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@ BANK INDONESIA

VISION

To be a credible institution and the best central bank in the region by
strengthening the strategic values held as well as through the achievement of
low inflation along with a stable exchange rate.

MISSION

To achieve rupiah exchange rate stability and maintain the efficacy of
monetary policy transmission in order to drive quality economic growth.

To nurture an effective and efficient national financial system that can
withstand internal and external shocks in order to support the allocation of
funding/financing that contributes to national economic stability and growth.

To ensure a secure, efficient and smooth payment system that contributes
to the domestic economy and helps maintain monetary as well as financial
system stability whilst broadening access in the national interest.

To build and maintain the organization and human resources of Bank
Indonesia, who are performance based and honour integrity, as well as
to enforce good corporate governance in the implementation of tasks as
mandated in prevailing laws.

STRATEGIC VALUES

The values that form the basis of Bank Indonesia, the management and
employees to act and or behave, consisting of Trust and Integrity -
Professionalism - Excellence - Public Interest - Coordination and Teamwork.
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FOREWORD

Agus D. W. Martowardojo

The Governor of Bank Indonesia



In 2017, monetary policy was directed firmly at safeguarding macroeconomic

stability, while taking advantage of available space to optimize the momentum of

economic recove ry.

hen | took the helm at Bank Indonesia in

2013, the economy was faced with mounting

uncertainty on global financial markets
related to the change in direction of US monetary policy,
a development known as the taper tantrum. Added to
this, the domestic economy was burdened with internal
and external imbalances. This was reflected in part by
rising inflationary pressure, flagging economic growth, a
widening current account deficit and a significant drop in
the exchange rate. In the years since then, further changes
in the US monetary policy stance have taken place, with
increases in the Federal Funds Rate and reductions in
the central bank balance sheet. These actions had no
precedent that could serve as a reference in formulating
policy responses capable of mitigating risk contagion,
while simultaneously catalyzing improvement in the
domestic economy. In looking back over those years, we
have reason to be grateful that the policy choices made
have consistently steered the Indonesian economy along
the path of incremental improvement.

Now the economy is in different shape. At the global
level, there is steady progress in world economic
recovery and financial market risks are declining. The
economies of advanced nations are charting steady gains
alongside rising growth in emerging market economies.
Normalization of monetary policy in advanced nations

is moving at a gradual pace, supported by good
communication that allows financial markets to ready
themselves for coming changes. The improvement in the
global economy and prudently managed stability in the
Indonesian economy has created room for Bank Indonesia
to move. Consequently, it has embarked on relaxation

of monetary and macroprudential policies in support

of domestic economic recovery. The policy consistency
maintained by Bank Indonesia, the government and

other agencies has met with a favorable response from
economic actors. This is demonstrated in the onset of
momentum for economic recovery, which in this case was
not accompanied by pressures on economic stability.

Of course, challenges to the economy remain and will
always exist in keeping with the dynamics of the times.
Nevertheless, the Indonesian economy is now better
positioned to build a prosperous future for all citizens.

The economy in 2017, which represents the focus of this
report, recorded a number of impressive achievements.
The economy has seen gradual improvement in growth,
which reached 5.07% in 2017. This is the highest level
of growth for four years and was underpinned by a more
balanced structure and strong exports and investment.
Improvement also took place in the quality of growth,
demonstrated by falling levels of unemployment and
poverty and ameliorating levels of inequality. Alongside
this, prudently managed macroeconomic stability was
reflected in positive developments in inflation, the current
account and the exchange rate. In 2017, inflation
reached 3.61%, coming within the 4£1% target range
on the strength of low core inflation, carefully managed
volatile foods inflation and the limited impact of increases
in administered prices. Inflation became a noteworthy
achievement in its own right, having come within the
target range for three consecutive years. On the external
side, the current account deficit at 1.7% of GDP was
down from the previous year and remained well under
the safe threshold of 3% of GDP. Meanwhile, the rupiah
exchange rate underwent thin depreciation averaging
0.60% to reach IDR13,385 to the US dollar. This
heartening achievement was also borne out in the level of
international reserves that reached USD130.2 billion, a
record high for Indonesia.

2017 ECONOMIC REPORT ON INDONESIA e Foreword | xxi



The macroeconomic policies put in place successfully
optimized the momentum for economic recovery, which
was also seen to be structured in a healthier and more
robust way. This was accomplished by focusing the policy
mix of Bank Indonesia, the Government and the Financial
Services Authority around three key objectives. First,

to mitigate cyclical risks from the global and domestic
environment in order fo safeguard macroeconomic and
financial system stability and build economic growth.
Second, to accelerate the completion of the consolidation
process in the domestic economy in order to boost
economic growth. Third, to address the various structural
problems in the domestic economy. The policy mix was
pursued through synergy that brought together monetary,
fiscal, macroprudential and structural reform policies,
and also policies for the payment system and rupiah cash
management.

In 2017, monetary policy was directed firmly at
safeguarding macroeconomic stability, while taking
advantage of available space to optimize the momentum
of economic recovery. In the first half of 2017, the BI
7-Day Reverse Repo Rate, employed as the policy rate,
was held at 4.75% in view of persistently high inflation
expectations and risks of global uncertainties. Space
opened up for monetary relaxation during the second
half of 2017 in keeping with easing of risks within the
context of prudently managed macroeconomic stability.
Bank Indonesia responded by lowering the policy rate
by 50 basis points in two rate cuts of 25 basis points
each, first in August and subsequently in September
2017. It was envisaged that the cycle of interest rate
reductions underway since 2016 would accelerate the
ongoing business consolidation and pave the way for

a period of economic recovery. In other developments,
Bank Indonesia took further steps in reformulating the
operational framework by launching the averaging
reserve requirement, managing exchange rate movement
in line with fundamentals while safeguarding the operation
of market mechanisms, and promoting financial market
deepening. Bank Indonesia also continued with the
accommodative macroprudential policies that had been
put in place to reverse the financial downturn, needless
to say while continuing to strengthen financial system
stability. At the same time, policy in the payment system
focused on measures to support efficiency in the economy
and ensure the secure, efficient and smooth operation of
economic transactions.
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For the government, the focus of fiscal policy was on
delivering a stimulus for the economy while safeguarding
fiscal sustainability. The government pursued measures

to optimize revenues, improve the quality of expenditure
and ensure efficient and sustainable management of
financing. Government expenditure was targeted at
productive sectors, while efficiency was improved in
non-priority spending and measures were taken to
promote a better balance between central and regional
government expenditure. This strategy led to a two-fold
increase in infrastructure spending over the level in 2013,
before subsidy reforms were introduced. The strategy to
raise infrastructure expenditure was also balanced by
continued prioritization of shortterm stimulus actions in
order to strengthen domestic economic recovery. In other
actions, the government also made further progress with its
structural reforms.

Bank Indonesia has implemented policy in a consistent,
timely and measured manner and has coordinated soundly
with other relevant authorities throughout this process. This
has had a positive effect on the sentiment of economic
actors. Policy consistency strengthens credibility, making
policy effective in supporting the performance of the
economy. In this way, strong positive sentiment can be
fostered among economic actors. The ratings issued by
various international agencies for the Indonesian economy,
in particular the investment grade ratings awarded by

the three leading agencies, reflect Bank Indonesia’s
success in applying this principle. Furthermore, significant
improvement took place in our ease of doing business
and global competitiveness ratings. Of course, having
won this recognition, we will not rest on our laurels.
Rather, these achievements have further convinced us of
the importance of policy consistency, even as short-term
interests or objectives also seek our atftention. At this point,
policy makers must have an accurate understanding of the
direction of movement in the economy amid the clamor

of its dynamics in order to develop appropriate policy
options.

The Indonesian economy continues to face challenges

in the pursuit of higher, more sustainable and more
equitable growth. In the short term, a number of external
and domestic challenges still call for vigilance. The
normalization of US monetary policy and geopolitical
dynamics represent external risks that must be monitored
continually. At home, limited fiscal space, the ongoing



corporate consolidation and suboptimal banking
infermediation are causes for shared concern. In the
longer term, a number of domestic risks warrant attention
from us all. These challenges relate to the competitiveness
of the economy, the strengthening of industrial capacity
and capabilities, the provision of domestic sources of
economic financing and the harnessing of advancements
in digital technology.

In the face of these challenges, Bank Indonesia is
continuing with a policy mix directed at safeguarding the
macroeconomic and financial system stability achieved
thus far. To achieve this, it is necessary to focus on
monetary policy, macroprudential policies and payment
system and rupiah cash management policies. On the
government side, fiscal policy will consistently aim to
stimulate the economy while safeguarding the outlook
for fiscal sustainability. In 2018, fiscal policy will be
pursued under the three key strategies of optimization of
revenues, quality expenditure and sustainable financing.
As before, these cyclical policies will be supported by
structural policies aimed at resolving the structural issues
that remain.

With these policy responses and the synergy forged with
other authorities also responsible for the economy, Bank
Indonesia expects that economic stability will remain
well in hand in 2018 and will be accompanied by
steady improvement in growth. The economy is forecast
to grow in a range of 5.1% to 5.5%, buoyed primarily
by domestic demand. Meanwhile, inflation in 2018

is predicted to remain under control within the target
range of 3.5%%1%, although we must remain alert to
risks related to food and energy prices. With conditions
improving in the domestic economy, a slight increase is
projected in the current account deficit, driven by the need
for imports of raw materials and capital. The deficit will,
however, remain at a sound level.

The 2017 Economic Report on Indonesia is a
comprehensive record of the dynamics of the Indonesian
economy. These dynamics are of interest for their own
sake and also serve as lessons for the future. The book
has been prepared by parties directly involved in
developing policies at Bank Indonesia. That in itself lends
a distinctive touch with a wealth of data, analysis and
outlooks that were taken into account at the time policies
were formulated, but could not be fully communicated until
now. This book is also arranged with a smaller number of
chapters than in previous years, which we hope will make
comprehension easier for the reader.

On behalf of the Board of Governors of Bank Indonesia,
permit us to present this 2017 Economic Report on
Indonesia. Our hope is that this report will serve as a
quality, trusted reference in preparing measures that will
bring greater prosperity to the Indonesian economy amid
ever-present challenges. To borrow from words coined
by Bung Hatta, who proclaimed the independence of our
nation, “Let the experience of our past be a guidepost,
and not a rod that keeps us in bondage.”

May God the Almighty always bestow on us the
abundance of His blessings and protect every step we
take and all that we do.

Jakarta, March 2018

The Governor of Bank Indonesia

Agus D. W. Martowardojo
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GENERAL REVIEW

Optimizing Momentum,
Reinforcing Structures

acroeconomic stability in Indonesia strengthened further in 2017, in tandem with gradual

progress in the economic recovery. Economic growth edged upwards and improvement in the

structure of growth set in during the second half of the year. Economic gains were bolstered
by positive momentum from both global and domestic factors, although several challenges emerged that
prevented a faster recovery. Bank Indonesia, the Government and the relevant authorities implemented
policies aimed at leveraging positive momentum on several fronts to accelerate economic recovery.
Simultaneously, measures were taken to reinforce the economy at a structural level. The policy stance
remained consistent and successfully preserved macroeconomic and financial system stability, thereby
paving the way for continued economic recovery. Looking ahead, policy responses will be strengthened
further not only to bolster stability and mitigate risks, but also to support the economic outlook by making

further structural improvements.

Indonesia’s economic recovery progressed gradually and the economy. Indications of structural improvement in
at the same time became more stable. Economic growth economic growth became visible only during the second
edged upwards and improvement in the structure of half of 2017, as private sector investment showed gains
growth were seen in the second half of the year. Growth and exports of some manufactured products rose.
in 2017 was recorded at 5.07%, up slightly from 5.03%
in 2016. Macroeconomic stability was also well in hand, Indonesia’s economic recovery in 2017 would not have
with inflation remaining within the target range, a prudent been possible without positive momentum in a variety of
current account deficit level and a sufficiently stable areas, which countered the multifaceted and lingering
exchange rate. Financial system stability was also carefully  global and domestic challenges that arose. Positive
maintained, despite unresolved challenges relating to the momentum was generated by favorable global conditions,
stil-limited performance in banking intermediation. ongoing stability in the domestic economy and improving
confidence among economic actors. Global challenges
The direction of this economic recovery is reasonably arose from normalization in the monetary policy of
positive, even though growth rose only marginally some advanced countries, which could have triggered
and was insufficiently broad-based. The government capital reversal and threatened economic recovery in the
stimulus again provided an important source of growth developing world. Domestic challenges include the still
during 2017, but private consumption also rose and the incomplete consolidation within Indonesia’s corporate

commodities sector continued to play a major role in lifing  and banking sectors and the shortterm impact of changes

2017 ECONOMIC REPORT ON INDONESIA e General Review | xxv



in household behavior following changes in government
spending, which were designed to improve the quality

of its outgoings. In this regard, the policy responses of
Bank Indonesia, the Government and relevant authorities
focused on leveraging the positive momentum to promote
more rapid economic recovery and reinforce the structure
of the economy.

The recovery in the Indonesian economy is expected to
continue. The path for further improvement is indicated

by the structure of growth in 2017, which is marked by
the beginning of increased private investment. Within this
context, the rising levels of non-construction investment and
imports of raw materials and capital goods give particular
cause for optimism. Structural improvement in the economy
was also supported by the onset of growth in exports of
some manufactured products. Thus the economic outlook
is optimistic, with policies for structural reform pursued
consistently. Economic growth is expected to continue
upwards, reaching a range of 5.1% to 5.5% in 2018 and
a range of 5.8% to 6.2% in 2022, bolstered by increased
productivity and economic competitiveness. Inflation will
remain within the 3.5+1% target range in 2018 and will
progressively ease to reach 3.0£1% in 2022. In addition,
the current account deficit is predicted to remain at a
sound level and to trend downwards in the medium term.

The drive to further strengthen the economy going
forward will continue to face cyclical and structural
challenges arising from global and domestic conditions.
The cyclical or shortterm global challenges arise from the
ongoing normalization of monetary policy in advanced
nations, renewed geopolitical turmoil and signs of rising
protfectionism. At home, the challenges relate to efforts to
safeguard macroeconomic stability amid mounting risk
of inflation and to speed up completion of the corporate
and banking sector consolidation. Meanwhile, structural
or medium-term challenges from the global environment
will arise from the downward trend in productivity and
the ageing populations in advanced nations. At home,
structural challenges will arise from the drive for structural
reinforcement of the economy in both the real and the
financial sector. Advances in the digital economy present
challenges that may transform the economic landscape
of a range of sectors and, in this regard, Bank Indonesia,
the Government and the relevant authorities are firmly
committed to stability and economic recovery. Fiscal,
monetary, macro-microprudential and structural policies,
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including payment system and rupiah cash management
policies, will be deployed to promote stronger and more
balanced, sustainable economic growth.

MOMENTUM OF ECONOMIC RECOVERY

In 2017, Indonesia’s economic recovery was closely
tied to positive momentum in three areas, triggered by
favorable global and domestic conditions (Diagram 1).
This positive momentum boosted the economic recovery
and strengthened national economic resilience.

The most significant positive momentum came from the
global economy. Rising global economic growth led to
increases in world trade volumes and commodity prices
and underpinned flows of capital to emerging market
economies. In 2017, world GDP grew by 3.7%, ahead of
both the 3.2% recorded in 2016 and forecasts made at
the start of the year. Among Indonesia’s trading partners,
advanced economies including the United States, the
European Union (EU) and Japan charted more robust
economic growth. In a similar vein, China, Indonesia’s
most important trading partner among emerging market
nations, managed to avoid a drastic economic slowdown
by gradually rebalancing. This improvement in the global
economy fueled increased demand and led to high growth
in global trade volumes. This growth in world demand
provided momentum for growth in Indonesia, by lifting its
exports.

A significant increase in commodity prices in 2017

also gave Indonesia the opportunity to accelerate its
domestic economic growth. These high commodity prices
were driven by escalating demand and by supply-side
problems in other producing countries. Prices for several
key Indonesian export commodities, particularly coal,
crude palm oil (CPO) and some metals, were significantly
higher in comparison to 2016. The composite price for
Indonesia’s non-oil and gas exports increased by 21.7%
in 2017, sharply higher than the 5.4% price growth in
2016. This in turn strengthened Indonesia’s terms of trade
and boosted domestic incomes.

