integrity - Transparency -
Accountability - Cohesiveness
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DARMIN NASUTION

Governor of Bank Indonesia, 2012

“While growth was higher, there was also a more balanced structure of economic growth, marked by stronger
investment and exports. Reflecting investment growth were brisk imports of capital goods, high investment lending
and heavy inflows of foreign direct investment (FDI). The expanding trend in investment reflected a process of
capital accumulation that could boost the effectiveness in expansion of productive capacity in the economy while
reducing supply-side rigidity”.
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The year 2011 was one replete with dynamics and
challenges while again putting the resilience of
Indonesia’s economy and financial sector to the test.
Halfway through the year, the upbeat optimism for
global economic recovery that had marked early 2011
began to fade. In early September 2011, global financial
markets were plunged into turmoil as a result of the
worsening debt crisis in Europe. As a nation with an
open economy and financial sector, Indonesia did not
escape the fallout from this global turmoil.

Amid the unrelenting global upheaval, during

2011 Indonesia successfully maintained stability in
macroeconomic aggregates and the financial sector
that underpinned the achievement of internal and
external equilibrium in the national economy. Also key
to this equilibrium was the ample space allowed for
flexibility in monetary and fiscal policies in response to
external shocks.

DARMIN NASUTION

Governor




Internal equilibrium in the economy in fact showed
improvement, reflected in the upward trend in
economic growth alongside declining inflation. During
2011, the Indonesian economy grew by 6.5%, up from
6.1% one year earlier, marking the highest growth rate
for the past ten years. Contrasting this was inflation at
3.79%, well below the 6.96% level of the previous year.
This mild inflation is expected to accelerate the process
of disinflation in pursuit of a lower long-term inflation
target on par with the inflation rate of Indonesia’s
trading partners. It also represents the second time that
inflation fell to a record low for the past ten years.

While growth was higher, there was also a more
balanced structure of economic growth, marked by
stronger investment and exports. Reflecting investment
growth were brisk imports of capital goods, high
investment lending and heavy inflows of foreign direct
investment (FDI). The expanding trend in investment
reflected a process of capital accumulation that could
boost the effectiveness in expansion of productive
capacity in the economy while reducing supply-side
rigidity.

Similarly, the maintenance of external equilibrium was
reflected in the continued surplus in the balance of
payments, despite some reduction from the preceding
year. With the balance of payments in surplus,
international reserves climbed from 96.2 billion US
dollars at the end of 2010 to 110.1 billion US dollars at
the end of 2011. At this level, reserves were sufficient
to cover 6.4 months of imports and payment for short-
term government foreign debt.

Stability in the financial sector was also maintained
within safe limits during 2011, as banks reinforced
their capacity to absorb the risk of instability while
continuing to perform their intermediation function.
Improvements in capital and consistent application

of prudential banking principles were visibly quite
effective in holding back the industry from precipitous
decline.

The improved performance in the Indonesian economy
and financial sector was encouraging, in view of the
considerable turbulence in the global environment

during 2011. From early September 2011, the European
debt crisis began spreading to larger economies such

as Italy and Spain, prompting investors to reprice
investment risk and reposition their portfolio holdings
in assets from emerging market nations, including
Indonesia. The depth and breadth of the European
debt crisis also dashed the previous optimism for global
economic recovery.

In response to the downside risks of global economic
slowdown and mounting instability, Bank Indonesia
reoriented and recalibrated its policy mix concerning
interest rate, exchange rate and macroprudential
policies. During 2010 and in early 2011, the policy mix
was primarily targeted at responding to inflationary
pressure and heavy capital inflows, but from Q3/2011,
it shifted more to stabilisation of the financial market
and countercyclical action in curbing the risks of the
weakening global economy.

To anticipate the risk of worsening global economic
conditions, it became necessary to bolster domestic
resources of economic growth. For this reason, and in
view of confidence for even more subdued inflation,
from September 2011, the monetary policy response
embarked on a more loose bias. This change in stance
commenced with a downward adjustment in the
lower limit of the interbank interest rate corridor and
was followed by cuts in the Bl Rate in October and
November 2011, bringing the Bl Rate to 6.0% at the end
of 2011.

To safeguard macro and financial system stability,

Bank Indonesia pursued a range of policy actions

that included the simultaneous stabilisation of the
exchange rate and the government bond market. This
policy action also enriched monetary operations and
improved their efficiency due to the accumulation of
government bonds at Bank Indonesia available for use
in monetary operations. Looking forward, exchange rate
stability will also be supported by the implementation
of a regulation requiring foreign exchange earnings
from exports and foreign exchange debt to be received
through domestic foreign exchange banks.
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Bank Indonesia continues to pursue a range of policy
actions to bolster resilience and improve efficiency in
the banking system to enable the banking sector to
deliver a greater contribution to support sustainable
economic growth. In addition, policy refinements in
the payment system are moving forward to improve
efficiency in payment system operations and support
the reinforcement of monetary and banking policies.

Now, in early 2012, global economic conditions are
predicted no better than in 2011. At the end of 2011,
no clear picture had emerged of the likely depth

and duration of the European debt crisis, due to the
very broad dimension of the issues involved. Some
European nations are caught in an adverse feedback
loop involving the sovereign debt crisis, deteriorating
condition of the banking system and slowing economic
activity. The depth and breadth of the European debt
crisis poses enormous downside risks for the global
economic outlook in 2012.

Nevertheless, the gloomy outlook for the global
economy in 2012 still provides opportunities for the
national economy to maintain a brisk growth, provided
the reinforcement of the domestic based economic
growth resources. After taking in to account of all the
opportunities and challenges involved, Bank Indonesia
predicts that in 2012, the Indonesian economy will
grow by 6.3%-6.7%.

The reductions in the Bl Rate commencing October
2011 are expected to stimulate domestic financing
resources, most importantly from the banking sector.
Investment growth is predicted to strengthen further,
which in turn will help sustain public purchasing power.
Indonesia will have greater opportunity to boost
investment after all rating agencies have restored
Indonesia to investment grade. On the other hand,
Bank Indonesia predicts inflation in 2012 to remain
stable at 4.5% in view of the slowing condition of

the global economy and adequate levels of domestic
production capacity, provided there is no change in
policy regarding fuel prices.

This concludes our overview of the Indonesian
economy in 2011 and its outlook for 2012, which are
described in full in the Indonesia Economic Report.
My hope is for this report to provide useful reference
material for us all.

Finally, on behalf of the Board of Governors of

Bank Indonesia, | would like to express my sincere
appreciation to the Editorial Team of the Indonesia
Economic Report. May God the Almighty bestow upon
us the abundance of His Grace and protection in every
step of our endeavours.

Jakarta, March 2012
Governor of Bank Indonesia

ngfi" -

Darmin Nasution






EXECUTIVE SUMMARY

INDONESIA'S ECONOMIC RESILIENCE
AMID GLOBAL ECONOMIC
UNCERTAINTY

In 2011, the Indonesian economy demonstrated considerable resilience in the face of mounting uncertainties in the
global economy, reflected in even stronger growth performance and steady, prudently managed macroeconomic
stability. Economic growth reached 6.5%, an all-time high for the past ten years, while inflation was a mild 3.79%.
Accompanying this more robust performance was improvement in quality of growth, reflected in the substantial
role of investment and exports as sources of growth, falling levels of unemployment and poverty and improvement
in equitable distribution of growth across Indonesia’s regions. On the external side, Indonesia’s balance of payments
charted a respectable surplus that expanded the international reserves position and contributed to appreciation in
the rupiah exchange rate. In the financial sector, financial system stability held firm despite pressure on financial
markets during the second half of 2011 from the impact of the worsening crises in Europe and the United States.
With strong economic resilience and low external debt risk supported by prudent macroeconomic policies and

a range of ongoing structural policy measures, Indonesia was again rewarded with an upgrade that took the
sovereign rating to investment grade.

Indonesia’s robust economic fundamentals proved adequate to minimise impact from the global economic turmoil.
Uncertainty over the European debt crisis and fears over the outlook for US economic recovery during 2011 fuelled
turbulent conditions on financial markets and dented global growth. The brunt of fallout in Indonesia from the
global turmoil was borne by financial market, led by the stock and bond markets, while impact on the real sector
was comparatively minimal. In the financial sector, the decision by some investors to pull out foreign capital during
the second half of 2011 put pressure on the rupiah, Government bond yields and share prices. Nevertheless, the
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stabilisation measures pursued by Bank Indonesia and the Government, reinforced by the strong fundamentals of
the financial sector and macroeconomic stability, averted a breakout of turmoil on the financial market. In the real
sector, external-side support for Indonesia’s economic resilience came from diversification of export markets marked
by growth in intra-regional trade within Asia in addition to the expanding role of foreign direct investment (FDI).