The second factor behind the increased momentum
for economic recovery is the ongoing and consistent
macroeconomic and financial system stability. This has



Diagram 1. Dynamics of Indonesia Economy 2017
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been maintained since 2014 and is the result of prudence
and consistency in the macroeconomic policies pursued by
Bank Indonesia and the Government. Further, it has laid
the foundations for continued economic recovery. More
robust macroeconomic stability in 2017 was reflected

in on-target inflation and a sound current account deficit
that was kept below 3% of GDP. The two achievements
have now been observed for three consecutive years. In
view of the pressure on economic stability in 2013 and
2014, when the current account deficit mounted to over
3% of GDP and inflation surged beyond 8%, well in
excess of the target, this represents a positive outcome.
Macroeconomic stability was also reflected in rupiah
exchange rate movements in line with fundamentals.

In addition, support for economic stability came from
measures to safeguard the fiscal sustainability outlook
through a prudently-managed budget deficit and a sound

level of the official debt burden. Alongside this, financial
system stability was kept well in hand, as evident from
improving performance in the banking system and
financial markets.

The firm economic stability itself engendered the third
strand of positive momentum, that of improving confidence
among economic actors in the Indonesian economy.

In 2017, recognition from leading international rating
agencies of Indonesia’s achievements raised confidence
among economic actors. In May 2017, Standard & Poor’s
upgraded Indonesia’s credit rating to investment grade
(BBB-), following an upgrade to this level by both Fitch and
Moody’s. Then, in December 2017, Fitch again upgraded
Indonesia’s credit rating, this time from BBB- to BBB with

a stable outlook. Furthermore, Indonesia’s ranking on the
global competitiveness index improved to 36 in 2017
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from 41 the previous year, and in the Ease of Doing
Business index to 72 in 2018, from 91 in 2017.

These positive developments boosted the confidence

of both foreign and domestic economic actors in the
Indonesian economy. Rising confidence led to higher
inflows of foreign capital for direct and portfolio
investments. In turn, the sizeable capital inflows provided
a source of economic financing. At home, improved
confidence was reflected in corporate investment and

a renewed increase in capital expenditure, particularly
during the second half of 2017. The steady improvement
in confidence laid the foundations for a sustained
economic recovery.

CHALLENGES TO THE INDONESIAN
ECONOMY IN 2017

Amid the positive momentum on multiple fronts, challenges
emerged that hampered the pace of domestic economic
recovery. These challenges were rooted in cyclical and
structural problems, both global and domestic. To add

to the complexity of the challenges, the Indonesian
economy was simultaneously undergoing an adjustment
phase in response to changes in the global and domestic
environment. Taken together, these conditions held the
domestic economy back from mounting a quick, robust
recovery.

Four main cyclical challenges impeded economic recovery
in 2017. First, the normalization of monetary policy by
some advanced nations presented a challenge. Global
financial markets were influenced by the direction of this
monetary policy normalization, most importantly that
undertaken by the United States. Even though markets
were generally prepared for it, pressure on global
financial markets did intensify at the end of the third
quarter of 2017 as the US dollar strengthened over
nearly every other currency. This pressure exacerbated
uncertainty on global financial markets and in capital
flows and threatened to rein in a more rapid global
recovery, including in Indonesia. This became a challenge
in itself, given the risk that normalization in advanced
nations could cause instability by triggering a capital
reversal from emerging markets, including Indonesia.
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Second, the limited domestic fiscal space posed a
challenge. It limited the Government's capacity fo create
economic stimuli and to leverage positive momentum
for the benefit of the domestic economy. The lack of a
sizeable stimulus is explained in part by below-target
taxation. In 2017, the tax ratio came to 9.9% of GDP,
representing a decline compared to the preceding two
years; the tax-to-GDP ratio in 2015 was 10.7% and

in 2016 edged down to 10.4%. The capacity of fiscal
stimuli to give a strong boost to the economic recovery
was therefore limited, as evident in the dynamics of
government financial operations during 2017.

Third, domestic corporate consolidation had not yet fully
run its course, though it is now winding down. During

this period of consolidation, companies generally did not
expand, but instead were focused on putting their house in
order. Corporate behavior was also influenced by adverse
global developments in 2016 that damaged corporate
confidence and discouraged them from expanding. In
addition, corporate expansion plans were stifled by the
modest fiscal stimulus and the still-sluggish household
consumption. At the same time, bank intermediation
underperformed, hitting corporate business financing and
in turn impacting on corporate expansion. These factors
led to inadequate levels of domestic non-construction
investment, particularly in the first half of 2017. This

was cause for concern because incorrect handling could
have hampered the recovery process. For these reasons,
shortterm measures were taken to boost the confidence

of domestic economic actors at a time when Indonesia
was receiving positive recognition from abroad for the
improvement in its economic fundamentals.

Fourth, as noted above, banking intermediation had

not fully recovered, limiting the driving force of the
economy. Slackness in credit growth was the result of both
demand- and supply-side factors. On the demand side,
the incomplete corporate consolidation slowed business
expansion and therefore also demand for credit. At the
same time, banks remained cautious and selective in
extending new loans and continued to apply high lending
standards.

The lack of strength in the recovery did not result only
from cyclical challenges, but also from structural problems
in the Indonesian economy. First, the limited capacity
and capability of domestic industry is an obstacle, and is



reflected in the commodity-based nature of exports and
domestic-oriented nature of imports. In addition, a lack of
competitiveness and the ongoing constraints in financing
are also factors. These issues prevented the domestic
economy from mounting an optimal response to the global
recovery. Challenges also emerged from advancements

in the digital economy that have potential to transform

the medium-term landscape of both the real and financial
sectors.

The challenges took on added complexity because, at
the same time, various adjustments to the economy were
being made by domestic authorities. The Government
was making fiscal adjustments in keeping with its
strategy of stimulating the economy while safeguarding
the fiscal sustainability outlook. These fiscal adjustments
prioritized capital expenditure by strengthening the role
of infrastructure spending. This strategy, however, targets
medium- and long-term strengthening of the economy and
results in a reduction in the shortterm fiscal stimulus. The
fiscal adjustments were also related to a shift in subsidy
strategy towards more precisely-targeted subsidies for
individuals, such as the reforms in the fuel subsidy and
increases in electricity billing rates. The changes in the
electricity subsidies in 2017 contributed to price increases
that in turn affected the consumption behavior of some
households.

In addition, a shift in public behavior impacted the pace
of economic recovery. This shift has been brought about
by the millennial generation, new consumers who have
been driving a move from goods-based consumption to
consumption based on experience and leisure. As a result,
there has been a shortterm drop in consumption of goods.
In the long run, shifts in behavior will need to be closely
monitored because of their effect on the supply side of the
economy.

In the midst of this adjustment process, the corporate sector
sought alternative sources of financing outside the banking
system and this helped mitigate the risks to economic
recovery. Non-bank financing assumed an increasingly
large role, as the role of financing from banks, which
remained selective in their lending, declined.

Policy Responses in 2017

Macroeconomic policy responses in 2017 aimed to
optimize the momentum for recovery, while reinforcing

the economy at a structural level. To this end, the

policy synergy forged in 2017 by Bank Indonesia, the
Government and the Financial Services Authority (OJK)
targeted three key areas. First, policies sought to mitigate
cyclical risks from the global and domestic environment in
order to safeguard macroeconomic and financial system
stability as a basis for building economic growth. Second,
policies were aimed at accelerating the completion of

the domestic economic consolidation process in order to
promote economic recovery. Third, policies were designed
to correct a range of structural problems in the domestic
economy. At the national level, the macroeconomic policy
management responses were pursued through synergy that
brought together fiscal, monetary, macro-microprudential
and structural reform policies, including in the payment
system and currency management.

The Government pursued a fiscal policy focused on
stimulating the economy while safeguarding the fiscal
sustainability outlook. In this regard, the thrust of the
strategy for the state budget was threefold: (i) optimizing
revenues; (i) improving the quality of expenditure; and
(iii) managing financing efficiently and sustainably.

To this end, government spending was allocated to
productive sectors, efficiencies were made in non-priority
spending and a better fiscal balance between the central
government and the regions was encouraged. This
strategy was marked by increased infrastructure spending,
which reached 19.4% of the state budget in 2017. This
represents a twofold increase compared with 2013 —
before state subsidies were reformed — when infrastructure
accounted for only 9.4% of the state budget.

The strategy of increasing infrastructure expenditure was
balanced with shortterm stimuli that would immediately
support the domestic economic recovery. The Government
increased the budget for national priority and social safety
net programs; social assistance was increased to IDR55.3
trillion, 11.5% higher than realized spending in 2016.

At a practical level, more of the social assistance was
disbursed during the second half of 2017, a factor that
helped spur consumption during that period.
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Efforts to create greater space for fiscal stimulus were,
however, impeded by underperforming tax revenues.
In 2017, tax revenues came in below the targets set in
the 2017 Revised State Budget. Consequently, overall
government spending was reined in to safeguard fiscal
sustainability. This strategy ensured the 2017 fiscal deficit
remained at a prudent and safe level of 2.5% of GDP,
below the revised target of 2.9% of GDP. The deficit
was financed by issuing government securities and by
foreign debt. To improve the efficiency of financing,
the Government carefully managed the denomination,
timing and tenor of issuances of government securities.
Accordingly, official debt was maintained at a low,
prudent level of 29.2% of GDP.

Bank Indonesia’s policy mix comprises monetary,
macroprudential, payment system and currency
management policies. The most important of these were
aimed at safeguarding macroeconomic and financial
system stability and supporting recovery in the domestic
economy. Bank Indonesia also strengthened coordination
with the Government and other stakeholders in order to
build synergy and enhance the effectiveness of policies.
Further, Bank Indonesia worked hard to strengthen
communications with stakeholders, with the intention of
supporting the effectiveness of policies.

In 2017, monetary policy consistently sought to safeguard
macroeconomic stability by taking advantage of
available space for optimizing the recovery momentum.
Bank Indonesia’s monetary policy stance was aligned
with measures to keep inflation on target and hold the
current account deficit at a prudent level. The maintained
macroeconomic stability created space for Bank Indonesia
to support the economic recovery process through prudent
and measured relaxation of monetary policy. In the

first half of 2017, Bank Indonesia’s policy rate, the BI
7-Day (Reverse) Repo Rate (BI7DRR), was held at 4.75%
after taking account of rising inflation expectations and
the fairly high and ongoing risks surrounding global
uncertainty. Space opened up for monetary relaxation

in the second half of 2017 as risks reduced, against a
backdrop of prudently managed macroeconomic stability.
Consequently, Bank Indonesia lowered the BI7DRR by

50 basis points in two rate cuts of 25 basis points each,
one in August and the second in September 2017. It was
envisaged that the interest rate reduction cycle underway
since 2016 would accelerate the corporate consolidations
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and lay the foundations for a period of economic
recovery.

Bank Indonesia also continued to move ahead with
changes to the monetary policy operational framework.
This began in 2016 and is infended to improve monetary
policy transmission. After the policy rate was changed
to the BI7DRR in August 2016, reserve requirement (RR)
averaging was put in place with effect from July 2017.
The aim of this is to: (i) provide flexibility in managing
liquidity and thus improve banking efficiency; (i) serve
as an inferest rate buffer and thus reduce interest rate
volatility on the money market; and (iii) provide space
for liquidity placements in a way that promotes financial
market deepening.

Bank Indonesia’s exchange rate policy sought to keep
movement in the rupiah in line with fundamentals by
promoting the operation of market mechanisms. Exchange
rate policy was reinforced by improvements in the foreign
exchange supply and demand structure, mandatory use
of the rupiah in Indonesian national territory and the
Implementing Activities for Prudential Principles (KPPK)

for external debt management. These principles include
the obligation for non-bank corporates with external

debt exposure to comply with the hedging ratio, the
minimum liquidity ratio and the minimum credit rating.
This regulation is intended to mitigate exchange rate risk,
liquidity risk and overleverage risk relating to external debt
obligations. Bank Indonesia also expanded the range of
instruments available on the foreign exchange market by
issuing financial instruments in non-US dollar currencies.

In addition, Bank Indonesia also promoted the use of local
currency seftlement (LCS) in trading transactions in order to
reduce dependence on one particular currency. Exchange
rate policy was also bolstered by strengthening of external
sector resilience through adequate levels of international
reserves, the first line of defense. Further, the role of the
infernational financial safety net as the second line of
defense was expanded.

Bank Indonesia also moved forward with its policy for
financial market deepening. Measures for deepening

the money market are divided into three pillars of
development: (i) sources of economic financing and
mitigation of risks; (i) market infrastructure; and (iii) policy
coordination, regulatory harmonization and education.
Under the first point, Bank Indonesia promoted the



issuance of money market instruments by bank and non-
bank corporates and encouraged domestic corporations
to make use of hedging by supporting the provision of
call-spread option (CSO) structured products. Second,
Bank Indonesia raised the credibility of the Jakarta
Interbank Offered Rate (JIBOR) as the reference rate for
shortterm funding. It also strengthened financial market
infrastructure, including a new task force for establishment
of the Indonesia Derivatives Central Counterparty, and
improved the code of ethics for market actors. In pursuit of
the third goal, Bank Indonesia built the capacity of market
actors by improving the operational understanding of repo
transactions and the Indonesia Global Master Repurchase
Agreement (GMRA). These measures brought about
positive outcomes as evident in the growth in transactions
on the money market and foreign exchange market, the
availability of a wider variety of instruments, an expansion
of the investor base and improved credibility of financial
market actors. These financial market developments led

to improved monetary policy transmission, as the money
market interest rate structure became more responsive

to the Bank Indonesia monetary policy stance. Financial
market deepening was also pursued with the aim of
strengthening the resilience of the financial market to
external shocks.

In 2017, macroprudential policies were directed at
stimulating bank intermediation, again within a context
of well-managed financial system stability. These policies
were implemented by continuing the accommodative
macroprudential policies that were already in place

to correct the direction of the financial cycle, thus
supporting the ongoing process of economic recovery.
Relating to this, Bank Indonesia retained its policies
concerning loan-to-value (LTV) and financing-to-value (FTV)
for home mortgages and the accommodative loans-to-
funding reserve requirement adopted previously. Under
the policy for the countercyclical capital buffer (CCB),
Bank Indonesia decided to hold the additional capital
aggregate at 0%. This stance was intended to safeguard
bank capacity for lending. Bank Indonesia implemented
its policy for working towards more balanced bank
infermediation by promoting financing and financial
access for micro, small and medium enterprises (MSMEs).
To this end, Bank Indonesia set out a phased increase

in mandatory compliance with the MSME lending ratio.
In 2016, a minimum MSME lending ratio of 10% was
required, in 2017 this rose to 15% and in 2018 to 20%.

The focus of payment system policy is to support efficiency
in the economy and assure the security, efficiency and
smooth operation of economic transactions. To achieve
these objectives, Bank Indonesia pursued a number

of policies in the non-cash payments system. These
policies targeted three main strategies: (i) promoting the
inferconnection and interoperability of domestic retail
payment instruments, channels and infrastructure under
the umbrella of the National Payment Gateway (NPG);

(i) expanding the electronification program for transport
on toll roads and disbursement of social assistance; and
(iii) a balanced response to advancements in the digital
economy. These policy strategies were supported by
measures to strengthen payment system monitoring. They
include measures to eradicate crimes such as money
laundering and terrorism financing, by monitoring business
conducted by non-bank money changers and enforcing
compliance.

In further actions relating to the NPG, Bank Indonesia
launched a pricing scheme policy aimed at creating

an equitable pricing structure that takes account of
investment costs, but with transaction charges at levels not
burdensome to the public. In June 2017, Bank Indonesia
issued a regulation on the proper organization and
structuring of the infrastructure, institutional framework,
instruments and mechanisms of the NPG. Overall, the
NPG will bring improvements to the management of the
payments industry, with all domestic payments processed
in-country using the rupiah at affordable prices. In
addition, transaction data will be properly protected, a
vital step in maintaining national security within the context
of payment transactions and consumer protection.