On the domestic front, economic resilience was also bolstered by buoyant purchasing power in response to rising
incomes and a demographic structure weighed heavily in favour of productive age groups.

In addition to strong economic fundamentals, appropriate policy responses were key to supporting Indonesia’s
economic resilience. Bank Indonesia and the Government engaged in policy coordination to reinforce economic
fundamentals while mitigating impact from external turbulence. On Bank Indonesia’s part, the measured, timely
application of a monetary and macroprudential policy mix proved successful in safequarding macroeconomic

and financial market stability. This policy mix was implemented through interest rate and exchange rate policy
responses as well as macroprudential policies for management of capital inflows and banking liquidity. Also
supporting the monetary and macroprudential policy mix was a communications strategy to improve the
effectiveness of monetary policy transmission and minimise uncertainty for market actors. In the banking system,
Bank Indonesia worked untiringly to strengthen banking resilience, enhance the supervision function and promote
intermediation with focus on productive sectors. From the Government side, fiscal policy sought to deliver an
enlarged stimulus while safeguarding fiscal sustainability. At the sectoral level, the Government worked hard to
boost the quality of economic growth through improvements to the investment climate, accelerated construction
of infrastructure, stronger competitiveness in industry and exports and greater national food resilience, including
measures to stabilise prices. Policy coordination between Bank Indonesia and the Government in order to improve
economic resilience and macro stability was also reinforced through the implementation of Crisis Management
Protocols (CMPs) and control of inflation at the central and regional levels through Inflation Control Team (TPI) and
Regional Inflation Control Teams (TPIDs) forums.

In the outlook for 2012, Indonesia’s economy is predicted to forge ahead, although risks from a downturn in the
global economy remain high. In 2012, the economy is forecasted to grow by 6.3%-6.7% while inflation is projected
within the 4.5%+1% targeting range. This growth will be driven mainly by the domestic economy, with investment
playing an expanding role. Indonesia’s large domestic market, prudent macroeconomic stability, low interest rates,
improved investment climate and investment grade status are factors that will drive robust investment growth.

In keeping with this trend, inflows of FDI are predicted to mount higher, helping to keep the balance of payments
in a healthy surplus. This will contribute to stability in the rupiah exchange rate in the face of risks of shocks in
movements of capital. However, due to the risk of further weakening in the global economy, Indonesia’s economic
growth may trend towards the lower limit of the forecasted range in the absence of monetary and fiscal stimulus
measures. Meanwhile, Government plans concerning subsidised fuels and other strategic commodities may stoke
inflationary pressure in coming periods.

In 2012, Bank Indonesia will optimise the role of the monetary policy mix to curb inflation within the targeting
range and boost economic growth in order to mitigate risks from the global economic slowdown. In the banking
sector, Bank Indonesia will improve efficiency to enable banks to optimise their contribution to the economy while
continuing to build the resilience of the banking system. In addition, Bank Indonesia is working to increase financial
inclusion through broader public access to banking services. In the payment system, Bank Indonesia is devoting
untiring effort to improve efficiency, reliability, security and consumer protection in both the national payment
system and in the payment system linkages with other countries. These measures underpin the confidence that
during 2012, economic growth will again reach the median projection. In the medium-term, given the forecasts for
improvement in the world economy and ongoing launching of structural policies in investment and manufacturing,
the Indonesian economy can look forward to higher, sustainable growth alongside prudently managed
macroeconomic stability. Indonesia’s economy is forecasted to grow at 6.6%-7.4% while inflation will ease further in
line with the 4.0%+1% target for 2016.
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THE GLOBAL ECONOMY

Global economic developments in 2011 were marked
by increased uncertainties that emerged due to the
much-delayed resolution of the debt crisis and fears
over the outlook for economic recovery in advanced
economies. In the US, some indicators suggest that
economic recovery is not as strong as originally
projected. In Europe, the failure of repeated attempts
to resolve the debt crisis has worsened conditions

in the financial sector and for economic recovery in
the region. The mounting uncertainty in these two
developed regions of the world fuelled turmoil on
global financial markets, and with the added impact
of the natural disaster in Japan and geopolitical crises
in the Middle East, slowed the process for global
economic recovery in 2011.

Early in the year, optimism for further improvement

in global economic recovery was running strong. In
January 2011, the IMF revised upwards its forecast for
global economic growth in 2011 to 4.4% from the 4.2%
level forecasted in October 2010. This growth forecast,
which surpassed the historical average, pointed to
hopes for acceleration in the global economic recovery
process at the time* However, early in the second

half of 2011, pessimism began to set in as uncertainty
mounted over the prolonged resolution of the debt
crisis in Europe and stalled economic recovery in the
US. In October 2011, the IMF announced a downward
revision in the 2011 global growth forecast to only 4%,
below the normal level.

The loss of optimism for global economic recovery was
closely linked to the dynamics of a range of economic
indicators and the policy responses adopted in various
nations. In early 2011, following the multispeed
recovery in 2010, global economic recovery was
expected to carry forward in 2011 with improved
growth equilibrium in advanced economies. Various
positive developments in advanced nations buoyed
optimism for brisk recovery at the time. Consumption
in the US and Japan was on the mend, while Europe’s
fortunes were boosted by improvement in the trade
balances of Germany and France. In emerging market
countries, economic growth was running high with
some countries such as China and India reportedly
showing signs of overheating.

1 From 2000 until 2010, world economic growth averaged 4.2%.
High global economic
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However, the momentum of this recovery was initially
hampered by the disaster that struck Japan on 11
March 2011. Production stoppages led to contraction
in the Japanese economy and disruptions in the global
supply chain of Japanese products. In addition, the
outbreak of geopolitical crises in the Middle East led
to soaring prices for oil and other commaodities, which
in turn stoked inflationary pressure in many countries.
While advanced economies stayed the course with
accommodative monetary policies, emerging markets
responded with a tight bias. The difference between
these monetary policy responses amid the ongoing
multispeed recovery and high volume of excess global
liquidity prompted an even greater rush of foreign
capital inflows into emerging market economies.

During Q2/2011, the recovery in the world economy
began to lose momentum with the downward spiral in
the sovereign debt crisis in Europe. Portugal and Greece
faced mounting difficulties with debt, which resulted
in a further downgrading of the debt rating for the two
countries. This kindled negative sentiment on financial
markets, putting pressure on financial asset prices

due to flight to quality with global investors shifting
investments from high-risk to more secure assets. In
emerging market countries, not only financial asset
prices, but also capital inflows and exchange rates saw
wider fluctuation.

From the third quarter to the end of 2011, global
economic conditions deteriorated further in line
with the deepening and widening of the sovereign
debt crisis in the developed world. The crisis that
broke out in peripheral nations in the Eurozone then
spread to nations at the Europe’s core, due to the
closely intertwined nature of the economies and
banking systems of Europe. At the same time, efforts
to revive the US economy with fiscal stimulus and
extra-accommodative monetary policy failed to boost
economic activity. These stimulus packages did not
succeed in restoring consumer confidence, lowering
unemployment and bringing recovery in the property
sector, and therefore failed to generate a permanent
increase in consumption. Worse yet, the high level
of US government debt and uncertainty over policy
responses for addressing debt levels resulted in

a downgrading of US sovereign debt from AAA to
AA+. This set off turmoil on global financial markets
that gained mounting intensity. Emerging market
nations were hit by massive capital reversals leading
to weakening in exchange rates and steep price
corrections for financial assets.



The crisis in the US and Europe has resulted in spillover
effects on emerging market economies. In the trade
channel, the slumping growth in advanced economies
has impacted demand for imports, bearing down on
growth in world trade volume. This has slowed the rate
of export growth in emerging market countries, putting
pressure on economic growth. The intensity of the
impact depends on the export structure and capacity
for domestic demand in the individual country. As a
rule, growth will taper off less in emerging markets
with resource-based exports and greater capacity

for domestic demand. Impact is also influenced by
policy responses to mitigate the impact of the global
economic slowdown, whether through accommodative
monetary policy or fiscal stimulus. For these reasons,
and the subdued inflationary pressure following the
decline in global commodity prices at the end of 2011,
Bank Indonesia and a number of other central banks
lowered their monetary policy rates. Overall, emerging
market economies were still able to chart high growth
and continue to forge ahead as the engines of global
economic growth.

Via the financial market channel, the debt crises

in Europe and the US fuelled turbulence on global
financial markets. The flurry of negative reporting on
the escalating sovereign debt crisis, particularly in
these two developed economies, inflamed negative
sentiment on financial markets that led to increased
risk aversion and flight to quality. Emerging market
countries suffered a massive capital reversal in Q3/2011
that put steep pressure on exchange rates and sent
stock and bond prices tumbling. Faced with such
pressure from global financial market turmoil, emerging
market nations embarked on measures to stabilise
their financial markets through intervention on forex
markets, while nevertheless allowing room for flexibility
in their exchange rates. This policy was possible due

to the ample level of international reserves. At some
central banks, including Bank Indonesia, stabilisation
measures also involved the purchasing of government
bonds on the secondary market. In the end, financial
market stability in emerging market countries remained
within safe limits and returned to normal at the end of
2011.

PERFORMANCE OF THE INDONESIAN
ECONOMY

Amid mounting uncertainties in the global economy
during 2011, Indonesia’s macroeconomic aggregates

and financial system indicated considerable resilience.
The spillover effects of the global crisis on the
Indonesian economy through the trade channel

were comparatively limited. Indonesia’s export
performance remained strong, bolstered mainly by
exports of resource-based commodities and market
diversification in response to the growing volume of
intraregional trade in Asia. In the financial market
channel, the resilience of the financial system held
steady despite downward pressure during the second
half of 2011. Key to this was the strength of financial
sector fundamentals in absorbing risk and safeguarding
macroeconomic stability, with support from the
stabilisation measures pursued by Bank Indonesia and
the Government. On the domestic front, economic
resilience was also bolstered by robust purchasing
power in response to rising incomes and a demographic
structure weighed heavily in favour of productive age
groups.

With this resilience, the Indonesian economy was
less influenced by global economic conditions during
2011 and charted improved levels of performance.
Accompanying this brisk pace of growth was higher
quality of growth, reflected in the expanding role of
investment and exports as sources of growth, falling
levels of unemployment and poverty and improvement
in equitable distribution of growth across Indonesia’s
regions. Indonesia’s balance of payments recorded
increased surpluses in both the current account and
the capital account, added to which were stronger
international reserves, appreciation in the rupiah

and significant easing of inflationary pressures.
Alongside this, overall performance improved in
Indonesia’s banking system and financial market
during 2011. The steady advance in economic
performance and low external debt risk supported by
prudent macroeconomic policy and various structural
policy actions were rewarded with the upgrading of
Indonesia’s sovereign rating to investment grade.

In 2011, economic growth climbed to 6.5%,
representing a record high for the past ten years. Key to
the brisk pace of growth was sustained macroeconomic
stability marked by a stable rupiah exchange rate and
low inflation, expanding economic capacity and stable
domestic political and security conditions. The buoyant
growth was distributed almost evenly across all regions
of Indonesia, with the highest level recorded in the
Java region and the lowest in Eastern Indonesia, most
importantly in Bali, Nusa Tenggara and Kalimantan.
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On the demand side, the improvement in economic
growth was driven mainly by more robust growth

in consumption and investment. In addition to the
contribution from heavier government spending,
upbeat growth in consumption was also strengthened
by rising incomes and buoyant consumer confidence.
Non-construction investment soared, reflecting

the business response in expanding production
capacity in keeping with robust demand and the
conducive business climate in Indonesia. At the same
time, exports maintained brisk expansion despite
growth tapering off near the end of 2011 in line

with weakening growth in the world economy. This
development was followed by a slowdown in imports
linked mainly to reduced demand for raw materials for
export production.

At the sectoral level, developments in tradable sectors
pointed to upbeat conditions. This was indicated mainly
by higher industry sector growth, which reached a
record high for the past seven years. However, the
agriculture sector charted only mild growth due to

the limited expansion in land for food crop cultivation,
while mining sector growth slowed due to low oil and
gas production. In non-tradable sectors, developments
were marked by improvement in line with the strength
of domestic activity. Upbeat performance in non-
tradable sectors was driven largely by the trade, hotels
and restaurants sector, the financial sector and general
services. Others sectors, including the construction
sector and transport and communications, also
maintained brisk growth.

In response to these developments, Indonesia’s
economic growth outperformed that of other
countries in the region. Amid the overall decline in
growth in emerging markets worldwide, including
ASEAN countries, Indonesia’s economy in fact charted
increased growth. The declining growth in peer nations
came as the result of faltering export levels, while
Indonesia’s exports maintained comparatively strong
performance. Furthermore, a key source of Indonesia’s
economic growth was the sustained strength of
domestic demand.

The higher economic growth also resulted in more job
creation, thus bringing open unemployment down to
6.6% in 2011 from 7.1% in 2010. Added to this was
improvement in the quality of the workforce with more
workers employed in the formal sector and an increase
in numbers of employed graduates. In keeping with this
trend, the percentage of people living in poverty fell
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from 13.33% in 2010 to 12.36% in 2011. Contributing to
this decline was lower inflation, increases in minimum
wage levels and improving farmer terms of trade.

The external performance of the Indonesian economy
during 2011 remained solid in the face of global
economic turmoil. Indonesia’s balance of payments
posted a respectable 2011 surplus of 11.9 billion US
dollars. In terms of fundamentals, the balance of
payments demonstrated the resilience of the economy,
as reflected in the trade surplus and heavy inflows of
foreign direct investment (FDI) in Indonesia. Amid the
levelling trend in trade volume and decline in global
commodity prices, Indonesia’s exports maintained
vibrant growth, and thus contributing to an increased
trade surplus for non-oil and gas commodities. FDI
transactions have steadily climbed with support from
the increasingly conducive investment climate and
secure level of macroeconomic stability in Indonesia.
Portfolio investment transactions also booked a surplus
for the year as a whole, despite some net outflows

in the second half triggered by the global financial
market turmoil. In response to these developments,
international reserves mounted to 110.1 billion US
dollars at the end of 2011, equivalent to 6.4 months of
imports and servicing of official external debt. These
ample reserves also provided a bulwark of exchange
rate and financial system stability in curbing external
shocks, including risks of foreign capital reversal.

The balance of payments surplus was a key factor
driving appreciation of the rupiah during 2011.
Averaged over the year, the rupiah strengthened
3.56% from Rp 9,080 to the US dollar in 2010 to Rp
8,786 to the US dollar. Gains were recorded mainly
during the first six months of the year, in line with still
conducive developments in the global economy and
financial system. At home, gains in the rupiah were
bolstered mainly by the strong condition of Indonesia’s
economic fundamentals and the high yields on rupiah-
denominated assets that prompted foreign investors
to invest their funds on the domestic financial market.
This rupiah appreciation was consistent with currency
movements in regional neighbours, thus ensuring that
Indonesia maintained a competitive position.

Despite charging gains over the year as a whole, the
rupiah came under downward pressure at the end of
the year in relation to heightened uncertainties that
flared over the debt crisis in Europe and problems

in the US economy. In Q3/2011, the rupiah began to
weaken while sustaining increased volatility. At year



end, the rupiah closed at Rp 9,068 to the US dollar,
down 0.6% point-to-point from the end-2010 level of
Rp 9,010 to the US dollar.

As regards price movements, Indonesia’s
macroeconomic resilience was strengthened further by
the success in curbing inflation at a low level alongside
buoyant economic growth. CPI inflation in 2011
reached 3.79% (yoy), representing a steep drop from
the previous year (6.96%) and undershooting the 2011
inflation target set at 5%+1%. At this level, CPI inflation
was at a low for the second time in the last ten years,
after the first low in 2009 (2.78%), one year after the
global financial crisis in 2008. Inflation was down across
all regions of Indonesia, with the lowest levels recorded
in the Java Region and the highest in Eastern Indonesia.
This mild inflation is expected to accelerate the process
of disinflation towards a level on par with inflation in
Indonesia’s trading partners.