Rupiah currency management policy also continued to
focus on optimizing the role of cash payment instruments
in support of the economy. This policy was to be
developed via three pillars: (i) availability of quality,
trusted currency; (i) safe and optimum distribution and
management of currency; and (iii) excellence in cash
services. To improve currency distribution and cash
services, Bank Indonesia made further improvements to
cash management points, mobile cash services and the BI
Jangkau outreach service for remote, outlying and border
regions. To do this, it operated both through the Bank
Indonesia office network and in collaboration with other
banks or institutions.
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Bank Indonesia’s policies were also strengthened by
synergizing with the Government and other stakeholders.
Bank Indonesia and the Government coordinated on
actions to safeguard macroeconomic stability, particularly
in curbing inflationary pressure and promoting the real
sector as part of the structural reforms. Coordination
took place in various forums, including the inflation
control and monitoring teams at both the central and
regional government levels, and the Bank Indonesia—
Central/Regional Government Coordination Meeting.
Coordination with the Government on structural reforms
took place within the task force for implementation of the
economic policy packages (PKE). Within this, Working
Group Il - tasked with evaluation and analysis of the
impact of economic policy — is the most important venue
for coordination.

In financial system stability, Bank Indonesia continue

its coordination with the Ministry of Finance, OJK and
the Indonesian Deposit Insurance Corporation (LPS) in
the Financial System Stability Committee (KSSK). This
coordination covered the monitoring and maintenance
of financial system stability, management of crises in

the financial system and managing problems within
systemically important banks. Bank Indonesia’s policy

for safeguarding financial system stability was also
supported by OJK policies, which require all activities in
the financial services sector to be performed in an orderly,
fair, transparent and accountable manner. The OJK
policies also aim to ensure sustainable and stable growth
in the financial system. In 2017, the OJK issued several
regulations designed to strengthen the financial services
sector. Actions by the OJK included the revocation of the
rules for relaxation of debt restructuring, set out in OJK
Regulation No. 11/POJK/03/2015 concerning Prudential
Regulations for Commercial Banks within the Framework
of Stimulus for the National Economy. This measure was
taken in view of the improved condition of the banking
system after internal consolidation. A number of strategic
activities were also undertaken by OJK to development
the supervisory function in the financial services sector,
including development of the information system
infrastructure for monitoring the financial services sector.

Bank Indonesia also strengthened coordination with

the Government in the field of payment systems, mainly
connected with actions to promote electronification. In
managing rupiah cash, Bank Indonesia coordinated with
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the police to prevent and eradicate the circulation of
counterfeits.

Performance of the Indonesian Economy in 2017

The policy mix responses helped improve the fortunes

of the domestic economy in 2017 (Diagram 2). Since

the instability of 2013 and 2014 - marked by surging
inflation and a deteriorating current account deficit - the
Indonesian economy has charted gradual improvement
on the strength of consistent and prudent policies. This
has resulted in more robust economic stability with
inflation within the target range for the past three years, a
consistently prudent current account deficit, a reasonably
stable exchange rate and financial system stability under
steady control. This economic stability became a robust
foundation for progress in economic recovery, with a
steady rise in economic growth and an improvement in the
structure of growth from the second half of 2017.

Indonesia’s economic growth improved gradually in
2017, but with recovery at a slow pace. In 2017, GDP
growth was recorded at 5.07%, up slightly from the 2016
growth of 5.03% (Table 1). GDP expansion was mainly
evident in the second half of 2017, buoyed by exports
and investment. Exports increased by a substantial margin,
driven by the positive momentum in the world economy.
This strengthening in external demand contributed to an

Diagram 2. Indonesia Macroeconomic Development
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easing of the corporate consolidation process and created
space for corporates to expand. Brisk investment also
received impetus from the fiscal stimulus, particularly in
the second half of 2017 when work moved forward on
various infrastructure projects. The increase in exports
and investment, however, did not have an optimal effect
in accelerating value creation in the domestic economy
because, as in the past, some of this increase was offset
by imports.

Indications point to improvement in the economic growth
structure in 2017, although this was unevenly distributed.
Structural improvements in the economy were manifested
in higher exports and investment. As before, exports were
dominated by commodities, although export growth was
seen in some manufactured products, including basic
chemicals, motor vehicles and iron and steel. Similarly,
the renewed growth in non-construction investment was
also bolstered by business activity tied to commodities,
particularly agriculture and mining, as well as some forms
of manufacturing.

Household consumption continued to play a limited role
in driving economic growth. Although higher commodity
prices and exports boosted incomes, household
consumption lacked momentum and grew at 4.95%,

or slightly below the level reached in 2016 of 5.01%.
This is partly explained by changes in consumption in
response to the increases in electricity costs in 2017.
Early indications suggest the energy subsidy reforms

have impacted household consumption in the short term,
particularly within low-income groups, with consumption
cut to cover the increase in bills. However, the distribution
of social assistance did help to sustain household
consumption within these groups. The enlarged fiscal
space following the subsidy reforms has provided a boost
to the economy through increased spending allocations for
more productive activities.

The sluggish role of household consumption also
represented the influence of income factors and changes
of behavior in society. In overall terms, positive growth

in personal bank deposits indicated that household
incomes had been adequately maintained. However, no
significant improvement was evident in income indicators
for some groups in society, particularly low-income
earners. Notably, real wage growth in the informal sector
was limited. At the same time, there were indications

that middle and upper-class households were deferring
consumption, placing greater emphasis on accumulating
savings. Several factors weigh in on this condition,
including income expectations and more rational, selective
spending behavior. Furthermore, the millennial generation
has also affected consumption patterns, having shifted
spending away from conventional goods in favor of
leisure. This shift in preferences contributed to less buoyant
growth in goods consumption compared with 2016.

In 2017, improved GDP performance was not evenly
distributed across business sectors. Sectors that did
improve reflected the significant influence of resource-
based exports, infrastructure development, and the shift in
household consumption preferences. The primary sector
powered the increased growth, driven by export demand,
but only limited improvement took place in manufacturing.
In other developments, the economy also received a
boost from the construction sector, as work progressed on
infrastructure projects. Further impetus for the economy
came from the accommodation, food and beverages
sector, transport and warehousing, and information and
communications, in line with the shift in consumption
preferences. In analysis by geography, a key element of
economic gains was the upbeat growth in commodity-
based regions, led by Kalimantan.

The recovery in the domestic economy had a positive
impact on the quality of growth, which was accompanied
by declining unemployment and a fall in poverty,

albeit with a relatively flat Gini ratio. With the onset

of improvement in the economy, unemployment eased
slightly to 5.5% in August 2017 versus 5.6% in August
2016. The decline in unemployment is explained in part
by advancements in digital technology. Its widespread
use in economic activities created more job opportunities
and provided a buffer against the downturn in formal
employment in leading sectors, such as agriculture, mining
and construction. This shift in employment also led to
improvement in poverty figures. In 2017, the proportion
of citizens living in poverty was recorded at 10.1%,
representing an improvement over 10.7% in 2016. There
was only limited amelioration of disparities, however, as
evident from the Gini ratio that reached 0.391 or only
slightly below the 2016 level of 0.394.

In 2017, the balance of payments (BOP) again recorded
a surplus as positive global and domestic momentum
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Table 1. Domestic Economic Indicators

Components 2015 2016
Economic Growth (%, yoy) 4.88 5.03
Household Consumption (%, yoy) 4.96 5.01
Government Expenditure (%, yoy) 5.3 0.14
Investment (%, yoy) 5.01 4.47
Building Investment (%, yoy) 6.11 5.18
Non-Building Investment (%, yoy) 1.93 2.43
Export (%, yoy) 2.12 -1.57
Import (%, yoy) -6.25 -2.45
CPI Inflation (%, yoy) 3.3 3.02
Core Inflation (%, yoy) 3.95 3.07
Volatile Food Inflation (%, yoy) 4.84 5.92
Administered Prices Inflation (%, yoy) 0.39 0.21
Indonesia Balance of Payment
Current Account Deficit (% GDP) 2.0 1.8
Overall Balance (Billion USD) -1.1 12.1
Reserve Assets (Billion USD) 105.9 116.4
Exchange Rate (Average, Rp/USD) 13,392 13,305
Jakarta Composite Index (JCI) 4,593 5,297
Government Bonds Yield 10 years (%) 8.76 7.97
Banking
Total Credit (%, yoy) 10.4 7.9
CAR (end of period, %) 21.2 22.7
NPL ( end of period, %) 2.5 2.9
State Budget
Tax (% GDP) 10.7 10.4
State Budget Deficit (% GDP) 2.6 2.5

5.06

5.01

5.01 5.19 5.07

4.94 4.95 4.93 4.97 4.95
2.69 -1.92 3.48 3.81 2.14
4.77 5.34 7.08 7.27 6.15
5.87 6.07 6.28 6.68 6.24
1.46 828 9.47 9.03 5.90
8.41 2.80 17.01 8.50 9.09
4.81 0.20 15.46 11.81 8.06
3.61 4.37 3.72 3.61 3.61
3.30 3.13 3.00 2.95 2.95
2.89 2.17 0.47 0.71 0.71
5.50 10.64 9.32 8.70 8.70
0.9 1.9 1.7 2.2 1.7
4.5 0.7 54 1.0 11.6
121.8 123.1 129.4 130.2 130.2
13,348 13,309 18,883 13,537 13,385
5,568 5,830 5,901 6,356 6,356
7.04 6.83 6.50 6.32 6.32
9.2 7.8 7.9 8.2 8.2
22.7 22.5 23.0 23.0 23.0
3.0 3.0 2.9 2.6 2.6
1.8 2.5 2.3 3.4 9.9
0.8 0.5 0.7 0.5 2.5

Source : BPS-Statistics Indonesia, Bank Indonesia, Ministry of Finance, OJK-Financial Services Authority and BEl-Indonesia Stock Exchange

bolstered external resilience. The balance of payments
surplus was achieved with the aid of a prudently managed
current account deficit, which was covered by the surplus
in the capital and financial account. In 2017, the current
account deficit came to 1.7% of GDP, down slightly from
1.8% of GDP in 2016. This reduction was supported

by higher exports, led by non-oil and gas products, in
keeping with the global economic recovery that has fueled
increases in demand and commodity prices. Imports,
however, were still constrained by the gradual pace of the
domestic economic recovery. The exchange rate, which
moved in line with fundamentals, also contributed to the
subdued rate of import growth. Amid the decline in the
current account deficit, the capital and financial account
recorded a hefty surplus buoyed by continuing inflows of
foreign capital, comprising mostly foreign direct investment
(FDI) and portfolio investment. The high inflows were
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bolstered by foreign investor confidence in the improving
economic outlook for Indonesia and global financial
market risks that were moderate and factored into market
decisions. The BOP surplus in 2017 boosted international
reserves to USD130.2 billion, the highest level ever
achieved by Indonesia. This was equivalent to 8.3 times
the level of imports and official debt servicing, far above
the minimum threshold of three times. Prudently managed
external resilience was also reflected in the capacity for
funding the current account deficit from long-term capital
inflows, visible in the increased basic balance and the
safe level of external debt at 34.7% of GDP.

The BOP surplus supported rupiah stability in the face
of mounting external pressure on the currency at the
end of the third quarter of 2017. The rupiah gained
until the end of the third quarter of 2107 before coming



under pressure from global factors. At this point, foreign
investors engaged in portfolio rebalancing, a move
triggered by external sentiment relating to US policy and
one that put pressure on global currencies. This global
sentiment triggered a wave of capital reversal that fueled
depreciation in world currencies against the US dollar,
with the rupiah also affected. Averaged over 2017, the
rupiah weakened by a thin 0.60% to IDR13,385 to the US
dollar from IDR13,305 to the US dollar in 2016.

Inflation in 2017 stayed within the target range, helping
to safeguard macroeconomic stability, and came in

at 3.61%, within the target range of 4.0%+1%. The
subdued level of inflation was achieved with support
from anchored inflation expectations, a largely stable
rupiah exchange rate and management of demand-

side pressures. Low inflation also benefited from adept
management of pressure in domestic food prices, notably
for volatile foods. Global food prices were low in 2017
and measures to secure domestic supply were successful.
At the same time, administered prices (AP) inflation rose,
primarily due to increases in electricity billing rates for
some consumers following the subsidy reforms. Even so,
the second-round effects of AP inflation on increases in
other commodity prices was limited. Overall, inflation
achievements in 2017 were positive, and the inflation
target was reached for the third consecutive year.

Financial system stability was kept well in hand, despite a
lack of full recovery in banking intermediation. Resilience
was supported by strong levels of capital and adequate
liquidity, but banking intermediation operated below

par. Credit growth was slack and reached 8.2%, only
slightly higher than the 2016 level of 7.9%, due to both
demand and supply factors. Amid the lingering weakness
in infermediation, positive developments were evident in
non-bank financing, which recorded buoyant net growth
of 32.2%. In the sharia financial sector, conditions were
similar; the underperforming intermediation function in
sharia banking was offset in the non-bank financing sector
with growth in issuances of sukuk, Islamic bonds.

ECONOMIC OUTLOOK AND
CHALLENGES

Looking ahead, further improvement is predicted for
the Indonesian economy with support from favorable

global and domestic factors. Global economic growth is
projected to strengthen further in coming years, driven in
the short term by both advanced countries and emerging
market economies. However, in the medium and long
term, emerging markets will play a greater role in driving
global economic growth. This is explained by the structural
problems of ageing populations and declining productivity
that hamper growth in advanced economies, such as

the United States, European nations and Japan. Overall,
further global economic improvement has the potential to
gradually strengthen commodity prices and this in turn will
have a positive impact on the Indonesian economy.

With the steady improvement in the global economy,
economic growth is predicted to climb in 2018 to a
range of 5.1% to 5.5%. Progress in Indonesia’s economic
recovery will not only be driven by global factors, but
also by more vigorous domestic demand as confidence
improves. The government fiscal stimulus, activity around
the upcoming regional elections, the 2018 Asian Games
and rising private incomes are all shortterm sources of
domestic demand from consumption. The fiscal stimulus
for spurring shortterm consumption will be delivered

in part through significant increases in social safety net
expenditures. In addition, the government commitment
to infrastructure projects will stimulate investment going
forward. Also contributing to the outlook for improved
economic growth will be the corporate consolidation
process, which is expected to start winding down

in response to strengthening demand and growing
confidence. This will improve the outlook for investment,
including non-construction investment. At the same time,
positive growth is forecast in exports — although at a
slower rate than in 2017 - with reliance primarily on
commodity exports in the short term.

The consumer price index (CPI) is predicted to remain
within the target range, set lower for 2018 at 3.5%+1%.
The subdued level of core inflation will be supported by
greater anchoring of inflation expectations, a prudently
managed exchange rate and supply-side capacity for
responding to demand pressure. In the food staples
category, various government policies aimed at improving
supply and distribution are expected to keep volatile food
(VF) inflation in check. In addition, the Government is
likely to keep increases in strategic commodity prices to a
minimum, so that they do not stoke inflationary pressures.
The projections for subdued CPI inflation going forward
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are also supported by improved behavior in inflation, such
as the declining impact of exchange rate depreciation

on inflation and the diminishing second-round effects of
increases in administered prices and volatile foods on
other commodities.

The financial and external sectors are also expected to
improve. In the financial sector, bank lending is projected
to rise by a range of 10% to 12% in 2018, consistent with
the outlook for more robust economic growth. Similarly,
depositor funds are also predicted to expand in the range
of 9% to 11%. In the external sector, the 2018 current
account deficit is projected to widen slightly to between
2.0% and 2.5% of GDP, still comfortably safe below 3%,
in keeping with strengthening domestic demand.

The 2018 outlook for improvement in the economy will lay
the ground for continued economic gains in the medium
term. In the medium-term forecast for 2019 to 2022, the
economy will maintain an upbeat course and growth

will accelerate. In 2022, economic growth is forecast

in a range of 5.8% to 6.2%. The sources of economic
growth are also predicted to be broader-based and will
not rely solely on commodity-based sectors. Improvement
in the economy will be driven not only by the government
stimulus, but also the growing role of the private sector.
The more buoyant outlook for the economy is supported
by the positive impact of the recent structural reforms,

to which the Government has been firmly committed.

The government drive to accelerate infrastructure build
will also be supported by government policies for fiscal,
institutional and regulatory reforms.

The improved prospects for the medium-term are
influenced, among others, by productivity improvements
in the economy driven by the Government's structural
reforms, which will support sustainable economic growth.
From a geographical standpoint, support for the outlook
for improved economic growth is expected from leading
sectors of each region. The expectation of improved

economic productivity is a factor influencing the lower
inflation forecast of 3.0%=1% in 2022.

Amid the improving economic outlook, a careful watch
must be kept on global and domestic short- and medium-
term challenges, as there is a risk they could disrupt

the acceleration of economic recovery. The short-term
global challenges stem from the ongoing normalization
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of monetary policy in advanced countries, renewed
geopolitical turmoil and signs of rising protectionism.