The decline in CPI inflation was assisted by modest
core inflation, a steep drop in food stuffs inflation
and administered prices inflation that was kept to a
minimum. Core inflation was stable at a mild 4.3%, a
level supported by adequate capacity in the economy
and appreciation in the rupiah. In a similar vein, food
inflation came to a mere 3.37% as a result of secure
levels of supply and steep price corrections following
the soaring rise in prices during the preceding year.
An added factor contributing to mild inflationary
pressure was the minimum level of Government pricing
decisions affecting strategic commodities, which kept
inflation in administered prices at a low 2.78%.

Compared to regional neighbours such as Singapore,
Malaysia, Thailand and the Philippines, where inflation
is generally lower, Indonesia recorded the steepest
drop in inflation during the year under review. During
this time, inflation in Indonesia was on par with the
inflation levels of those countries.

This success in achieving low inflation owes much to
the various policies adopted by Bank Indonesia and
the Government. Bank Indonesia successfully curbed
inflationary pressure through a consistent setting of the
Bl Rate, appreciation in the exchange rate and a sound
strategy for communicating monetary policy decisions.
The exchange rate appreciation permitted by Bank
Indonesia had an immediate effect in softening the
impact of imported inflation from rising international
commodity prices. The rupiah appreciation also had an
indirect impact with a sharp rise in imports of capital

goods to expand the capacity of the economy, thus
keeping the output gap in check.

On the Government side, policy focused on curbing
inflationary pressure caused by tight supply and
impediments to distribution, most importantly of food
commodities and energy. The Government also ensured
sufficient budget allocations for provision of subsidies in
support of food resilience and stability of energy prices.
These inflation control measures were implemented
through close policy coordination between Bank
Indonesia and the Government at the central and
regional level in various forums, most importantly the
Inflation Control Team (TPI) and Regional Inflation
Control Teams (TPIDs).

Financial system performance in 2011 also reflected
strong resilience amid the turmoil on global financial
markets. This resilience was demonstrated, among
others, by the solid performance of the banking
industry and the performance of the financial market,
which generated attractive and comparatively
stable returns. This achievement owed much

to macroeconomic stability, robust stock issuer
fundamentals and the policy actions taken by Bank
Indonesia and relevant authorities, all of which
ultimately converged to boost investor confidence in
Indonesia’s financial sector.

The national banking industry was marked by upbeat
developments during 2011. Banking intermediation
operated according to plan. Credit growth reached
24.1%, while the loan to deposit ratio (LDR) climbed
from 75.5% at the end of 2010 to 79.0% in December
2011. Credit growth also improved in quality with
increased lending to productive sectors reflected in the
33.2% (yoy) growth in investment credit during 2011,
ahead of growth in consumption credit at 24.1%.

The improvement in bank capital and consistent
application of prudential banking principles proved
effective in maintaining the soundness of the banking
industry, thus bolstering the industry’s capacity to
absorb risk. Reflecting this condition was the low level
of non-performing loans (NPLs) gross at only 2.2%, well
below the 5% indicative threshold, while the capital
adequacy ratio (CAR) was a healthy 16.1%. In addition,
banks had ample supply of liquidity. Depositor funds
recorded 19.0% growth in 2011, while the ratio of
Liquid Instruments to Non-Core Deposits remained
comfortably secure in the above 100% range at 133.4%.
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In addition to resilience for absorbing risk, Indonesia’s
banking industry also charted significant increases in
profits. Earnings ratios for Indonesia’s banks were the
highest for any of the ASEAN countries. In 2011, Return
on Assets (ROA) for the banking industry reached 3.0%,
ahead of the average for other countries in the region
atonly 1.14%.

Similar to the banking industry, Indonesia’s overall
financial market performance was marked by
improvement. Amid the downturn on world stock
markets, the stock market in Indonesia marked gains
with the JCI mounting 3.2% alongside low volatility. The
deteriorating crisis in Europe had considerable impact
on the stock market in Indonesia, reflected in the

drop in the JCI during September 2011 to 3,549 after
reaching an all-time high in the history of the exchange
at 4,193 in August 2011. Despite this, the stock market
demonstrated considerable resilience with stronger and
more rapid recovery in the index compared to countries
in the region. The improved equilibrium and quality in
the structure of sectors contributing to stock market
growth helped to boost the resilience of the domestic
stock market, with a notable contribution coming

from the multifarious industry sector. Through this
achievement, Indonesia became the best-performing
stock market in the region.

On the bond market, government and corporate bonds
were also positive in resilience and performance.
During 2011, yield on government and corporate bonds
came down by 87 bps and 15 bps. The government
bonds market also demonstrated greater resilience

to shocks triggered by various market sentiments,
including the behind-the-curve sentiment at the
beginning of 2011, the mounting risks of the European
debt crisis and fiscal problems in the US. This was
indicated not only by more modest increases in yield
during September 2011 compared to the rise at the
beginning of the year, but also the rapid recovery in the
government bonds market after the worsening of the
crises in the US and Europe. Besides the actions of the
fiscal authority during 2011 in maintaining stability on
the government bonds market through the buyback
programme, a key factor keeping government bond
prices relatively stable was Bank Indonesia’s purchases
of bonds on the secondary market to stabilize the
exchange rate.

The national payment system demonstrated healthy
performance during the reporting year. The role of
the system in safeguarding financial system stability
was indicated by the steep rise in transaction value
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and absence of failure to settle non-cash transactions.
During 2011, total transaction volume through the
payment system in Indonesia climbed to 10.4 times
Gross Domestic Product (GDP), up from the 2010

level of 9.0 times GDP. This points to a high degree of
reliability in the payment system that is earning greater
trust from the public. This will further promote the use
of non-cash payments as a more efficient means of
conducting transactions.

Regarding cash payments, the public again
demonstrated a strong preference for use of cash as an
instrument of payment. Reflecting this was the more
rapid growth in currency in circulation compared to
nominal growth in private consumption and the high
average growth rate for currency in circulation. During
2011, private consumption growth reached 11.3%
meanwhile currency in circulation expanded by an
annual rate of 16.9%, ahead of the 12.1% growth of the
previous year.

POLICY MIX

The positive achievements in Indonesia’s economic
performance during 2011 came as the fruit of hard
work and cooperation among all policy stakeholders.
From the perspective of the authorities involved, the
policy measures pursued by Bank Indonesia and the
Government for stronger economic growth while
safeguarding macroeconomic stability were appropriate
to the dynamics in the national economy during 2011.
This cooperation also received active support from
banks, the business community and the public at large.

In 2011, Bank Indonesia policy is essentially comprised
of a strengthening of the policy mix implemented

in the previous year. Interest rate policy, is aimed

for the achievement of the prescribed inflation

target of 5%+1% in 2011 and 4.5%+1% in 2012. The
exchange rate policy sought to maintain flexibility in
movement of the rupiah to ensure consistency with
the future direction of macroeconomic developments,
in particular achievement of the inflation target,

while also ensuring stability in the short-term. The
macroprudential policies themselves were reinforced
with regulations for the management of domestic
liquidity and foreign capital inflows with emphasis on
short-term inflows. The monetary and macroprudential
policy mix was also supported by a communications
strategy to improve the effectiveness of monetary
policy transmission and minimise uncertainty for
market actors.



The application of the monetary and macroprudential
policy mix was adjusted to the dynamics of economic
challenges that unfolded during 2011. During the

first half of 2011, the national economy was marked

by mounting inflationary pressure due to the effect

of rising international food commodity prices and
disruptions in supply and distribution of food stuffs
early in the year. At the same time, heavy inflows

of foreign capital, while beneficial for financing the
economy and deepening the financial market, also
heightened the risk of capital reversal and especially
outflows of short-term, speculative funds. In this
regard, Bank Indonesia raised the Bl Rate by 25 bps

in February 2011 to 6.75% to counter the surge in
inflationary pressure early in the year. On the exchange
rate side, this interest rate policy response was
strengthened by allowing greater room for appreciation
in the rupiah to curb imported inflation spurred by
rising international commodity prices.

Bank Indonesia also reinforced macroprudential
policies adopted in the previous year in relation to the
management of foreign capital flows. The objective of
these policies was to promote a trend towards longer-
term capital inflows for financing of the economy and
deepening of the financial market while mitigating the
possible effect of short-term capital inflows on the risk
of capital reversal and financial market instability. The
various macroprudential policies introduced during the
year were: (i) extension of the minimum SBI holding
period from 1 month to 6 months; (ii) restriction on
short-term offshore borrowing by banks to a maximum
of 30% of bank capital; and (iii) improvement in bank
liquidity management through the increase in the
statutory reserve requirement for foreign currencies to
guard against drawing of foreign currency funds.

Entering the second half of 2011, the deterioration in
global economic and financial conditions compounded
the risks for Indonesia’s economic performance. In
addition to the risk of reduced growth in response to
the slowing world economy, heightened perceptions of
risk on global financial markets also prompted outflows
of capital from emerging markets, including Indonesia.
Faced with these drastic changes in global economic
conditions, Bank Indonesia began shifting to an
accommodative monetary policy stance. In October and
November 2011, Bank Indonesia lowered the Bl Rate
by 25 bps and 50 bps to 6.0%. This decision was based
on confidence of further decline in the future level of
inflation. On the other hand, this policy was necessary
to strengthen the basis for domestic demand as a
countercyclical measure to anticipate the risk of global

economic slowdown. This accommodative monetary
policy response was also bolstered by a downward
adjustment in the lower limit of the monetary
operations interest rate corridor for the overnight
deposit facility at Bank Indonesia from 100 bps to 150
bps below the Bl Rate, effective from September 2011.

To mitigate escalating financial market pressures
particularly on the exchange rate as a result of capital
reversal, Bank Indonesia implemented a policy for
stabilisation of the rupiah, drawing on previously
accumulated international reserves. This policy was
implemented mainly through interventions to bolster
supply on the forex market. At the same time, Bank
Indonesia also purchased government bonds on the
secondary market in bilateral transactions and auctions.
While acting directly to counter the source of pressure
on the rupiah from government bond selling by foreign
investors, this policy was also taken to avert a liquidity
crunch on the rupiah money market from the forex
intervention by Bank Indonesia. In addition, the above
mentioned policy was also in alignment with Bank
Indonesia’s efforts to bring government bonds into
greater use as monetary instruments.

To strengthen management for prevention and
resolution of crises, including that resulting from
escalating risks and global uncertainties, Bank Indonesia
also completed Crisis Management Protocols (CMPs),
building on the standard procedures put into practice
so far. In essence, the CMPs comprise a working
mechanism and framework that sets out a systematic
and nationally-integrated process for crisis prevention
and resolution. These protocols specify the indicators
of vulnerability that can set off a crisis, procedure for
determining conditions of pressure, decision making
mechanisms and relevant organisational procedures. In
this regard, Bank Indonesia has focused more on CMPs
related to an exchange rate crisis and banking crisis. At
the same time, the Government has developed CMPs
for a financial market crisis, fiscal crisis and non-bank
financial institution crisis.

In further efforts to bolster the stability of the rupiah
and deepen the forex market, it became necessary to
achieve policy breakthroughs on a more structural level

2 The Coordinating Forum for Financial System Stability, with the
Minister of Finance, Governor of Bank Indonesia, Chairman of
the FSA Board of Commissioners and Chairman of the Indonesian
Deposit Insurance Corporation (LPS) as members, was set up
for the purposes of the coordination protocol for safeguarding
financial system stability under Act No. 21 of 2011 concerning the
Financial Services Authority (FSA).
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while remaining within the corridor of the free foreign
exchange regime (Act No. 24 of 1999). This comprises a
vital policy for bolstering the availability of forex supply
on a more permanent basis. For this reason, Bank
Indonesia issued a regulation at the end of September
2011 requiring foreign exchange on export earnings
and foreign exchange from external borrowings to

be received through domestic banks, effective from
January 2012.

In the banking system, Bank Indonesia worked
untiringly during 2011 to strengthen banking resilience,
improve the supervision function and promote
intermediation with focus on productive sectors.
These new policies are grouped into the following
four pillars. First is the policy for promoting the bank
intermediation function to ensure more efficient
and transparent operation and to improve access to
financial services for low income earners. This includes
a policy for transparency concerning the Base Lending
Rate (BLS) and continuation of the financial inclusion
programme.

Second is the policy for improvement of banking
system resilience to ensure that banks remain strong
and sound in the face of competition through more
transparent management based on good corporate
governance. This policy encompasses improvements
in capital calculations that more appropriately reflect
risk and requires banks to apply an anti-fraud strategy,
prudence in outsourcing and risk management in
provision of services to prime customers.

Third is the policy for strengthening the supervision
function with the objective of improving effectiveness
in bank supervision, mainly involving the quality of the
early warning system. For this reason, improvements
have been made in the relevant provisions concerning
bank reporting to Bank Indonesia. Alongside this, Bank
Indonesia has set deadlines for bank restructuring
actions in a regulation on “Designation of Status

and Follow Up of Supervision” aimed at improving
effectiveness in resolution of bank problems.

Fourth is the strengthening of macroprudential policies.
These policies seek to maintain financial system
stability through actions with a time dimension (cycle)
and intersectoral dimension (distribution of risk in the
financial system). This policy includes increases in the
foreign currency statutory reserve requirement and LDR
statutory reserve requirement.
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In the payment system, Bank Indonesia has launched
a number of policies to ensure security and efficiency
in operation. These policies have gained added
importance in view of increasing transactions volume
passing through the Bank Indonesia Real Time Gross
Settlement (BI-RTGS) system, the Bank Indonesia
Scripless Securities Settlement System (BI-SSSS), the
Bank Indonesia National Clearing System (SKNBI) and
other means of payment such as credit cards, ATM/
debit cards and e-money. The various policies and
system enhancements introduced by Bank Indonesia
in 2011 include the following: (i) standardisation of
chip-based ATM/debit cards; (ii) improvements of
regulations on Card-Based Payment Instruments
(CBPI); (iii) phases for Development of the Second
Generation BI-RTGS System and BI-SSSS; (iv)
development of the National Payment Gateway (NPG);
and (v) improvements of services in management of
government accounts.

In currency circulation, Bank Indonesia’s strategy during
2011 focused on meeting public demand for cash by
ensuring adequate supply, appropriate denominations,
timely availability and condition fit for circulation.
These policies are summed up in three policy designs
as follows: (i) improvements in the quality of cash in
circulation and provision of cash as needed to satisfy
demand; (ii) efficiency improvements in cash operations
at Bank Indonesia and in the banking system; and (iii)
improvement in Bank Indonesia cash services to the
public by including participation from the banking
system and relevant government agencies.

On the Government side, various macroeconomic

and sectoral policies were introduced to strengthen
the support capacity of the national economy. At the
macro level, prudent fiscal policy succeeded in ensuring
the sustainability of Government financial operations
while simultaneously promoting economic growth and
macroeconomic stability through stimulus actions and
increased subsidies. Fiscal performance improved in
2011 over the preceding year, with aggregates held at
safe levels to support national development objectives.
Reflecting this performance is the steady improvement
in fiscal capacity with tax revenue outcomes relatively
on target and Non-Tax Revenue outcomes surpassing
the budget targets. Accompanying this was improved
absorption of state expenditures reflected in part in a
significant rise in capital expenditures. The prudently
managed fiscal policy has contributed to higher
economic growth with the Budget deficit at 1.2% of



GDP. Increased subsidy allocations also ensured support
for food and energy resilience while averting high
inflationary pressures by postponing increases in fuel
prices during times of soaring world oil prices.

To control price movements, the Government
coordinated actions with Bank Indonesia to keep
control on prices of goods frequently impacted by
disruptions in supply. Both parties gave reciprocal
feedback on policies to stabilize volatile food and
policies to minimize impact of administered prices.

In this regard, Bank Indonesia and the Government
worked steadily to optimise the role of the Inflation
Control Team (TPI) and Regional Inflation Control Teams
(TPIDs).

At the sectoral level, Government policies focused on
structural reforms to improve capacity in the economy,
with emphasis on investment and foreign trade. In
addition, policy gave emphasis to priority business
sectors, such as industry, agriculture and other sectors
of strategic importance.

Regarding investment, government policy targets

the provision of infrastructure, supra structures and
improvements in the investment climate. These policies
included improvement in legal certainty through
regulatory reforms at the national and regional levels;
streamlining of procedures through introduction of the
Electronic Information Service and Investment Licensing
System (SPIPISE) at one-stop service points in some
cities; improvements in national logistics involving
expansion of the National Logistics System to ensure
distribution of goods as well as to trim the high costs
burdening the economy.