At home, shortterm challenges remain similar to those

in 2017 — the risk of contraction in capital inflows, the
ongoing consolidation in the domestic economy and
renewed constraints on fiscal space. Another short-term
challenge will be to safeguard macroeconomic stability
amid a growing risk of inflation linked to increases in
prices of oil and food commodities. Meanwhile, medium-
term challenges from the global environment will arise
from a decline in total factor productivity and the ageing
demographic of advanced nations. At home, various
structural problems in the economy have led to challenges
in improving economic competitiveness, building industry
capacity and capability, bringing about an inclusive
economy and providing sustainable financing. The
interaction and complexity of these challenges means that
the management of Indonesia’s economic stability will not
become any easier than in past years.

Serious attention will also need to be paid in the medium
term to advancements in the digital economy, including
financial technology (fintech), given that it can transform
the economic landscape. Fintech has the potential to
make the economy more inclusive and boost economic
productivity, and harnessing digital technology in the
economy can help business processes to streamline and
become more efficient. In the financial sector, digital
technology has the potential to expand financial access
and increase the speed of transaction processes. On the
other hand, however, if appropriate responses are not
made, there are risks that digital technology could disrupt
the economy. Risks may stem from increasingly fierce
market competition, reduced ability to provide employment
and risks to financial system stability. Furthermore, the risk
of limited capacity to provide employment, particularly for
unskilled labor, could lead to worsened disparities.

Future Policy Direction

The dynamics of the Indonesian economy in 2017 contain
key lessons on optimizing momentum in the economic
recovery and reinforcing the economy structurally. First,
Indonesia is on the right track for economic recovery.
Growth is on a gradual upwards trend, supported by the
stable economy. In Bank Indonesia’s view, this gradual
improvement in Indonesia’s economic growth is part



of a process of adjustment of behavior by economic
participants at the early stages of the business expansion
cycle. Looking ahead, the space for creating more vibrant
economic growth will widen in keeping with strengthening
confidence in the economic outlook. This is reflected

in the fact that structural improvement in the sources of
economic growth during 2017 did not rely only on the
government stimulus, but also began to emerge from
improvement in the private sector role. In this regard, the
strengthening of confidence among economic participants
is key in transforming the recovery momentum into higher,
sustainable economic growth.

Second, the policies put in place will need to balance
shortterm and long-term stimuli and time their

reason, the confidence of economic actors needs to be
progressively strengthened through consistency in a policy
mix that contains fiscal, monetary and macroprudential
policies, payment system and rupiah cash management
policy and structural reforms.

Fourth, coordination with other stakeholders on key
policies is crucial. Coordination is necessary to

optimize the momentum for economic recovery, amid an
increasingly complex set of challenges. Efforts to promote
economic growth while safeguarding stability require

a coordinated response on national macroeconomic
policy from Bank Indonesia, the Government and other
authorities. Fiscal policy must continue to provide an
economic stimulus balanced between long-term and short-

implementation appropriately. In the Indonesian economy, term obijectives, while safeguarding the fiscal sustainability

which is now embarking on a cycle of economic outlook. In monetary affairs, policy must be pursued with
expansion, there is a pressing need for support from the caution, with instruments optimized to safeguard economic

fiscal stimulus. The stimulus delivered through infrastructure  stability, while creating space for economic growth.

will have a longerterm impact on the economy, and
needs to be balanced by a shortterm stimulus. A short-
term stimulus will protect public purchasing power and
prevent momentum being lost in the drive for economic
recovery. Attention must be paid to the timing of policy
implementation, as this can affect economic adjustments
in the short term and the subsequent process of economic
recovery. An important lesson about timing of policy
implementation can be seen in the provision of social
assistance, which was delayed until the second quarter
of 2017 and impacted economic recovery during that
period.

Third, the credibility of macroeconomic policy
management plays a vital role in strengthening economic
recovery, enabling it to maintain momentum and remain
on the right track. Consistency in macroeconomic policy
management will convince economic actors of the
credibility of authorities and the policy direction, which
in turn will strengthen the effectiveness of implemented
policies. Experience shows that policy consistency in

safeguarding economic stability can bolster the confidence

of economic actors in the outlook for the Indonesian
economy. This is reflected in the steady level of economic
stability, even though Bank Indonesia has embarked on
measured relaxation of monetary and macroprudential
policies. Besides this, the transformation of economic
recovery info higher, sustainable economic growth will
only be possible if the private sector participates. For this

Meanwhile, an accommodative macroprudential policy
will be maintained to optimize momentum for economic
recovery, while safeguarding financial system stability.
This cyclical policy response must also be reinforced with
structural policies that not only accelerate the construction
of physical infrastructure, but also address non-physical
areas such as strengthening regulation and institutions. In
this context, Bank Indonesia will introduce policies related
to the payment system and financial market deepening.

Looking ahead, the risk of mounting uncertainty on global
financial markets is one of the consequences of policy
normalization in advanced economies. This means that
efforts to safeguard economic stability and economic
recovery will not be any easier than in past years. In
looking at lessons learned in 2017, Bank Indonesia’s
policy focus going forward will be to stay consistently
focused on responding to challenges that may impair the
outlook for the economy. Essentially, Bank Indonesia’s
policy mix must achieve the right combination of policies
to safeguard macroeconomic and financial system
stability, the foundation for more robust, balanced and
sustainable economic growth.

Bank Indonesia will persist with a policy mix aimed

at maintaining the macroeconomic and financial

system stability achieved thus far. The policy mix will

be comprised of monetary policies, macroprudential
policies and payment system and currency management
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policies. Regarding monetary policy, Bank Indonesia will
pursue a monetary policy stance aligned to the effort

to keep inflation within the target range and the current
account deficit at a safe level. To strengthen monetary
policy effectiveness, Bank Indonesia will improve the
implementation of RR averaging, further reinforcing

the monetary policy operational framework. It will also
strengthen monetary operations, including measures
involving sharia-compliant monetary operations, pursue
an exchange rate policy for maintaining exchange rate
stability in line with fundamentals and continue measures
for financial market deepening. Bank Indonesia will

also build policy synergy with the relevant authorities

in developing and promoting new sources of economic
financing.

Bank Indonesia will strengthen macroprudential policies
in order fo stimulate bank intermediation within a

context of well-managed financial system stability. The
accommodative macroprudential policies will continue
as a countercyclical measure to correct the direction of
the financial cycle and support the continuation of the
economic recovery. The strengthening of macroprudential
policies will take place in three main areas: strengthening
of liquidity, reinforcing the bank intermediation function
and improvements in instrument effectiveness. Regarding
the strengthening of liquidity, Bank Indonesia will
implement a macroprudential liquidity buffer (PLM). To
reinforce the quality of intermediation, Bank Indonesia
will implement a macroprudential intermediation ratio
(RIM) that comprises a strengthening of the loan-to-funding
ratio (LFR). Concerning improvements in instrument
effectiveness, Bank Indonesia will strengthen measures
for the loan-to-value (LTV) policy, including the use of
targeted LTV options. Macroprudential policies will also
be supported by policies for development of MSMEs,

as a supply-side measure that will counter inflationary
pressures.

Regarding payment system policy, Bank Indonesia will
support the efficient operation of the economy under

the guidelines of the payment system and currency
management (SP-PUR) blueprint for 2017 to 2024. Policy
will be directed at ensuring that all economic transactions,
both cash and non-cash, operate seamlessly, in a secure
and efficient manner. This supports the maintenance of
macroeconomic and financial system stability and also
supports the Government in implementing its priorities.
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In the non-cash payment system, Bank Indonesia policy
will focus on shaping an interconnected, affordable,
innovative and competitive payment ecosystem that
protects its users. This will be achieved by: (i) promoting
interconnection and interoperability of instruments,
channels and infrastructure for domestic retail payments
under the umbrella of the NPG; {ii) strengthening
electronification; and (iii) ensuring the smooth operation
of the registration process for fintech providers, including
e-commerce, as outlined by the Bank Indonesia Regulation
concerning Provision of Financial Technology. Regarding
fintech, Bank Indonesia will strengthen coordination with
other authorities to protect the domestic economy from
any potential harm. These policies will be reinforced by
the implementation of a risk-based supervision function to
ensure compliance with Bank Indonesia policies. In the
area of rupiah currency management, Bank Indonesia
policy will focus on ensuring the provision of currency

fit for circulation (ULE) in adequate quantities distributed
to all outlying areas of Indonesian territory. This will be
achieved through three key strategies: (i) building stronger
synergy with various parties in cash services; (i) ensuring
that supply of quality rupiah currency is safeguarded and
further enhancing security features; and (iii) improving the
quality of rupiah currency and protecting the public from
the risk of counterfeit rupiah currency.

In its effort to promote new sources of inclusive, quality
and sustainable economic growth, Bank Indonesia will
lend its full support to the development of the sharia
economy and finance through the forum of the National
Comnmittee for Sharia Finance (KNKS). There is a

large domestic and global market for sharia-compliant
industries, including for halal products — products
compliant with Islamic law. If these opportunities can be
seized, this could potentially help in reinforcing economic
structures — through domestic production — and the
balance of payments. The national sharia economic and
financial strategy will become increasingly important in
realizing the significant potential of this market. Bank
Indonesia will collaborate and coordinate with the relevant
authorities to contribute to the development of the sharia
economy and finance through three main strategies:

(i) empowering the sharia economy; (ii) deepening the
sharia financial market; and (iii) strengthening research,
assessment and education about sharia economics and
finance.



Turning fo government measures, fiscal policy will
consistently seek to deliver an economic stimulus that
safeguards the fiscal sustainability outlook. In 2018, this
policy will be pursued through optimization of revenues,
quality expenditure and sustainable financing. On the
revenues side, the Government will take several measures,
including broadening the tax base through intensification
and widening of coverage, increased taxpayer
compliance and improvements to information systems

and human resources in support of taxation. Regarding
expenditure, the Government will make efficiency
improvements in procuring non-priority goods, improve
the effectiveness of social safety net programs, refocus
government spending on infrastructure, health, education
and targeted subsidies, and strengthen the quality of fiscal
decentralization. In financing, the Government will work
for efficiency and sustainability. Overall, the direction of
fiscal policy is reflected in the 2018 budget deficit, which
is targeted at 2.2% of GDP.

In the medium-term, the Government will work consistently
to improve the quality of spending in productive sectors,
supported by higher tax revenues. At the same time, the
fiscal deficit will be maintained at a prudent level. The
Government will also take measures to promote efficient
and sustainable funding of the budget deficit, and will
achieve this with prudent management of the debt ratio
and the development of innovative sources of financing.

The Government, supported by relevant authorities,

is firmly committed to moving forward with structural
reform. Structural reform policies can be dived into three
categories. The first covers the provision of adequate
infrastructure of suitable quality, the building of innovation
and the quality of human capital, and improvements in
organization and structure that encompass the business
climate, governance and government services. The
second area is related to efforts to boost competitiveness
in industry and services and efforts to ensure that the
domestic economy is able to grow with inclusiveness,
supported by sustainable financing. The third is

related to preparation for the very rapid progress in
digital technology, in order that it delivers the greatest
possible benefits for the economy with minimal risk. The
overarching objective of these policies is to support the
achievement of robust, balanced, sustainable and inclusive
economic growth.
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‘B BANK INDONESIA

CHAPTER 1
Global Economy

The broad-based global economic recovery gained
momentum in 2017, accompanied by increasing world trade
volumes and rising commodity prices. The stronger global
economy and the monetary policy normalization taking place
within advanced economies was well anticipated by the
markets, and therefore the risks to the global financial markets
were lessened.
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The strengthening pace of global economic recovery

in 2017 saw global GDP growth rise to 3.7% in 2017
from 3.2% in 2016. A faster pace of recovery in the
advanced economies and ongoing recovery in developing
economies supported this global growth, with the sources
of growth expanding from consumption to investment.

This stronger investment stimulated growth in world trade
volumes, which increased to 4.5% in 2017 from just 1.5%
in 2016. This in turn prompted international commodity
prices to rise, particularly energy and metals. These
positive global developments improved the dynamics of
global financial markets, as did the reduction in risks in
comparison with 2016.

In general, the policy responses of most countries were
oriented towards accelerating the economic recovery
and maintaining momentum, while taking into account
local dynamics. In terms of monetary policy, several
advanced economies gradually sought to normalize in
response to the solid economic recovery and the rising
inflation outlook. Meanwhile, most emerging market
economies (EMEs) adopted monetary policy easing to
support the economic recovery. On the fiscal side, many
advanced and EME governments played a dominant
role in stimulating the economy, although some countries
were unable to do this as they lacked the fiscal space.
The global recovery also prompted structural reforms
aimed at enhancing productivity, overcoming labor market
constraints and increasing future economic growth. In
addition, international cooperation played a key role

in achieving robust, sustained, balanced, inclusive and
resilient economic growth.

1.1. GLOBAL ECONOMIC DYNAMICS

The global economic recovery gained momentum in 2017
as both developing and advanced economies made gains.
Nearly all major advanced economies realized stronger
and broader-based growth, while emerging market
economies, both commodity exporters and non-commodity
exporters, also improved their economic growth (Table
1.1). Consequently, global economic momentum fed into
increasing world trade activity and rising international
commodity prices.
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Table 1.1. Global Economic Growth

Percent, yoy

Country/ Group of Countries 2015 m 2017
vold |34 3237
1.7 2.3

Advanced Economies 2.2
us 2.9 1.5 2.3
Japan 1.1 0.9 1.6*
EU 2.0 1.8 2.5*
UK 2.2 1.9 1.8*
Emerging Economies 4.3 4.4 4.7
onConmody Eprer
China 6.9 6.7 6.9
India 8.0 7.1 6.7
Commodity Exporter Countries 1.3 1.9 2.2

Source: IMF and World Bank, calculated
Note: *) based on country’s releases per February 2018

Advanced Economies

Accelerating economic growth, coupled with controlled
inflation, was indicative of stronger economic recovery
momentum in advanced economies. In 2017, the
advanced economies grew by 2.3%, up from 1.7% in
2016. Economic gains in the United States, European
Union (EU), and Japan were the main contributors

to global growth as consumption in these economies
remained solid and exports rebounded. Furthermore,
improving investment performance also catalyzed
economic growth (Chart 1.1). In general, faster economic
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Chart 1.2.

Inflation Rates of Advanced Countries

Percent, yoy
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growth in the advanced economies has not triggered
excessive inflationary pressures (Chart 1.2).

Solid consumption and increasing investment pushed

up US economic growth from 1.5% to 2.3% in 2017.
Improving labor market dynamics supported consumption,
particularly of goods, while investment growth

increased to 4% in 2017 from 2.5% in 2016, driven

by non-residential investment in the mining sector and

in manufacturing. Investment in the mining sector has
benefitted from the rising oil price since the end of 2016
(Chart 1.3), while improving conditions for manufacturers
drew more investment to that sector. From the beginning
of 2017, the Purchasing Managers Index (PMI) showed
expansion, while industrial output also remained high

Chart 1.3.  US Mining Sector Investment
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Chart 1.4.  US Manufacturing PMI and Industrial

Output
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(Chart 1.4)." Greater investment in manufacturing was
also evidenced by stable capacity utilization at around
75%, despite growth in industrial output. In addition, the
depreciation in the US dollar through to the end of the
second quarter was a boon to the US economy, reducing
the net export deficit.

Unemployment in the United States dropped to

4.1% in 2017, below both pre-crisis levels and the
Federal Reserve’s Non-Accelerating Inflation Rate of
Unemployment of 4.7%. Lower unemployment has not,
however, been accompanied by any significant increase
in wages (Chart 1.5), meaning little inflationary impact.
Wages have stagnated due to structural issues, such as the
country’s ageing population and the ongoing tendency of
US firms to favor parttime work contracts. The number of
parttime contracts remains higher than levels seen prior to
the financial crisis (Chart 1.6).

In Europe, the economic recovery gained momentum in
2017 and was broader based, with the risks contained.
Economic growth in the EU stood at 2.5%, up from 1.8%
in 2016 (Table 1.1). Growth in Europe was no longer
driven merely by Germany and France, but also by

ltaly and Greece. Stronger economic growth was also
achieved in countries on the periphery, including Slovenia,
Cyprus, Latvia and Estonia. In addition, the recovery in
Europe was supported by a decline in political risk and
ongoing financial system stability. Political risk subsided

1 The Purchasing Managers Index (PMI) is based on a survey of purchasing managers
at corporations in the manufacturing industry to obtain leading indicators of economic
growth. A PMI above 50 indicates improvement compared with the previous month,

while a PMI below 50 is indicative of worsening conditions.
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Chart 1.5.  US Unemployment Rate and Wage

Growth
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after the French presidential election was won in May by
the pro-EU candidate Emmanuel Macron. Banking sector
risks in Europe also eased as several bank-related issues in
Spain and ltaly were resolved.