In addition, the Government also adopted a Master
Plan for the Acceleration and Expansion of Economic
Development in Indonesia (MP3EI) in order to
expedite the process of infrastructure construction
(national connectivity). These projects are funded

by the Government, SOEs and private sector under
the Public Private Partnership scheme. The MP3EI
projects include construction of thermal power plants,
airport expansions, additions to the ferry fleet, seaport
expansion, development of railway links and toll road
projects.

Regarding foreign trade, effort to boost export focused
on improvements in the competitiveness of non-oil and
gas export products and market diversification. The

strategy put into place includes expansion of non-oil
and gas exports involving products with greater added
value, resource-based products and products with
high market demand; export promotion for creative
products and services, particularly those generated by
SMEs; encouraging diversification of export markets;
focusing on expansion of market access, promotion
and facilitation of non-oil and gas exports to Africa and
Asia; and measures to promote utilisation of various
trading schemes and international trade cooperation
for greater benefit to the national interest.

In the industry sector, the Government adopted a
national industry policy by prioritizing a cluster of
industry consisting of: agroindustry, transportation
equipment manufacturing, electronics and telematics,
manufacturing-based industry, specified creative
support and creative industries and specified small
and medium industries. To support this policy,

a manufacturing sector development strategy

was implemented through actions to improve
competitiveness and policies for improvement of

the business climate, machinery restructuring,
development of dedicated industrial zones, use of
domestic products, expansion of vegetable oils-based
industry and development of industrial standards.

In line with the above mentioned policies, the
Government launched a tax incentives programme in
which the Government Pay Import Duties for specified
industry sectors, as set out in Government Regulation
No. 62 that became effective in 2008. To further
promote the development of domestic manufacturing,
the Government also offered tax holidays for pioneer
industries®.

In the agriculture sector, the policy focused on
strengthening national food resilience. This policy
was implemented through a strategy for improving
the productivity and quality of arable land, assistance
in provision of seeds and fertilisers, post-harvest
processing, funding for agriculture, development of
food self-sufficient villages and action against food
vulnerability as well as construction of irrigation
systems. The strategy for increased food production
was supported by improvements in coordination,
monitoring and evaluation of food stocks and
management of strategic food commodities.

3 MoF Regulation No. 130/PMK.011/2011 concerning provision of
Corporate Income Tax exemptions and relief, effective from 15
August 2011.
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The Government also launched a series of policies to
improve the welfare of the people. Among the key
challenges faced by Government in the Government
Work Plan (RKP) for 2011 was job creation and poverty
reduction. In this vein, the Government continued its
policies to provide social assistance and protection

for the poor. These policies include food subsidies
through provision of rice for the poor (Raskin), Social
Health Insurance (Jamkesmas), the Cash Transfer
Programme (Program Keluarga Harapan (PKH)),

School Operations Assistance (BOS), the National
Community Empowerment Programme (PNPM) and
other subsidies. These policies and programmes for
community empowerment and social assistance for the
poor helped to strengthen public purchasing power.

ECONOMIC OUTLOOK

The potential of the national economy underlies the
optimism for continued strength of future economic
prospects as well as economic stability. The solid
condition of the domestic economy is expected to
sustain high growth momentum amid the slowing
condition of the global economy. Steady improvement
forecasted in investment growth is predicted to drive
economic growth at 6.3%-6.7% in 2012. Supporting
the accelerated investment growth is a sustained,
comfortable level of economic stability, improvement
in the investment climate and investment ratings,

vast market potential and relatively low interest rates.
In addition to building economic capacity, growing
investment will in turn sustain public purchasing power
and thus enable household consumption to maintain
robust expansion.

Improvement in the investment climate will also
encourage higher inflows of FDI, and will thus bolster
the balance of payments surplus for 2012. Even
portfolio capital is predicted to keep pouring in due to
attractive yields, modest perceptions of risk and high
excess global liquidity. Meanwhile the current account
is forecasted to chart a deficit due to high imports

to keep pace with more robust domestic economic
growth in contrast to the tapering trend in export
growth related to declining performance in the global
economy. Nevertheless, the size of the capital and
financial account surplus will sustain an overall balance
of payments surplus that will become a supporting
factor in maintaining stability in the rupiah during 2012.

In 2012, inflation is predicted to hold within the
targeted range. With global economic conditions in
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slowdown, the downward trend in global commodity
prices, adequate support from domestic production
capacity and a stable exchange rate, CPI inflation in
2012 is forecasted within the 2012-2013 target of 4.5%
+ 1%. This forecast is supported by Bank Indonesia’s
implementation of prudent and consistent monetary
policy in tandem with strengthened policy coordination
with the Government to boost supply-side capacity

for staple needs and to keep price movements

under control. Even so, a number of risks that could
spur future inflationary pressure call for vigilance,
particularly in regard to the Government plan to
announce a change in policy for subsidised fuels in
2012.

In 2012, financial system stability is predicted to hold
firm due to macroeconomic stability and the strength
of financial sector fundamentals in absorbing risks. The
banking system has seen steady improvement in the
intermediation function with brisk credit expansion
alongside prudently managed credit risk. Although
interest rates will decline, improvements in efficiency
are expected to sustain bank profitability. Similarly,
banks will maintain strong resilience, bolstered by
conditions of ample liquidity and high levels of capital,
enabling them to absorb risks that may arise from
economic uncertainties at the global and domestic
level. On the financial market, steady expansion is
predicted in transaction volume, spurred by attractive
returns. Stock and bond issues are predicted to climb
in keeping with the growing need for financing of
economic activity, which will support the process of
financial market deepening in Indonesia. Although in
the short-term, perceptions of risk will continue to be
influenced by the resolution of the crisis in Europe,
investor interest in financial assets in Indonesia will
remain strong given the attractive level of returns,
rating upgrade and brighter outlook for the economy.
Furthermore, the strengthening of Crisis Management
Protocols (CMPs) by Bank Indonesia and the
Government will give investors added confidence in the
domestic financial market and underpin the outlook for
financial markets to sustain robust performance and
maintain stability in the future.

In the medium-term, the outlook for the Indonesian
economy is one of high, sustainable growth alongside
prudently managed macroeconomic stability, achieved
through ongoing structural improvements, steady
expansion in economic capacity and productivity

and also progressive recovery in global conditions.
Indonesia’s economy is forecasted to grow at 6.6%-



7.4% while inflation will ease further in line with the
4.0%+1% target for 2016. Support for this robust
medium-term growth will come from improvements

in productivity and economic capacity in keeping with
higher levels of investment in physical assets and
human resources. In regard to financing, these high
levels of investment are correlated to the steady rise

in FDI and high levels of private savings. At the same
time, Indonesia’s demographic strengths with a growing
population of working age and rational consumption
behaviour by the public will lead to an accumulation of
private savings.

THE CHALLENGES AHEAD

Indonesia faces a number of external and domestic
challenges that may influence optimism for the future
outlook for the economy. In the absence of appropriate
and measured policy responses, these challenges could
hinder the prospect of achieving high economic growth
and macroeconomic stability.

On the external side, the persistent weaknesses

in global economic recovery pose downside risks.

In particular, the complexity of the crisis in Europe
could tip the region into even deeper recession and
generate spillover effects impacting global economic
performance. The close links between the sovereign
debt crisis, precarious condition of the banking system
and slowing economic activity could trigger an adverse
feedback loop that would necessitate a long drawn out
process for resolution of the crisis. Even the economic
recovery in the United States is predicted to take time
before conditions can return to the long-term trend. In
the trade channel, the risks of deteriorating economic
performance in advanced nations may dampen
economic growth in emerging market nations, including
Indonesia.

On the other hand, the mounting uncertainty over
global economic performance may act through the
financial channel to trigger increased volatility in
foreign portfolio flow into emerging markets, including
Indonesia. In contrast to the heavy capital flows that
poured in one direction into Indonesia until Q2/2011,
foreign portfolio investment in 2012 may be more
modest and follow a trend of two-way capital flows.
The tension of the competing influences of excess
global liquidity and investor appetite for higher
returns on one hand, and possibly heightened risk of
deteriorating economies in advanced nations on the
other, may lead to positive or negative reports that

influence the volatility of these capital flows. This will
pose a policy challenge for authorities in emerging
market nations in their attempts to safeguard macro
and financial system stability, and Indonesia is no
exception.

One of the risks faced in Indonesia concerns
Government plans for prices of strategic commodities.
In the 2012 State Budget, the Government plans to
restrict the use of subsidised fuels for private four-
wheeled vehicles in Java and Bali, in addition to raising
electricity billing rates by an average of 10%. Another
alternative being considered by the government is

an increase in fuel prices. On one hand, this policy

is necessary to curb the soaring budget for the fuel
subsidy resulting from high oil prices, with result being
the increase of budgets for capital expenditures and
social welfare. On the other hand, this planned policy
action may exacerbate the risk of mounting inflationary
pressure. A clear signal in regard to the alternatives and
timing of implementation of these government policies
will influence economic growth and inflation during
2012.

Meanwhile on the subject of rupiah stabilization

policy, the challenge Indonesia faces in stabilising

the rupiah involves the considerable excess demand
that is structurally built into the forex market. The
excess demand for foreign currency has so far been
met by foreign capital inflows in the form of portfolio
investments. This combined with the relatively
immature condition of the domestic forex market
contributes to the susceptibility of the rupiah to
volatility in the face of external shocks. The Bank
Indonesia policy requiring export earnings and drawing
on external debt to be received by domestic banks,
effective from 2012, represents a fundamental shift

for resolving this issue. What is needed are further
measures for deepening of the forex market and
banking capacity so that inflows of foreign currency
from export earnings and drawing on external debt can
be put to use in financing the economy.

Another challenge on the domestic front concerns
optimum use of excess liquidity in the banking system
for financing the economy. This excess liquidity

has so far been held in monetary instruments and
Government Bonds. Besides the effect of foreign capital
inflows, the high excess liquidity has also resulted from
accumulation of funds that banks have not succeeded
in channelling to the real sector, due to internal
conditions at banks and the absorption capacity of
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the real sector itself. These conditions have resulted
in large amount of banking industry assets that was
not adequately matched by an increased contribution
to the economy. The excess liquidity is a factor in the
decoupling of the banking sector from the real sector,
which has hampered the effectiveness of monetary
policy implemented by Bank Indonesia.

Besides the comparatively limited banking role in
financing economic activity, another challenge requiring
a solution is the low level of banking efficiency. Bank
Indonesia has worked tirelessly to build a banking
system that is not only sound and robust, but also plays
an efficient and effective role in financing the economy.
The low level of banking industry efficiency is also a
factor contributing to high loan interest rates. Low
efficiency is indicated by the operating expense ratio
(OER) at 85.4% (October 2011). By comparison, the OER
for banks in ASEAN lies in the 40%-60% range.

The longer-term also poses several challenges that call
for solutions to support a sustainable rate of economic
growth. Among these is the need to anticipate possible
disruptions to production and distribution, particularly
of food commodities. A further challenge to be
addressed involves improvement of competitiveness
and the resilience of the economy to external

shocks, thus enabling stability and macroeconomic
performance to be maintained. No less important is
the challenge of guiding the MP3EI programme so
that it supports improvements in the productivity

and efficiency of the economy and in turn boosts
competitiveness and economic resilience.

BANK INDONESIA POLICY DIRECTION

To support the achievement of the macroeconomic
outlook in the face of the external and domestic
challenges described above, the Bank Indonesia policy
direction for 2012 will focus on the following 5 (five)
key areas.

First is optimizing the monetary policy role in inflation
control and promoting economic capacity while
mitigating risks from the global economic slowdown. In
this regard, monetary policy will be directed towards
maintaining macroeconomic stability and financial
system stability while delivering a stimulus to the
economy. The interest rate response will be consistently
aimed for achievement of the CPI inflation target
at4.5 % =1 % in 2012 and 2013. While prioritising
achievement of the inflation target, the interest rate
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response is also intended to provide a stimulus to

the domestic economy aimed at mitigating the risk of
global economic slowdown. The interest rate policy
will be complemented by macroeconomic policies for
the management of economic liquidity and for control
of bank lending, particularly for certain consumptive
sectors that tend to undergo excessive growth and
create vulnerability.

Regarding the exchange rate, Bank Indonesia policy
seeks to maintain the stability of the rupiah exchange
rate and provide business certainty for all economic
actors. The achievement of exchange rate stability will
take into account internal and external equilibrium

in the economy. Commencing in January 2012, the
exchange rate stabilisation policy will also be supported
by implementation of the policy to require export
earnings and drawing on external borrowings to be
received by domestic banks. Bank Indonesia is also
conducting a review of existing regulatory provisions in
order to enrich hedging instrument in the forex market.

Second is improving banking efficiency to optimize

its contribution to the economy while taking further
measures to build the resilience of the banking system.
To improve banking efficiency and competitiveness, the
Base Lending Rate (BLS) policy will be retained. This is
to ensure healthy operation of market mechanisms so
that policy objectives can be achieved. Following up

on the bank supervision side, tighter enforcement will
be introduced for the regulatory provisions requiring
Bank Business Plans to specify targets for efficiency
improvements and reductions in loan interest rates to
reasonable levels. The policy for higher levels of bank
capital will be maintained to support the strengthening
of banking system resilience. This is essential to support
future economic growth and anticipate changes in the
business cycle.

Bank Indonesia perceived that customer protection
and bank governance are two key areas in need of
attention. Several cases of banking fraud that seized
attention during 2011 call for a revision of policies
related to these two areas. Therefore in 2012, Bank
Indonesia will further introduce policies to improve
protection for both bank’s customers and prospective
customers. Furthermore, to improve the quality

of bank governance, Bank Indonesia will improve

the provisions governing transparency of financial
statements, particularly in relation to published
financial statements, and regulation governing public
accountants engaged by banks. Bank Indonesia will



also review the policy on banking system ownership
as well as multi-licensing policy in view of the growing
complexity of the banking business.

Third is improving the efficiency, reliability and security
of the payment system both at the national level and

in the payment system linkages with other countries.
This involves a number of measures, including the
following: (i) improvement in the security and reliability
of payment service operations through introduction

of risk mitigation including the use of technological
advances, strengthening legal framework, more robust
supervision and an expanded role for the national
payment service industry; (ii) improved efficiency of
the national payment system services, including efforts
to promote interoperability and interconnectivity
among the various payment service providers; and

(iii) strengthening of consumer protection through
improved transparency by payment service operators
and more robust regulation on consumer protection.

Fourth is to bolster macro resilience by reinforcing
coordination in the management of crisis prevention
and resolution (CMP) and taking further measures to
improve policy coordination with relevant agencies for
control of macroeconomic stability and financial system
and payment system stability. Policy coordination with
the Government in regard to inflation control will be
strengthened further to minimise the inflationary
impact of increases in prices for volatile foods and
administered prices. This coordination is essential to
ensure a common alignment in policy actions taken.
To support achievement of the established inflation
target, coordination will be strengthened between the
monetary authority and the government through the
Inflation Control Team (TPI) at the central government
and regional levels.

Fifth is to support empowerment of the real sector,
including further efforts for financial inclusion. This is

specifically intended for low-cost banking services for
rural communities, including quality improvements

of the “My Saving Programme” (Program Tabungku),
development of financial education, launching of the
Financial Identity Number and literacy surveys. To
empower the real sector, Bank Indonesia will cooperate
with various government agencies in facilitating
intermediation to support financing in a number

of sectors offering economic potential. In regard to
financing of sectors that in commercial terms are
unbankable, but have a strategic role in the economy,
Bank Indonesia will join forces with the government to
develop a range of financing schemes. In addition, Bank
Indonesia will engage in the development of sharia-
compliant banking products and activities. The strategy
for future development of sharia rural banks will be
aligned to the characteristics of these institutions

as sound, strong and productive community banks.
The development will also focus on the provision of
financial services to MSMEs and local communities in
the regions.

Bank Indonesia is aware that the complexity of
challenges and effective implementation of these
various policies to support the national economy will
demand close coordination with Government, the
banking system, business and the general public. For
this purpose, policy coordination that has operated
well will be further strengthened to safeguard
macroeconomic and financial system stability, inflation
control, financial market deepening and promotion

of activity in the real sector. Coordination with the
Government and relevant authorities will be reinforced
at both the central government and regional levels.

In this regard, Bank Indonesia will pursue further
measures to optimise the functions of Bank Indonesia
Regional Offices to support of inflation control and

to promote development in the regions through close
linkages with Regional Governments.
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BOX 1 |[ACCOUNTABILITY FOR ACHIEVEMENT OF THE 2011 INFLATION TARGET

In 2011, inflation was reduced to 3.79%, well below
the 2010 inflation recorded at 6.96%. This figure

is much lower compared to the 5%+1% inflation
target, and is thus expected to help accelerate
disinflation process in the longer term making
Indonesia’s inflation on a par with inflation in other
Asian countries. The low inflation was achieved
against the background of a 6.5% economic growth
in 2011 (increasing from the 6.1% level reached in
2010).