Stronger consumption, exports and investment were

the main drivers of recovery in Europe. A higher level

of compensation per employee in 2017 bolstered
consumption (Chart 1.7) in line with improving labor
market dynamics, as unemployment has declined over the
past few years (Chart 1.8).2 Export performance in Europe
also recovered, supported by increasing world trade and
euro depreciation in the first half of the year. Meanwhile,

Chart 1.6.  Use of Part Time Workers in the US
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2 Compensation per employee is the total remuneration paid by a company to an
employee — including wages, bonuses, overtime pay and social security contributions —
divided by total hours worked.
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Chart 1.7.

European Labour Market Indicators
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investment was stimulated by optimism in the economic
outlook; the Economic Confidence Index rose from an
average of 104.3 in 2016 to 110.7 in 2017.

In Japan, economic growth accelerated to 1.6% from
0.9% on the back of growth in consumption, exports and
investment (Chart 1.9). Growing consumer optimism lifted
consumption, while exports rose in response to stronger
global demand, including from Japan'’s trade partners

in Asia. Growing global and domestic demand also
stimulated both private and government investment growth
in the second half of 2017, with the state Investments

for the Future program a notable contributor. Growing
domestic and foreign demand also boosted industrial
sector performance (Chart 1.10).

Chart 1.8.
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Chart 1.9.  Japanese GDP Based on Contributions
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Japan'’s stronger economic growth pushed up food and
energy prices and lifted inflation to 1%; this remains
below Bank of Japan's (BoJ) 2% target (Chart 1.11). Non-
food and non-energy prices increased more slowly than
the food and energy components of inflation due to flat
wage growth. This is a result of the ageing population and
prevalent use of parttime workers (Chart 1.12). Inflation
in Japan was also curbed by the low inflation expectations
that have followed prolonged periods of deflation.

In contrast with other advanced economies, the United
Kingdom was one of just a handful of countries that
experienced economic moderation and rising inflation.
Economic growth dropped to 1.8% in 2017 from 1.9%
in 2016 (Table 1.1), with the downswing primarily
attributable to a lack of clarity surrounding the plan to

Chart 1.10.  Japanese Industrial Production and
Export Index
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Chart 1.11.  Japanese Inflation, Core Inflation and
Inflation Targets

Percent, yoy
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leave the European Union. The trade uncertainty between
the United Kingdom and the EU has stoked concerns over
investment growth, while consumption was dampened

as rising inflation eroded real incomes. Inflation stood at
2.6% in 2017, up from 1% in 2016, although it remains
within the target of 2+£1%. Inflationary pressures stemmed
from postreferendum currency depreciation, higher oil
prices and accommodative monetary policy.

Emerging Market Economies

In general, economic performance improved in EMEs
in 2017. Economic growth among EMEs increased
to 4.7% in 2017 from 4.4% in 2016, driven by the

global economic recovery and rising international

Chart 1.12.  Unemployment Rate and Part-Time
Workers in Japan
Percent Percent
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Chart 1.13.  Growth of Developing Countries
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commodity prices. Economic growth in net exporters,
especially exporters of non-energy commodities, rose to
2.2% in 2017 from 1.9% in 2016 (Chart 1.13). As the
dominant emerging market, China maintained robust
economic growth on increasing external demand and
resilient consumption. This higher growth achieved by
net exporters and China spilled over to other countries,
although economic growth in India was less upbeat.

China’s economic growth accelerated to 6.9% in 2017
from 6.7% in 2016 on increasing external demand,
primarily from advanced economies. This demand
buoyed exports and stimulated manufacturing activity.
Manufacturing PMI trended upwards and profits in

the manufacturing sector improved (Chart 1.14). In
addition, thriving export activity bolstered solid domestic

Chart 1.14.  Chinese Manufacturing PMI and
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consumption as a key contributor to economic growth in

2017.

Notwithstanding the positive achievements, slower
investment growth undermined deeper economic gains

in China. The economic rebalancing process currently
underway in China fo achieve sustainable economic
growth eroded public investment, while private investment
also remained subdued (Chart 1.15).°

The Chinese Government has issued policies aimed at
supporting quality and sustainable growth, but these also
undermined investment in some sectors. The decision to
reduce excess capacity in the mining sector, particularly

in coal and aluminium, triggered a contraction of
investment and raised international coal and aluminium
prices. Further, environmental protection has been
strengthened via more rigorous inspections and these have
also contributed to the increase in prices, and have hit
manufacturing industry activity.

Tighter regulations in the property sector were introduced,
culminating in more muted private investment growth in
2017. Policies were also introduced to deleverage the
financing of government projects and this has undermined
infrastructure investment.

Against a backdrop of higher economic growth, inflation
in China fell to 1.8% in 2017 from 2.1% in 2016. This
was due to a fall in food prices, although core inflation
accelerated. Food deflation since the beginning of 2017

Chart 1.15.  Chinese Investment Developments
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owned enterprises.



has stemmed from supply-side improvements in the major
foodstuffs and the base effect of high food inflation in
2016. Rising core inflation was due to persistently strong
demand, while inflation at the producer level increased
due to price pressures on raw materials after international
commodity prices soared in the middle of 2016.

In contrast with most other emerging market economies,
India’s economic growth slowed to 6.7% in 2017 from
7.1% in 2016, the temporary result of structural reforms
implemented by the Government. The economy slowed in
the first half of the year after the Government introduced a
demonetization policy and brought in reforms to the goods
and service tax (GST) on 1 July 2017. Demonetization,

or the withdrawal of banknotes from circulation, led to
prolonged cash shortages starting in the fourth quarter of
2016 (Chart 1.16). The GST reforms caused economic
actors, particularly in urban areas, to rein in their activities
due to uncertainty surrounding the new tax fariffs.

The economic downturn in India is, however, considered
temporary and not structural as economic players

adjust to these new policies. The deleterious effects of
demonetization and the GST reforms began to fade in
the second half of 2017, with money supply rebounding
and automotive sales recovering. India’s growth remained
relatively robust despite the downswing on the back

of solid domestic consumption and surging exports. In
contrast to the slowing consumption in urban areas, rural
consumption continued to soar throughout 2017, as
heavy rainfall in the monsoon season after a drier 2016
monsoon caused crop production to increase. India’s
exports also rose, due both to strong demand from Asia

Chart 1.16.
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and Europe and to rupee depreciation. Meanwhile,
inflation was controlled at 3.3% in 2017, which is in the
lower half of the central bank’s target corridor of 4+2%.

Commodity Price Developments

The global economic recovery stimulated world trade;
volumes grew by 4.5% in 2017 compared with growth of
just 1.5% in 2016. Increased exports and imports were
seen in both advanced economies and emerging markets,
and were driven in particular by the robust economic
growth in the US, Europe and China.

The global economic recovery also pushed up
international commodity prices in 2017, as did supply-
side disruptions. Both energy and non-energy prices rose
(Chart 1.17). Higher energy prices, including oil, and
non-energy prices, especially metals, have prevailed since
the middle of 2016. In contrast, food prices have begun to
slide on abundant production.

The global oil price spiked in the latter half of 2017 on
net demand after oil-producing countries — excluding the
US - agreed to cut production. The oil price was relatively
stable in the first quarter of 2017 as markets waited for
further clarity on the results of the oil production cuts that
began in January. In the second quarter, however, the oil
price was depressed by increasing oil production and
inventory in the US. In June 2017, OPEC and non-OPEC
countries agreed to extend production cuts until March
2018 in response to these weaker prices. Prices bottomed
in June 2017, before rebounding in the second half of the

Chart 1.17.  Global Commodity Price Index

Index
100

90 W
80
70
60

50

40
112134567 89101112123 456789101112 1/2/3/456/7 89101112
2015 2016 2017
—— Energy —— Food —— Metal

Source: World Bank

2017 ECONOMIC REPORT ON INDONESIA o CHAPTER 1 | 7



Chart 1.18.  Global Energy Prices
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year (Chart 1.18) as the fall in oil production cut global
inventories. Prices for Indonesia’s own oil output mirrored
global oil price trends, averaging USD51 per barrel in
2017, up from USD41 per barrel in 2016.

The rise in coal prices in 2017 is aftributed to supply and
demand dynamics in China, which is the world’s largest
coal consumer and producer. Coal prices increased due
to production disruptions in other major coal-producing
countries, with thermal coal holding at the comparatively
high level of USD81 per metric tonne in the first quarter
of 2018. Prices were kept high as a result of tight coal
market dynamics in China, exacerbated by high demand
during the cold winter months in the northern hemisphere.
Coal prices gradually began to fall in the second quarter
as demand from China returned to normal. As summer
rolled around in the third quarter of 2017, coal prices
began to rise again as shutdowns at non-coal power
plants increased demand for coalfired power. Coal prices
were also pushed upwards by China’s reduction in coal
production capacity and by production and distribution
issues in Australia and Indonesia following labor strikes
and unfavorable weather.

Prices of non-energy commodities also rose, albeit less
steeply than energy commodities. Metal prices were

the main driver of non-energy prices due to increasing
demand from China and growing optimism concerning
the global economic outlook. The manufacturing industry
in China required metal for restocking in response to

the global economic recovery, while more stringent
environmental inspections constrained domestic production
and pushed up metal prices in the second half of the year.
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Chart 1.19.
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International commodity price developments ultimately
lifted the Indonesia Export Price Index (IHKEI) (Chart
1.19).# The non-oil and gas IHKEI increased by an
average of 21.7% in 2017, up from 5.4% in 2016,
driven by prices of coal and metals, including aluminium,
copper, nickel and lead. Meanwhile, increasing
production supported by favorable weather, against a
backdrop of growing demand for biofuel, kept crude palm
oil (CPO) prices flat. Coffee prices were depressed by
increasing production, primarily in Latin America. Rubber
was the only agricultural commodity that experienced
higher prices; this is because global production remained
flat.

Global Financial Markets

Global financial market risk eased in 2017 as the global
economy improved, advanced economies implemented
well-flagged monetary policies and geopolitical risks
dissipated. The global economic recovery accelerated,
boosting market optimism and limiting the risk of near-term
financial market instability. Monetary policy normalization
in advanced economies was well anticipated, preventing
spillover into financial markets. This normalization was
implemented more gradually than had been expected

by markets, and this reduced financial market volatility.
Geopolitical risks in 2017 eased, as uncertainty
surrounding US government policy waned and fears

over EU members leaving the grouping eased. Only in

4 The Indonesia Export Price Index (IHKEI) is a composite index of export prices in

Indonesia, consisting of the 20 largest-value export commodities.



the third quarter of 2017 did geopolitical risk — security
concerns on the Korean peninsula and in the Middle East
— temporarily heighten financial market volatility.

Stable global financial markets maintained capital flows to
EMEs despite the simultaneous normalization of monetary
policy by several advanced economies. The influx of
capital flows to emerging markets began in early 2017
and persisted until the third quarter. At this point the
Federal Reserve commenced balance sheet reductions
and geopolitical risk escalated in several developing
economies.’ In general, however, capital inflows to
developing economies increased in 2017 compared to
2016, supported by direct investment, portfolio investment
and other investment. Furthermore, the deluge of capital
flows was accompanied by lower financial market
volatility, as reflected by the low VIX index (Chart 1.20).

Financial liberalization in China has also had a significant
impact on capital flows to emerging market economies.
The Chinese Government is gradually liberalizing
domestic financial markets by implementing Stock Connect
in 2014 and Bond Connect in 2016, which connected

the financial markets of Hong Kong with mainland

China, including Shanghai and Shenzen. Stock Connect
facilitates non-resident purchases of A-Shares, while

Bond Connect has similarly opened up China’s domestic
bond market and allows non-resident investors to hold
yuan-denominated government bonds. The policy has
influenced the movement of foreign capital, primarily to
emerging market economies, particularly since China

Chart 1.20.  Financial Market Volatility and Capital

Flows of Developing Countries
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5 The geopolitical risks included tensions between Turkey and the West, political

developments in the Middle East and debt restructuring in Venezuela.

bonds and A-Shares were included in the global bond and
stock indexes.

1.2. GLOBAL POLICY RESPONSES

Most policy responses were aimed at building momentum
in the economic recovery and ensuring it was sustainable,
while taking into account local dynamics and challenges.
The majority of advanced economies, including Japan,
maintained their accommodative monetary policies,
underpinned by fiscal stimuli and structural reforms.
Nonetheless, some advanced economies, including the
United States, began to gradually normalize monetary
policy. The role of fiscal stimuli in advanced economies
has expanded, because there is little room to maneuver
within the sphere of the accommodative monetary

policy. On the other hand, emerging market economies
maintained their accommodative monetary policies,
bolstered by increasing fiscal stimuli. In addition, both
advanced and developing economies continued to
implement structural reforms to foster sustainable economic
growth in the long term.

Policy Responses in Advanced Economies

Several advanced economies, including the United States
and EU, began to normalize monetary policy in response
to emerging pressures from the improving economies
and to mitigate the risks from prolonged accommodative
monetary policy. The US Federal Reserve began to
normalize monetary policy by raising the Federal Funds
Rate (FFR) and implementing balance sheet reductions.
Meanwhile in Europe, the European Central Bank (ECB)
tapered the intensity of asset purchases (quantitative
easing or QE).

US monetary policy normalization began at the end of
2015 through five incremental FFR increases totaling
125 basis points. Furthermore, the Federal Reserve

also introduced a schedule of balance sheet reductions,
commencing in October 2017. The current pace of US
monetary policy normalization, however, is not as rapid
as previous phases. In 1994, 1999, and 2004, for
example, the Federal Reserve raised the FFR by 250-300
basis points within two years (Chart 1.21). This time, it
has adopted a more gradual pace of monetary policy
normalization, raising the FFR by just 125 basis points in
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Historical Pace of FFR Normalization

Chart 1.21.
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the first two years because of inflationary pressures and
wage rigidity.

In Europe, the ECB has pursued monetary policy
normalization by reducing QE. In March 2017, the
volume of QE was reduced to €60 billion per month from
€80 billion. Then, in October 2017, the ECB extended
its asset purchase program through to September 2018,
but lowered the monthly pace of asset purchases to €40
billion. Moving forward, the ECB is also likely to continue
to gradually normalize monetary policy due to mild
inflationary pressures. In general, the monetary policy
stance of Europe remains accommodative.

In contrast to the US and Europe, Japan has maintained
a loose monetary policy stance. The BoJ continues to hold
its policy rate in negative territory and has not reduced
the monthly pace of asset purchases — which remains at
¥80 trillion per annum — because the realization of the
asset purchase program in Japan remains below target.
The quantitative and qualitative easing policy adopted

in Japan has only realized ¥60 trillion of the ¥80 trillion
earmarked, as limited government bonds are available

to the BoJ in the market. In general, the loose monetary
policy stance adopted by the BoJ has successfully
stabilized the long-term interest rate at a very low level.
That achievement is also inextricably linked to the Bo)’s
quantitative and qualitative easing strategy of yield curve
control. Therefore, the long-term inferest rate is also
explicitly used as the operational target, complementing
the asset purchases target. Nevertheless, inflation remains
weak due to stubbornly low inflation expectations as a
result of protracted periods of deflation.
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In terms of fiscal policy, advanced economies have tried
to catalyze economic growth by intensifying fiscal stimuli
against a backdrop of more limited monetary space.
The US administration plans to increase fiscal stimuli
through infrastructure spending, expecting this to have a
multiplier effect on economic growth. In addition, it has
also implemented tax breaks primarily for providers of
new jobs. Nevertheless, efforts to increase fiscal stimuli
in the United States were stifled in 2017 by the political
negotiation process.

Fiscal policy in Europe was more expansionary.
Consonant with lower interest rates, European
governments reallocated budget from interest payments
to other spending, including to tackle social issues that
have emerged from the prolonged austerity, such as

high unemployment and poverty. Despite expansionary
policies, fiscal space in Europe to provide stimuli remains
unevenly distributed. Based on the difference between

the realized budget balance and that recommended

by the European Commission through the Medium-Term
Budgetary Objectives, only Germany and the Netherlands
have any fiscal space available (Chart 1.22). In
contrast, other European countries had to implement fiscal
consolidation to reduce budget deficits.

Japan maintained fiscal stimuli despite accruing more
debt. The supplementary budget allocated in 2016 in the
form of the Investments for the Future program ran until

the end of 2017. After the election in October 2017,

Chart 1.22.  European Fiscal Space
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6 The Medium-Term Budgetary Obijectives are budget balance targets set by the European
Commission. They are specific to member countries and aim to ensure sound and
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the Japanese Government directed its fiscal stimuli at
education and childcare in order to enhance productivity,
and also planned tax breaks for companies that raised
their employees’ salaries. These fiscal stimuli have
consequently delayed Japan's plans to reduce the fiscal
deficit and the target for 2020 is unlikely to be met.

The monetary and fiscal policy direction of advanced
economies in 2017 was reinforced by structural reforms,
which they recognized would increase income growth

and bridge the gap in income between rich and poor.
Consequently, advanced countries prioritized structural
reforms to boost productivity and overcome labor market
constraints. Policies to enhance productivity were instituted
through education and training reforms, while employment
policies focused on increasing the participation rate,
raising salaries and reducing the income gap.

Structural reforms in the United States were implemented
primarily to improve productivity, which became relevant
following plans to cut taxes, combined with infrastructure
development. Tax cuts leading to a potentially larger
fiscal deficit could be offset by additional tax revenues
received from increased productivity. To that end, the US
administration planned to increase productivity through the
following structural reforms: (i) increasing the participation
rate, including by pushing back the retirement age;

(ii) profemale participation policies; and (iii) training
programs to improve the supply of labor equipped with
the skills to meet corporate needs.

In Europe, structural reforms focused on strengthening
policies related to the active labor force and reducing
barriers to higher salaries. The active labor force requires
policies that ensure demand for labor can be rapidly met
by supply, and Europe sought to strengthen it through:

(i) vocational training; (i) social assistance for jobless
participants in these training programs; and {iii) sefting
up mechanisms to bring together workers and jobs, as
undertaken in Spain and France. Meanwhile, European
countries also introduced policies to increase disposable
income, including: (i) reducing income tax or infroducing
more progressive income fax systems, as implemented in
Spain, France and ltaly; and (i) reforms to protectionist
worker policy relating to employment termination, as
introduced in France. In countries that accepted a large
influx of refugees, such as Germany, improving the quality
of education and skills for the refugees became a salient
issue.

In Japan, structural reforms were one of the major
government policies to stimulate economic growth. They
were undertaken to improve employment dynamics in
relation to the ageing population and to accelerate

the sluggish rise in wages. The Government sought to
overcome the issue of the ageing population by increasing
the female participation rate; men still dramatically
dominate the labor market in Japan. To accelerate wage
growth, policies were introduced fo increase labor market
flexibility - gradually phasing out lifetime employment -
and disseminating the importance of equal pay for equal
work.

Policy Responses in Emerging Economies

The policy responses in emerging economies included a
mix of monetary, fiscal, and structural policies. In terms of
monetary policy, emerging economies generally adopted
an accommodative policy stance, with most reducing
their policy rate in response to controlled inflation and
restrained economic recoveries. This was seen in Brazil,
Russia, Colombia, Peru, and Indonesia (Chart 1.23). In
contrast, other emerging economies, including Mexico
and Turkey, opted to raise their policy rates in response
to inflationary pressures coming from exchange rate
depreciation. On the fiscal front, emerging economies
generally maintained an expansionary policy, while
structural policies were aimed at boosting productivity in
the medium to long term.

China maintained a neutral monetary policy stance,
focusing on stabilizing the financial system and exchange
rate. It extended its macroprudential policy to cover off-
balance sheet activities by including wealth management
products. This served to monitor shadow banking
activities. In addition, the People’s Bank of China (PBoC)
also migrated to an interest rate-based monetary policy
framework. The interest rate policy instrument was first
used in February 2017 by raising the repo rate 10 basis
points to replace the benchmark rate. Seeking to provide
adequate liquidity, in October 2017 PBoC announced

its plan for targeted easing to start in 2018 through
reductions to the reserve requirement, in particular for
banks extending funding to non-state owned enterprises.

To stabilize the exchange rate, PBoC introduced an
adjustment factor in the calculation of the reference
exchange rate, namely the China Foreign Exchange
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Chart 1.23.
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Trade System (CFETS) RMB.” The countercyclical
adjustment factor (CCAF) is an additional component in
the calculation of CFETS that aims to ensure the renminbi
rate reflects fundamentals. CCAF is used in the event

of excessive currency fluctuations caused by sentiment.
Since CCAF was introduced in May 2017, the renminbi
has appreciated against the US dollar, primarily due to
US dollar depreciation, a promising economic outlook in
China and more controlled capital outflow.

India’s central bank has maintained a neutral monetary
policy stance despite lowering the policy rate in 2017.
The Reserve Bank of India reduced the policy rate in
August 2017 due to low inflation and sluggish economic
growth. In addition, it also eased the statutory liquidity
ratio by 50 basis points to 19.5%.°

In China, the Government implemented an accommodative
fiscal policy in line with the available fiscal space to
support rebalancing of the economy. The fiscal stimuli
were oriented more towards non-infrastructure sectors,
meaning slower government investment growth. China
complemented this with tax breaks to catalyze economic
growth. Against a backdrop of expansionary fiscal policy,
China’s Government tightened restrictions on off-balance
sheet lending to deleverage local administrations.

7 The China Foreign Exchange Trade System (CFETS) Index is a reference rate released by
the People’s Bank of China (PBoC), containing the weighted average exchange rates of

several global currencies against the yuan.

8 The Statutory Liquidity Ratio requires banks in India to maintain current assets in the
form of currency, gold or securities recognised by the Reserve Bank of India at a certain

percentage of liabilities.
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The Government of India increased its fiscal stimuli in
2017, which delayed fiscal deficit reductions. In October
2017, the Government announced a fiscal stimulus
package worth INR9.1 trillion (USD143.5 billion). This
included the recapitalization of state-owned banks for
the upcoming two years with INR2.1 trillion (USD35.5
billion) and a five-year infrastructure development program
costing INR7 trillion (USD108 billion). The fiscal stimulus
package was well received, although it had no direct
impact on investment growth in 2017. Furthermore,

India also reduced GST in November 2017 to stimulate
consumption.

Monetary and fiscal policy in developing countries

was also backed by structural reforms to spur potential
and sustainable economic growth. In Ching, structural
policy in 2017 remained focused on rebalancing the
sources of economic growth, increasing the connectivity
of domestic financial markets with international markets
and containing financial risk through deleveraging

and shadow banking oversight. The various policies
successfully slowed aggregate credit growth in China.
On the other hand, efforts to rebalance the sources of
growth from investment to consumption also continued,
as reflected by declining growth of fixed asset investment
combined with strong retail sales.

The most important structural reforms implemented in India
in 2017 were demonetization and simplification of the
tax system. Demonetization aimed to combat cases of
counterfeit banknotes and reduce corruption. The policy
was implemented in November 2017, when INR500 and
INR 1,000 banknotes were withdrawn from circulation and



simultaneously new INR500 and INR2,000 banknotes
were intfroduced. The policy significantly reduced money
supply (MO), as INR500 and INRT,000 banknotes
accounted for 86% of this. This severely disrupted daily
economic fransactions and led to economic moderation
during the first half of 2017. Nevertheless, the policy also
had a propitious impact in the medium term as the use of
e-money increased.

The tax structure was simplified in India by introducing
GST on 1 July 2017 to replace several overlapping tax
components with a new system, similar o value-added
tax (VAT). The GST scheme was unclear, however, and
consumers postponed buying goods. This undermined
economic growth in the first half of the year. Sales
began to recover in the third quarter of 2017 after the
Government clarified the new tax system.

1.3. INTERNATIONAL COOPERATION

International cooperation strengthened in 2017 to
optimize the global economic recovery and reinforce
economic resilience. International cooperation was
realized through the G20 Forum, International Monetary
Fund (IMF), Bank for International Seftlements and
Chiang Mai Initiative Multilateralization (CMIM). At

the G20, cooperation to build on the momentum in the
global economic recovery manifested in a commitment

to stimulate strong, sustained, balanced and inclusive
growth. The IMF emphasized the importance of monetary
policy, fiscal policy and structural reforms to maintain
economic growth momentum. Meanwhile, efforts to
strengthen economic resilience were realized through: (i)
agreement concerning the Note on Resilience Principles
for G20 Economies; [ii) strengthening the Global Financial
Safety Net (GFSN), including through the CMIM; and

(iii) increasing oversight of financial technology (fintech)
development at various international forums.

Cooperation to Stimulate Economic Growth

Cooperation to stimulate global economic growth was
achieved under the multilateral G20 framework. Under
Germany's presidency in 2017, G20 members agreed
the Hamburg Action Plan. In this plan, the G20 set out
a strategy to achieve strong, sustained, balanced and
inclusive growth against a backdrop of weaker-than-
expected global growth and several risk factors. These

goals will be pursued via monetary and fiscal policy
instruments and structural reforms.

The G20 strives to achieve this strong, sustained, balanced
and inclusive growth by extending its commitment to the
structural reforms contained in the Growth Strategy. As

per this strategy, G20 members agreed to achieve an
additional 2% growth within the five years from 2014

to 2018 (known as ‘2-in-5’). G20 members submit

data and information regarding their achievements

each year, encompassing monetary policy, fiscal policy
and commitment to structural reforms. Based on this
information, international organizations, namely the
Organisation for Economic Co-operation and Development
(OECD), World Bank and IMF, assess annually each

G20 member’s progress towards 2-in-5. In 2017, the
collective growth of the G20 economies was 1.4%, down
from 1.5% in 2016. The assessments showed the dip in
performance was due to slower implementation of the
structural commitments among G20 countries.

Furthermore, the G20 supports efforts to achieve more
inclusive economic growth at the national and individual
level. The current global economic recovery remains
unbalanced because growth has failed to reach vulnerable
groups. Inequality has primarily surfaced in low-income
countries due to the sluggish investment in infrastructure.
Efforts to achieve inclusive growth can be realized

by: (i) increasing financial literacy; (i) supporting the
development of micro, small and medium enterprises
(MSME); (iii) reforming the labor market; and (iv)
embracing digital innovation. The G20 also put forward
an initiative fo stimulate investment in Africa, namely the
Compact with Africa.? In addition, it continued to expand
infrastructure investment through multilateral development
banks and private financing.

The IMF emphasized the importance of monetary policy,
fiscal policy and structural reforms in maintaining
economic growth momentum. It recommended member
countries to apply: (i) accommodative monetary policy for
those member countries with below-target inflation and a
negative output gap; (i) fiscal policy to stimulate growth
with due regard to sustainable government debt levels
and avoiding procyclicality; and (iii) structural reforms

to increase productivity, stimulate growth and create

jobs. Furthermore, the IMF encouraged its members to

9 The Compact with Africa is a framework to promote private investment in Africa,

including in infrastructure.
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introduce labor sector policies that allow the labor force to
adapt to and benefit from rapid changes in the economic
landscape.

Cooperation to Strengthen Resilience

The G20 is also committed to strengthening economic
resilience, as contained in the Note on Resilience
Principles for G20 Economies, agreed in 2017. These
non-binding principles contain a menu of policies to
reinforce economic resilience in tandem with strong,
sustained, balanced and inclusive growth. Countries
select from this policy menu according to their own
particular needs. The Resilience Principles focus on five
areas, namely: (i) the real sector; (i) public finance; {iii)
private finance; (iv) monetary policy; and (v) the external
sector. The key principles include: (i) ensuring central
bank independence and price stability; (ii) enhancing
the analysis and monitoring of capital flows, as well as
risk management; (i) promoting international trade and
investment; and (iv) promoting international cooperation
on economic policy.

The G20 also agreed to strengthen the global financial
system architecture, another initiative designed to increase
financial system resilience. The initiative contains various
policies, including: (i) capital flow policies to mitigate the
risk of flows disrupting domestic financial system stability;
and (ii) policies to strengthen the GFSN.

The G20 initiative to increase resilience was followed up
by the IMF in deeper discussions on policies to overcome
excessive capital flows and ways to strengthen the
GFSN. The IMF explored the role of macroprudential
measures fo strengthen the financial systems of member
economies that have experienced an influx of foreign
capital flows. These will complement the capital flow
management measures previously adopted. The outcome
of the discussions concerning the interaction between
these two types of measures may be used as guidelines
for members on containing the risks associated with
capital flows, while maintaining financial system stability.
In terms of strengthening the GFSN, the IMF is exploring
the development of new liquidity facilities available to
member countries with solid economic fundamentals and a
sound macroeconomic policy framework. The availability
of new liquidity facilities is expected to bolster the

GFSN as another line of defense in addition to reserves,
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bilateral swap arrangements (BSA) and regional financing
arrangements.

The G20 is encouraging its members to implement
consistently, completely, and in a timely manner all
financial sector reforms, including rules covering financial
institutions under the Basel Il Principles'® and Total Loss
Absorbing Capacity Standards.'" This will increase
financial sector resilience. In addition, financial sector
reforms also include efforts to improve global financial
market infrastructure through the establishment of a central
counterparty,'? among others. The G20 also backs efforts
to overcome the myriad problems of money laundering
and international terrorism financing, and as such supports
the work of the Financial Action Task Force (FATF).'3

Regional resilience has been improved by strengthening
the regional financial arrangements and surveillance.
The ASEAN+3 forum has continued efforts to strengthen
regional resilience to confront the risk of global uncertainty
by refining the CMIM and strengthening the role of

the ASEAN+3 Macroeconomic Research Office. To
operationalize the CMIM, operating guidelines are
constantly refined and a framework to evaluate the
feasibility of the CMIM Prevention Line is prepared. In
the context of volume, most ASEAN+3 members have
agreed fo increase the CMIM-IMF de-linked portion to
40% from 30% in order to bolster CMIM as a regional
self-help mechanism.

Economic and financial sector resilience has also been
strengthened in ASEAN by the regional grouping’s
ongoing financial sector integration. ASEAN aims for
economic infegration in 2025 — the ASEAN Economic
Community — particularly in the financial channel, and

has set a strategic action plan for financial integration

in 2025. In 2017, ASEAN compiled key performance
indicators to evaluate the progress towards financial
integration. These indicators are divided into three sections

10 The Basel Il Principles is a banking sector regulatory framework issued by the Basel

Committee on Banking Supervision (BCBS).

Total Loss Absorbing Capacity Standards are issued by the Financial Stability Board
(FSB). They are minimum standards for potential loss-absorbing capacity in the banking
industry.

12 A central counterparty is a clearing house institution tasked with clearing and

guaranteeing transactions in the financial market.

13 The Financial Action Task Force (FATF) is an intergovernmental body established in
1989 with the aim of sefting standards and promoting effective implementation of
legal, regulatory and operational measures for combating money laundering, terrorist

financing, and other related threats to the integrity of the international financial system.

14 The CMIM Prevention Line is an Economic Review and Policy Dialogue Matrix.



— financial integration, financial inclusion, and financial

stability.

Various international cooperation forums, such as the

IMF, G20, Executives’ Meeting of East Asia Pacific

Central Banks and ASEAN, are also monitoring the rapid
proliferation of fintech. Rapid development has thrust
fintech into the financial system, and this could change the
global and regional financial landscape. Fintech refers to
technological innovations that expand the opportunities for
financial services. Nevertheless, fintech is being monitored
as it is seen as a potential threat to cyber security, which
could undermine financial system stability if not well
managed. To that end, the majority of central banks and
financial authorities have agreed to scrutinize fintech more
deeply and remain vigilant of fintech development in order
to mitigate emerging risks.
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CHAPTER 2
Economic Growth

Indonesia’s economic recovery persisted through 2017 due
to positive global and domestic momentum. This economic
growth was underpinned by macroeconomic stability at
home, a fall in unemployment, poverty and inequality, and
supportive global dynamics.
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Indonesia’s economy continued to recover in 2017, with
momentum garnered from supportive global dynamics
and maintained macroeconomic stability at home. Solid
global economic growth in advanced economies and
developing economies, including major trade partners

of Indonesia, combined with rising commodity prices,
boosted Indonesia’s export performance, particularly
exports of commodities. These export gains and
government spending on infrastructure have restored
corporate confidence in investing. Consequently,
corporate sector consolidation began to tail off, replaced
by stronger corporate investment in the second half of the
year. Investment gains and an increase in exports helped
to drive Indonesia’s economic growth to 5.07% in 2017
from 5.03% in 2016, but these improvements have not yet
significantly lifted household consumption.