This decline in inflation was supported by subdued
core inflation, a steep drop in food inflation and
administered prices inflation which is maintained
at minimum level. Core inflation remained stable
at 4.34%," below the historical average of 6.5%? .
Meanwhile, food inflation was also quite low at a
mere 3.37%, far below the 8.0% historical average®.
The minimum amount of Government policy
decisions affecting strategic commodity prices
helped keep administered prices inflation at a low
2.78%.

The achievement of low inflation owes much

to the various policies introduced by both Bank
Indonesia and the Government. These policies
were implemented in a proactive and coordinated
manner at the central government and regional
level to address the dynamics of issues stoking
inflationary pressure. In early 2011, inflationary
pressure mounted in response to price increases

in domestic food stuffs caused by disruptions in
supply and distribution, weather conditions, as well
as high inflation expectations. These conditions
were exacerbated by adverse global factors, among
others high world oil prices and global commodity
prices. At the same time, heavy capital inflows into
the domestic financial market further added to the

1 After excluding the influence of gold jewellery prices, core

inflation in fact dropped from 4.05% in 2010 to 3.84% in 2011.

It should be noted that domestic gold prices were influenced
more by world gold prices that soared during the period

existing banking liquidity excess which in turn can
potentially exacerbate inflationary pressure.

Faced with these challenges, Bank Indonesia
reinforced the monetary and macroprudential policy
mix with focus on easing inflationary pressures
toward the established inflation target by managing
inflation expectations, capital inflows and excess
domestic liquidity. Faced with high inflationary
pressure, as reflected in a 7% inflation expectations
in Q1/2011, Bank Indonesia raised the Bl Rate by

25 bps to 6.75% and held the rate at this level until
August 2011. To strengthen measures to bring
down inflation, Bank Indonesia also allowed even
greater room for rupiah appreciation during heavy
capital inflows and appreciation trend in other Asian
currencies. This policy proved effective in mitigating
the impact of imported inflation from high global
commodity prices, as reflected in the steady level
of core inflation (Chart 1). The appreciation in the
rupiah also boosted imports, mainly for expanding
production, investment and supply of food stuffs,
which helped curb inflationary pressures arising
from disruptions to supply and distribution of goods
and services.

In addition, Bank Indonesia also reinforced policies
introduced in 2010 for foreign capital inflows
management. This policy is intended to prevent
heavy inflows of foreign capital, particularly short-
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term speculative capital, from generating excessive
appreciation in the exchange rate, excess domestic
liquidity and increased risk of instability on the
financial market. To do this, in January 2011

Bank Indonesia imposed a restriction on the daily
bank short-term external borrowing position to a
maximum of 30% of bank capital, followed by an
increase in the foreign currency statutory reserve
requirement from the previous 1% to 5% in March
2011 and then to 8% in June 2011. Bank Indonesia
then also extended the holding period for SBIs

from one month to six month in May 2011. In

terms of liquidity control, besides increasing rupiah
statutory reserve requirement to 8% in 2010, Bank
Indonesia also reinforced monetary operations
through extension of monetary instrument maturity
profile and limitation of SBIs offerings in the primary
market. The policy mix consisting of interest rate,
exchange rate and macroprudential policies adopted
by Bank Indonesia to manage capital inflows and
liquidity have succeeded in reducting inflation
pressure, as indicated by the steep drop in inflation
expectations to about 5% at the end of 2011 from
nearly 7% at the beginning of 2011 (Chart 2).

During Q3/2011, the deterioration in European
coupled with weakening global economic recovery
brought changes to the dynamics of the Indonesian
economy. In the financial market, capital reversal
not only caused prices for stocks and bonds to

fall, but also resulted in depreciation pressure

on the exchange rate which in the absence of
stabilisation measures can fuel inflationary pressure
and instability in the financial system. At the same
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time, the slump in world economic growth could
potentially bear down on Indonesia’s economic
growth in 2012. In response, Bank Indonesia

has shifted to an accommodative bias monetary
policy. This policy is based on the confidence that
inflationary pressure has eased and will remain in
line with the target, Meanwhile reasons to pursue a
countercyclical policy to mitigate the impact of the
global economic downturn on national economic
growth becomes more eminent (Diagram 1).

With the above mentioned considerants, Bank
Indonesia decided in October and November

2011 to lower the Bl Rate by 25 bps and 50 bps
respectively to 6%. To signal a more accommodative
monetary policy, the lower limit of the monetary
operations corridor (deposit facility) was adjusted
downwards in September 2011 from the previous
100 bps to 150 bps below the Bl Rate. Meanwhile
to prevent depreciation pressure on the rupiah
from stoking inflationary pressure and instability in
the financial system, Bank Indonesia continued to
stabilize of the exchange rate through intervention
in the forex market, by using international

reserves accumulated in the previous period.

This policy was accompanied by purchases of
government bonds on the secondary market to
ease exchange rate pressure from foreign investors
selling off government bonds, supporting liquidity
management on the rupiah money market

and expand the use of government bonds as a
monetary instrument. Furthermore, in a measure to
strengthen foreign exchange supply, Bank Indonesia
introduced a policy requiring foreign exchange
earnings from exports and foreign exchange from
drawing on external borrowings to be received
through domestic banks

Meanwhile, Government policy also put emphasize
on curbing inflationary pressure from supply
limitation and distribution impediments, most
importantly of food stuffs and energy. Various
policies were implemented in support of domestic
supply, including provision of subsidies for seeds
and fertilisers, national reserve budget for seeds,
direct aid through provision of superior seeds and
improvements in distribution and market structures.
However, these measures were insufficient to meet
domestic demand, and therefore the Government
responded by importing rice and seasonings

T ——————
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Diagram 1. The Affecting Factors of Inflation in 2011

when their prices soared in early 2011. Price
stabilisation also involved market operations in
some regions with a total volume of 400,305 tons
during 2011, up sharply from the previous year, in
which market operations totalled only 46,047 tons.
Intensive Regional Government activity in ensuring
unimpeded supply and distribution of food stuffs to
the public was also supported by distribution of rice
to the poor on 13 occasions during 2011. Through
these actions, volatile foods inflation came down
sharply from 17.74% in 2010 to 3.37% in 2011.

The government’s success in resolving problems

in supply and distribution was also reflected

in inflation during the period of the religious
festivities, which was much lower than in previous
years (Chart 3).

Besides the actions described above, the
Government also ensured sufficient budget
allocations for provision of subsidies in support

of food resilience and stability of energy prices
during the year under review. Budgeted subsidies
for energy commodities were raised from Rp 139.9
trillion (2010) to Rp 255.6 trillion (2011), due to
the decision to delay the hike in subsidised fuel
prices and restriction on use of subsidised fuels
originally slated for 2011. Accordingly, inflation in

administered prices was held at a low 2.78% that
year.

The success in curbing inflation at a low level

in 2011 is also attributable to the close policy
coordination between Bank Indonesia and the
Government at the central and regional levels. In
practice, the coordination has taken place in various
forums, most importantly the Inflation Control
Team (TPI) and the Regional Inflation Control Teams
(TPIDs). Regional Governments have extended
more tangible and robust support for maintaining
price stability at the regional level, reflected in

part by expansion in TPIDs from 38 in 2010 to a
total of 65 at the end of 2011. To provide a bridge
between the TPl and TPID roles, the Pokjanas TPID
(National Working Group), whose members are
Bank Indonesia, the Coordinating Ministry for the
Economy and the Ministry of Home Affairs, was
established in July 2011 in a follow up to the TPI
and TPID National Working Meeting opened by

the Vice-President in February 2011. The function
of Pokjanas is to improve the effectiveness of
inflation control measures in the regions through
stronger coordination between Central Government
and Regional levels in addressing risks of future
inflationary pressure, in particular those fuelled



by energy and food commodities. The agenda for
the future includes institutional strengthening for
the TPl and TPIDs at the regional and interregional
level and between the interregional levels and the
central government, nationwide development of a
strategic commodity price information system and
various activities pertaining to strengthening of food
resilience.
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Chart 3. CPl Inflation in Religious Holiday Period