Economic sectors related to the export market and on
government investment, as well as sectors benefiting

from a shift in consumption patterns, were the key drivers
of Indonesia’s domestic economic recovery. Stronger
exports were most evident in the plantation subsector, and
some mining and manufacturing subsectors. Ongoing
government investment in infrastructure projects buoyed
the construction sector, while a recent shift in consumption
towards lifestyle and leisure activities lifted the
performance of the hospitality sectors —accommodation,
food and beverages — as well as the information and
communications sector. In contrast, domestic-oriented
manufacturing and services experienced slower growth.
Regionally, most economic gains were reported in areas
reliant on natural resources, particularly in Kalimantan.

The ongoing economic recovery has benefitted public
welfare and prosperity. Unemployment, poverty and
inequality all declined in 2017, although the number

of informal workers remained high. Low inflation and
stable prices for staple foods, as well as a slight increase
in incomes, helped to alleviate poverty. Furthermore,
indicators in 2017 demonstrated a moderate decrease
in inequality, as spending by the top 20% of the
population fell.

2.1. GDP BY EXPENDITURE

Export and investment gains drove the gradual domestic
economic recovery in 2017. Economic growth dynamics
show Indonesia has recovered from its lowest growth

level — 4.74% —recorded in the second quarter of 2015.
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Since then, the national economy has steadily improved,
with GDP growth recorded at 5.07% in 2017, up from
5.03% in 2016 (Table 2.1). This recovery is based on
stronger export and investment growth in 2017, in line
with a favorable global economic climate and steady
economic fundamentals. Both exports and investment

made a greater contribution to economic growth in 2017
versus 2016.

Indonesia experienced domestic economic improvement
in the second half of 2017. This was driven by an
increasingly solid global economic recovery and resulted
in a significant 9.09% increase in exports for 2017, the
highest level posted in five years and a sharp contrast

to the 1.57% contraction in 2016. Consolidation in

the corporate sector lessened and the Government
ramped up several infrastructure projects, which boosted
investment primarily in the second half of the year. Gross
fixed capital formation growth stood at 6.15%, easily
surpassing the 4.47% posted in 2016. However, this
improving export and investment performance has thus
far failed to significantly stimulate private consumption,
particularly household consumption.

Indonesia’s export performance in 2017 improved
significantly. This was due to the global economic
recovery and solid growth in Indonesia’s trade partners —
including the United States, China, and India, and other
countries in the Asian region — and higher infernational
commodity prices. The prices of coal, rubber, and
crude palm oil (CPO), three key export commodities

for Indonesia, rose sharply due to rising demand and
decreasing supply. In addition, the Government relaxed
export quotas on metal minerals, which also boosted
exports.

In general, commodity-based exports dominated the
export gains. Real exports of natural resources grew
8.4%, reversing the 3.7% contraction seen in 2016.
Meanwhile, plantation commodities achieved the strongest
real export growth (Chart 2.1) of all types of exports, with
crude and processed plantation commodities growing
17%, primarily driven by CPO and rubber. Real CPO
exports grew sharply to 8.2% in 2017 from just 0.4%

in 2016 on rising demand, particularly from China and
India, coupled with a 5.2% increase in prices.

Shipments of non-oil and gas mined commodities also
elevated the export performance. The real value of exports
of coal, accounting for 67% of total non-oil and gas



Table 2.1. GDP by Expenditure

Percent, yoy

Component of GDP 2014 2015 2016
| Il 1] [\ Total
Domestic Demand 4.62 4.94 439 477 4.54 5.54 5.62 5.13
Private Consumption 5.28 4.84 5.04 5.00 5.02 4.95 4.98 4.98
Household Consumption 5.15 4.96 5.01 4.94 4.95 4.93 4.97 4.95
et T 12.19 0.62 6.64 807 852 602 524 691
Government Expenditure 1.16 5.31 0.14 2.69 -1.92 3.48 3.81 2.14
Gross Fixed Capital Formation 4.45 5.01 4.47 4.77 5.34 7.08 7.27 6.15
Building 5.52 6.11 5.18 5.87 6.07 6.28 6.68 6.24
Non-building 1.58 1.93 2.43 1.46 3.23 9.47 9.03 5.90
Change of Inventory 0.48 -0.59 0.23 0.33 0.02 -1.29 0.24 0.19
Net Export 0.94 0.94 0.16 0.85 0.55 0.58 -0.57 0.35
Export 1.07 2.12 -1.57 8.41 2.80 17.01 8.50 9.09
Import 2.12 6.25 2.45 4.81 0.20 15.46 11.81 8.06
Gross Domestic Product 5.01 4.88 5.03 5.01 5.01 5.06 5.19 5.07

Source: BPS-Statistics Indonesia

mining commodities, grew 2.4% in 2017, reversing the
0.7% contraction recorded in 2016. This was triggered
by a 48.2% spike in coal prices to a level topping USD90
per metric tonne in the second half of 2017, the highest
level seen in three years. The real value of exports of
non-ferrous metal ore, including copper, nickel, bauxite,
and lead, grew 14.0% in 2017, relatively stable versus
14.5% in 2016. Exports of nonferrous metal ore in

2017 were also underpinned by Indonesia’s relaxation of
restrictions on exports of metal ore concentrate, pursuant

Chart 2.1.

Real Exports of Non-oil and Gas

Percent, yoy

to Minister of Energy and Mineral Resources Regulations
No. 5 and 6 of 2017." In contrast, exports of ferrous
metals contracted significantly by 26.2%, as material was
redirected into the domestic market to meet demand from
infrastructure projects. The generally positive trend for
exports of mining commodities was curbed by declining
oil and gas exports and low liftings.

In contrast, manufacturing exports were unable to
capitalize on the global economic momentum. Real
manufacturing exports contracted by 4.2% in 2017,
dragged down by a weaker performance in consignments
of textiles, machinery and equipment and wood products.
Clothing exports remained in negative territory despite
improving considerably compared to 2016 on resurgent

40 demand from advanced economies, including the United
3 States and Europe. While manufacturing exports fell in

20 2017, exports of organic chemicals grew 16.8%, motor
10 vehicles 9.4%, and electrical equipment 4.5% (Chart 2.2).

=

Chemical exports increased as industrial activity rose
in China, while automotive exports were dominated by

-30
2 O I A | B\ 1 Restrictions on concentrate exports were relaxed in accordance with Government
2014 2015 2016 2017 Regulation No. 1 of 2017 and Minister of Energy and Mineral Resources Regulation
B Tofal — Agriculture/ Plantation No. 5 and No. 6 of 2017. Restrictions on unprocessed and unrefined concentrate

— Non-oil/gas Mining Manufacture

Source: Bank Indonesia

exports were relaxed for holders of a Special Mining License (IUPK) for five years
from January 2017, requiring a change in mining operations to IUPK, as well as a

commitment to build a smelter.
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Chart 2.2.  Developments in Real Manufacturing
Exports
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shipments to Southeast Asia, particularly of Indonesia’s
low cost green car. Electrical equipment exports grew on
stronger demand from Southeast Asia, Japan, and the
United States.

In addition to exports, investment was also a key factor
in the economic recovery in 2017. Gross fixed capital
formation rose to 6.15% in 2017 from 4.47% in 2016
(Table 2.1), due to investment in both the construction
and non-building sectors. The investment-to-GDP ratio
began fo rise again in 2017, reversing the decline
seen since approximately 2013 after the commodity
boom ended. Investment was buoyed by infrastructure
project development that, in turn, stimulated building
investment. On the other hand, export growth, primarily
in commodity-based sectors, and improving corporate
confidence contributed to stronger investment, including
non-building investment.

New investment growth outpaced existing business
expansion, surging by 20.1% due to new connectivity
and electrification infrastructure projects, and to
investment in services, particularly technology-based
businesses (Chart 2.3). The rapid growth of technology
and the digital economy was a boon to online businesses
and to the providers of supporting infrastructure services.
Increased investment in technology-based businesses
was also reflected in mergers and acquisitions data for
2017. Acquisitions rose 5.4% in the first three quarters
of 2017, with most attributed to foreign investors.
However, investment in expansion of existing businesses
shrank in 2017, influenced by a rate of capacity
utilization consistently below the threshold 80%, although
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Chart 2.3.
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several manufacturers did make limited investments in
maintenance and replacement of equipment.

Building investment accounted for more than 70% of total
investment and grew 6.2% in 2017, up from 5.2% a year
earlier, due fo infrastructure development. The Government
accelerated infrastructure projects in 2017, including
power station projects in Sumatra, Kalimantan, and West
Nusa Tenggara, and numerous sections of toll road. The
private sector also increased its funding of infrastructure
projects, but state-owned enterprises dominated. Private
property developments, particularly residential property,
also bolstered building investment data. Robust building
investment fed through to strong cement consumption, up

6.2% in 2017 from 2.3% in 2016.

Non-building investment accelerated on rising exports,
primarily commodity-based, and faster energy
infrastructure development. Non-building investment
grew 5.9% in 2017, increasing markedly from 2.4% in
the previous year. Firms operating in the plantation and
mining secfors began investing again at the beginning
of 2017, with most investment made on maintenance of
transport equipment to support plantation and mining
operations. This also stimulated investment in vehicles as
a component of non-building investment (Chart 2.4). Non-
building investment accelerated in the second half of the
year, primarily in machinery and equipment, as ongoing
electrification projects under Indonesia’s 35,000MW
program entered the completion phase. Investment in
supporting infrastructure for the digital economy also
boosted non-building investment performance in 2017.
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Conversely, non-building investment in the manufacturing
industry lagged behind that in the primary sector

due to moderate capacity utilization. In addition,
corporations also took 2017 as an opportunity for
internal consolidation, intending to improve their financial
situation and increase their financing capacity. Investment
in the manufacturing sector was generally directed at
maintenance and the purchase of spare parts, although
several industries did invest in new machinery as part of
an efficiency-boosting automation process.

The corporate sector showed stronger financial conditions
after internal consolidation stimulated investment, mainly
in the latter half of the year. In addition to increasing
revenues, the various corporate sector measures taken to
enhance efficiency began to pay off, as reflected by an
increase in free cash flow (FCF) that could be diverted to
investment financing.? In 2017, the most significant FCF
gains were made in the primary sector, which achieved a
twofold increase on the previous year despite, nominally,
remaining below the FCF of the secondary and tertiary
sectors (Chart 2.5). Strong FCF performance in the
primary sector subsequently supported a notable spike in
capital spending. In the secondary and tertiary sectors,
capital spending also increased and returned to positive
territory after contracting in 2016.

Corporate investment also increased as ongoing
macroeconomic stability boosted confidence and a
favorable business climate prevailed. Policy consistency

2 Free cash flow (FCF) is a measure of corporate operating cash flow minus capital
expenditure. FCF can be used for business expansion, dividend payments and to reduce

debt, among others.

Free Cash Flow of Multi-Sectoral Issuers

Chart 2.5.
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on the safeguarding of macroeconomic stability prompted
a credit rating upgrade by Standard & Poor’s; it lifted
Indonesia to investment grade in May 2017. Moody'’s
and Fitch already rated Indonesia at investment grade.
The more favorable climate in Indonesia is reflected in its
higher ranking in both the Global Competitiveness Index
published by the World Economic Forum (WEF) and the
World Bank’s Ease of Doing Business Survey.® These
achievements were inextricably linked to government
structural reforms, including deregulation in the form of the
I-XVI Economic Policy Package. The positive developments
also helped to sustain investment financing through an
influx of non-resident capital flows.

Government stimuli underpinned the economic recovery in
2017, with increased government spending in the second
half of the year following the release of the 2017 Revised
State Budget for 2017. In addition to investing in various
infrastructure projects, the Government also stimulated
the economy with procurement spending. Government
consumption rose by 2.14% in 2017, versus a fall of
0.14% in 2016. In addition to its procurement of goods
and services, personnel spending in the form of 14"
month salaries — an initiative that began in 2016 - also
stimulated the economy. Fiscal stimuli were also provided
in the form of increased social assistance disbursements
and expanding the Family Hope Program — conditional
cash handouts for the poorest households — primarily in

the second half of 2017.

3 Indonesia’s ranking in the World Bank’s Ease of Doing Business Survey rose to 72 from
91. In the Global Competitive Index published by the World Economic Forum (WEF),

Indonesia’s ranking rose to 36 from 41.
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Chart 2.6.  Real Wages of Agriculture and
Construction Workers
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The speed of the domestic economic recovery was
slowed in 2017 by subdued household consumption,
which accounts for 54% of GDP. Growth in household

consumption fell to 4.95% in 2017 from 5.01% in 2016.

Nevertheless, household consumption has improved
compared to 2015, when it hit its lowest point following
the end of the commodity boom in 2013. Other nations
that are net exporters of natural resources have also
experienced sluggish household consumption following
the end of the commodity boom. The trickle-down effect
of commodity export proceeds to the economy has been
curtailed, however, by an economic structure that lacks
diversification.*

Several factors undermined household consumption

in 2017. One factor was the government decision to
raise electricity rates in 2017, which eroded household
consumption in other areas. The policy was part of
government reforms to improve the quality of its own
spending by retargeting the subsidy and ensuring it
went only to poorer households, while maintaining the
fiscal outlook. In the near term, however, the policy

hit household consumption, especially among low-
income households.

Tepid household consumption was also the result of lower,
stagnant and unpredictable income (Box 2.1). Real farm
wages contracted during the first half of 2017 before
rebounding in the second half, while the real wages of
construction workers also contracted as mechanization

4 The lagged impact of rising exports on the domestic economy is typically longer during

a recovery phase than an expansionary phase, due to corporate consolidation initiated

at the beginning of a recovery.
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Chart 2.7.  Consumer Confidence Index
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increased (Chart 2.6). Wages in various other informal
sectors stagnated, while employment with fluctuating
wages grew, exposing the fragilities on which household
consumption is based. Ultimately, these factors eroded
purchasing power among low-income earners and
hampered household consumption gains.

Among the middle and upper classes, however,
deteriorating confidence was the cause of a cut in
consumption in these households. In general, consumers
had been more upbeat on the economic outlook at the
beginning of 2017 than they were later in the year
(Chart 2.7). Households spending more than IDR5 million
per month began to lose confidence in the second half of
the year and postponed consumption in favor of saving.
Household savings data shows increased savings,
particularly among households with deposits exceeding
IDR2 billion.®

This suboptimal household consumption was also due to a
shift in consumer behavior and preferences, signaled by
more rational and selective or value-for-money consumption
choices, combined with a move towards leisure and
lifestyle activities. The shift in consumption patterns began
at the beginning of 2015, triggered by greater access to
technology and increased purchasing power (Chart 2.8).¢

5 In the first half of 2017, total household savings increased 10.8%, while the savings
of households with deposits exceeding IDR2 billion expanded by 14.1% on the same
period of 2016.

6 Leisure consumption slumped in the wake of the commodity boom and only began to
recover after the economy successfully navigated a trough in 2015. Leisure consumption
has increased significantly since then due to greater connectivity coupled with tourism

sector development.



Chart 2.8.  Leisure vs Non-Leisure Consumption’
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In addition, Indonesia’s demographics shifted towards a
dominant productive-age generation, who typically spend

more on leisure and lifestyle, combined with the emergence

of a middle class in the digital economy era.

The shift in consumption patterns among the middle and
upper classes was reflected in the types of goods and
services consumed. Since early 2015, the purchasing
of clothing and non-restaurant food and beverages has
slowed, but in real terms continued to grow at 2.9%
and 5.2% respectively in 2017 (Chart 2.9). In contrast,
spending on lifestyle and leisure rose in 2017, while

Chart 2.9.  Types of Household Consumption
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7 Leisure consumption includes transportation and communication, as well as hotels and
restaurants. Non-leisure consumption includes non-restaurant food and beverages,

education and health, housing, household equipment, and other consumption.

Chart 2.10.  Real Imports by Type
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spending on restaurants and hotels rose 5.6% and on
transport and communications by 5.2%.

Against a backdrop of muted household consumption,
consumption by non-profit institutions serving households
(NPISH) accelerated. Consumption by NPISH accounts for
2% of total private consumption and grew 6.91% in 2017,
bolstered in the first half of the year by local elections
across 101 regions.

Export growth and an increase in domestic demand

for investment purposes and domestic consumption
ultimately prompted a rise in imports. Imports rose 8.06%
in 2017 compared with a 2.45% contraction in 2016.
Congruent with higher exports, imports of raw materials
to supply the production process climbed significantly,

Chart 2.11.
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with corresponding real imports growing 5.5% in 2017,
reversing the 5.1% contraction seen in 2016 (Chart 2.10).
Imports of capital goods also increased — growing 4.0%
in 2017 versus a decline of 10.8% in the previous year

— to meet rising investment, primarily in machinery and
equipment and vehicles, as seen in import data for spare
parts and transport equipment (Chart 2.11). Imports of
consumer goods also picked up, mainly in the second half
of the year.

2.2. GDP BY ECONOMIC SECTOR

Indonesia’s main economic drivers in 2017 were the
agricultural, forestry, and fisheries sector, plus certain
mining and quarrying subsectors. Coal was a key driver,
and exports rose. The government decision to speed

up infrastructure projects strengthened the construction
sector, while a shift in household spending boosted the
accommodation, food and beverages, transportation and
warehousing, as well as information and communications

Table 2.2. GDP by Industrial Origin

Component of GDP y ) K] 2014 2015
Agriculture, Forestry, and Fishery 4.20 4.24 3.75
Mining and Quarrying 2.53 0.43 -3.42
Manufacturing 4.37 4.64 4.33
Electricity 5.23 5.90 0.90
Mongomey o Reedoton chiies 332 526 707
Construction 6.11 6.97 6.36
g\;l:ﬂizob;gcricsilr:il Trade, Repair of 481 518 254
éj;:lny'nodotion, Food, and Beverage 6.97 736 671
Transportation and Storage 6.80 5.77 431
Information and Communication 10.39 10.12 9.70
Financial Services 8.76 4.68 8.58
Real Estate 6.54 5.00 4.11
Business Services 7.91 9.81 7.69
Comrmedmen D, 50 23 4o
Education Services 7.44 5.47 7.33
Health Services and Other Activites 7.96 7.96 6.69
Other Services 6.40 8.93 8.08
Taxes Less Subsidies on Products 21.80 5.08 32.55
Gross Domestic Product 5.56 5.01 4.88

Source: BPS-Statistics Indonesia
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sectors. In contrast, financial services, corporate
services, and other services experienced slower growth
(Table 2.2).

Strong production from plantations and fisheries lifted the
agriculture, forestry, and fisheries sector and accounted
for half the sector’s growth. The plantation subsector
grew 4.46% in 2017, up from 3.47% in the previous
year, while the fisheries sector expanded by 5.95% from
5.15%. This increase in both plantation and fisheries
production is attributed to favorable weather conditions
in 2017, after severe disruptions in 2016 caused by La
Nifia, and a larger fishing fleet. Furthermore, incidences
of land clearance fires were minimized in 2017 by more
stringent supervision. Land expansion for plantations

was also restricted by an extension to the moratorium on
new licenses for palm oil on virgin forest and peatland.
Rising exports and prices for plantation commodities,
particularly CPO, buoyed producers of fresh fruit bunches

of oil palm.
Percent, yoy
2017
2016
| ] \' Total

3.36 7.15 3.23 277 2.24 3.81
0.95 -1.22 2.12 1.84 0.08 0.69
4.26 4.28 3.50 4.85 4.46 4.27
5.39 1.60 -2.53 4.88 227 1.54
3.60 4.39 3.67 4.82 5.53 4.61
5.22 5.96 6.94 6.98 7.23 6.79
4.03 4.61 3.47 5.20 4.47 4.44
7.45 8.06 8.80 8.88 8.21 8.49
5.17 5.27 573 5.69 5.49 558
8.88 10.48 11.06 8.82 8.99 9.81
8.90 5.99 5.94 6.16 3.85 5.48
4.69 3.66 3.73 3.60 3.73 3.68
7.36 6.83 8.24 9.37 9.25 8.44
3.19 0.23 -0.03 0.69 6.95 2.06
3.80 4.05 0.88 3.62 5.89 3.66
5.15 7.06 6.32 7.51 6.31 6.79
8.02 7.90 8.51 9.31 8.87 8.66
19.20 9.42 24.42 7.06 14.03 13.38
5.03 5.01 5.01 5.06 5.19 5.07



Chart 2.12.  Contribution to GDP Growth from the
Mining Sector
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The mining and quarrying sector performed well due

to rising commodity prices and stronger demand from
Indonesia’s trade partners. The coal and metal ore
subsectors were the backbone of this sector (Chart 2.12).
Coal improved on higher commodity prices and stronger
power station demand from China, the major destination
for coal exports from Indonesia, and ASEAN countries
(Chart 2.13). Meanwhile, nickel and copper ore exports
to Japan and China drove metal ore exports from
Indonesia, with the export quota also being relaxed.
Further sector gains were stifled, however, by the ongoing
contraction in the oil and gas subsector. Qil liftings fell
3.1%, despite the commencement of refined product
output at the Cepu block in early 2016.

Overall Indonesia’s manufacturing industry performance
improved in 2017, but the gains were sluggish and
uneven. Stable growth of 4.27% was achieved, due to
exportoriented industries, but domestic-oriented gains
were uneven due to weak domestic demand. Of the 11
domestic-oriented manufacturing subsectors, only food and
beverages have posted two years of positive growth.®

The subsectors that contributed most to manufacturing
growth were the export-oriented subsectors, particularly
rubber, textiles and clothing, base metals, electrical
machinery and equipment, as evidenced by data on
growth of non-oil and gas exports and the manufacturing
industry production index (Chart 2.14). The textile industry
recorded the most significant gains due to rising demand

8  The classification of export- or domestic-oriented is based on the Input-Output Table for
2010.

Chart 2.13.  Coal Exports by Country of Destination
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from advanced economies, as well as more favorable
domestic labor policies. Elsewhere, the base metals sector
was supported by robust exports and the acceleration of
domestic infrastructure projects.

The food and beverages industry contributed most

to manufacturing industry performance, followed by
chemicals industry, transportation equipment, metal
products, and electrical appliances, including electronics

and computers. In contrast, the contributions of several
subsectors declined (Chart 2.15).

Construction sector performance increased significantly as
domestic infrastructure development projects were ramped
up, with growth at 6.79% in 2017, up from 5.22% in
2016. Most infrastructure projects were privately run,

Chart 2.14.

Industrial Production and Non-oil and
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Contribution to GDP Growth from the
Manufacturing Industry Sector

Chart 2.15.
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including by state-owned enterprises, in the transport
and electricity subsectors (Chart 2.16). By the end of the
third quarter of 2017, eight power station projects with
a capacity of around 500MW had been completed in
Bangka Belitung, Lampung, Riau, West Sumatra, North
Sumatra, West Kalimantan and West Nusa Tenggara. Toll
road construction was also accelerated across Indonesia,
with 380km completed in 2017, double the length

built in 2016. Conversely, private commercial projects
were generally more muted, with residential property
development the only private construction sector to post
growth in 2017.

Stronger exports also liffed the performance of the
wholesale and retail trade sector, the second largest
economic sector after the manufacturing industry, and

Chart 2.16.  Construction Development Projects
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in particular boosted the intermediation activities of
wholesalers. Growth in wholesale and retail trade sector
rose to 4.44% in 2017 compared with 4.03% in 2016,
with a stronger second half. On the retail side, however,
trade was limited by subdued domestic consumption.
The retail sales index decelerated significantly to 3.1% in
2017 from 11.0% in 2016 (Chart 2.17). Hypermarkets
and department stores experienced strong pressure on
sales, but the decline in sales at minimarkets was less
pronounced. The shift in trade from offline to online
remains an ongoing challenge for retailers.

Accommodation, food and beverages, information

and communications, as well as transport and trade all
benefited from a shift in consumer preferences towards
leisure and lifestyle activities. Indonesia’s expanding
tourism industry liffed the accommodation, food, and
beverages sector, while the rapid growth of the digital
economy buoyed the information and communications
sector fo its highest growth rate in five years, and fed into
transportation, logistics and warehousing. The escalation
of online businesses has also increased demand for
infernet data, advertising services, freight transportation
and ride-hailing.

In contrast, growth in the financial, real estate, and
corporate services sector declined significantly in 2017,
primarily affecting financial intermediaries, specifically
banking services, in line with lower-than-expected growth
in bank credit. The decreasing growth contribution of
financial intermediary services represented the largest
decline of all services sectors in 2017. Meanwhile,

the real estate and corporate services subsectors

Chart 2.17. Retail Sales and Motor Vehicle Sales
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continued to moderate slightly in line with the limited
economic recovery.

2.3. EMPLOYMENT AND WELFARE

The ongoing economic recovery fostered some
improvements on the employment side, as evidenced

by several indicators. Open unemployment stood at
5.5% in August 2017, down slightly from 5.6% in
August 2016 (Chart 2.18). At the same time, the labor
force participation rate also increased, rising to 66.7%
in 2017 from 66.3% in 2016. Stronger employment
dynamics were also reflected in the Job Vacancy Online
indicator, which posted moderate gains in growth of
both job vacancies and job offers posted each month

(Chart 2.19).°

By sector, labor absorption improved most notably in the
non+radeable sector (Chart 2.20), particularly in the trade
subsector, and in accommodation, food, and beverages,
in line with tourism industry development and the surge in
export activity. Medium- and low-skilled workers enjoyed
the most significant gains in terms of labor absorption,
with unemployment falling among those with primary

or secondary education. Unusually, new jobs in the
traditional absorbers of labor — agriculture, forestry, and
fisheries, as well as mining and quarrying - fell.

Chart 2.18. Open Unemployment Rate
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9 The Job Vacancy Online Indicator was developed by Bank Indonesia using big

data analysis.

Chart 2.19.  Online Job Vacancy Indicator
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Against a backdrop of improving employment indicators,
several trends garnered attention in 2017. The creation of
new jobs was unable to keep pace with the fast-growing
workforce and the layoffs made at some companies,
leading to only limited declines in unemployment. Urban
workers were increasingly absorbed into technology-based
employment, in line with the rapid expansion of the digital
economy, but this also requires lower staffing levels than
traditional manufacturing or agriculture. There was also

a general mismatch between the expertise required and
that available, which contributed to an increase in urban
unemployment in 2017.

The economic recovery also lifted welfare. The poverty
rate edged down to 10.1% in 2017, from 10.7% in
2016 (Chart 2.21). This can be attributed to low and

Chart 2.20. Employment Sectors and Types
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Chart 2.21.

Developments in Poverty Rates
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stable inflation, especially food inflation, which has
reduced poverty line inflation sharply over the past few
years. The number of urban poor remains well below

that of rural poor, but several challenges specific to the
urban poor persist. Notably, census data from 2015
points to accelerating urbanization — driven by limited job
availability and stagnant income growth in rural areas —
but urban job creation is growing at a slow pace.

Reduced economic inequality is indicative of improving
welfare conditions. The Gini ratio stood at 0.391 in
September 2017, down slightly from 0.394 in September
2016 (Chart 2.22). Nevertheless, the apparent
improvement was due to reduced spending by the
uppermost 20% percentile. By location, the lower Gini

Chart 2.22. Gini Ratio and Income Distribution
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ratio stemmed from urban areas, contrasting the moderate
increase recorded in rural areas.

2.4. REGIONAL ECONOMIC DYNAMICS

Regional economics in Indonesia were affected by
international commodity prices and the Government's role
in infrastructure development. Robust economic growth
was recorded in regions with economies reliant on natural
resources (Figure 2.1). Economic growth in Kalimantan, for
example, accelerated significantly on the previous year,
driven by the plantation sector, particularly CPO exports,
and rising coal exports. Economic growth in Sumatra

also speeded up due to infrastructure development and
stronger CPO exports. Java’s economic growth was stable,
again due fo infrastructure investment. Java's infrastructure
development has been relatively intensive, with funding
from the central Government, regional administrations

and private sector, which in turn boosted construction
sector performance. Bucking the trend, however, economic
growth in Bali and Nusa Tenggara (Balinusra), Sulawesi,
as well as Maluku and Papua (Mapua) moderated.
Economic moderation in those regions was affected by
lower production in the oil and gas mining subsector, other
mining and quarrying subsectors, as well as agriculture.!®

The impact of rising plantation and mining commodity
prices on regional economies was reflected in economic
performance outside of Java. A surge in plantation
exports, especially CPO, underpinned the economies of
Sumatra, Kalimantan and Sulawesi (Chart 2.23)."" CPO
production in all net producing areas increased in line with
favorable weather, which pushed up aggregate production
by 18% in 2017. Such developments were reflected in
particular in the economies of Sumatra and Kalimantan in
the second half of 2017. Furthermore, economic dynamics
in Sumatra and Kalimantan were also influenced by

rising coal exports, which accounted for a large share of
total exports. The economic impact of rising coal prices
was, however, quite different in each region due fo the
different calorific values of coal produced by each. With
similar levels of coal reserves, demand was stronger for
coal with a high calorific value, which is produced in

10 The other mining and quarrying subsector consists of non-oil and gas mining, excluding

coal and metal ore.

11 The largest producing provinces of crude palm oil (CPO) in Sumatra are North Sumatra,
Riau, Jambi, and South Sumatra. Nearly all provinces in Kalimantan, excluding South
Kalimantan, have significant areas dedicated to CPO production. The area designated

for CPO production in Sulawesi is smaller.



Figure 2.1.  Regional Economic Growth in 2017
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Central Kalimantan and East Kalimantan.'? Consequently,
demand-side dynamics provided a windfall for these two
regions, with Central Kalimantan posting the fastest growth
in Kalimantan at 6.74%. Rising commodity prices also
contributed to economic growth in East Kalimantan, where
positive growth returned following a two-year contraction.

Rising commodity prices also benefitted other areas
reliant on mining, including Sulawesi, Balinusra and
Mapua. Increasing mineral exports were observed from
all three regions in the second half of the 2017, after a
policy to relax export restrictions was implemented at the

Chart 2.23.  Export Growth by Region
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beginning of 2017 (Chart 2.24). Those restrictions have
been relaxed for the next five years for license holders in
the mining industry that have begun to develop smelters.
This has prompted investment in nickel smelters in Central
Sulawesi and North Maluku. Conversely, mining exports
from Papua and Balinusra began to moderate in the
latter half of the year after disruptions slowed copper
ore production in Papua and West Nusa Tenggara.
Labor issues and adjustments to licensing regulations
stifled further production and export gains. In West
Nusa Tenggara, however, improvements to copper ore
production were limited by an ongoing consolidation
process following several corporate mergers within

the sector.

Chart 2.24.  Growth in Value of Major Commodity
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Economic growth in Riau and East Kalimantan was tepid,
despite increasing coal and CPO exports. Riau’s 2.71%
growth was the lowest in Sumatra, and growth of 3.13%
in East Kalimantan was the lowest in all of Kalimantan,
as a decline in oil liftings from aging wells countered the
rising global oil price.

Economic growth on the island of Java remained solid.
All provinces of Java achieved growth above the national
average, with Jakarta at 6.22%, well above the 5.88%
recorded in 2016. In addition, three of the six provinces
on Java island recorded stronger growth in 2017
compared with 2016, with Banten and Jakarta registering
the most significant gains. Java’s solid economic
performance accounted for 58.6% of Indonesia’s

total economy.

One important determinant of regional economic
performance in 2017 was local infrastructure
development. In addition to the benefits felt on Java,
infrastructure projects were also the engine of economic
growth in several other regions. The acceleration of
several infrastructure projects, including national strategic
projects (PSN) to expand connectivity, energy availability
and basic infrastructure, such as clean water and

waste management, stimulated building investment on
Sumatra and Java and in Eastern Indonesia (Chart 2.25).
Furthermore, work on a number of large-scale projects
began in 2017, including the Trans-Sumatra toll road,
supporting infrastructure for the 2018 Asian Games in
South Sumatra and power stations in North and West
Sumatra. The ongoing development of the light rail train
and sports facilities to support the Asian Games in 2018

BJ Chart 2.25. Building Investment by Region
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translated into 5.51% regional GDP growth in South
Sumatra, the highest of all provinces on Sumatra island.
In Java, the strategic projects included Kertajati Airport in
West Java, the mass rapid transport in Jakarta, the light
rail train in Jabodetabek, as well as power stations and
toll roads in West Java, Banten, and Central Java. These
lifted Java’s investment growth to 6.53%, the highest level
recorded in five years (Chart 2.26). In Eastern Indonesia,
the large-scale development projects focused on the
Trans-Sulawesi and Trans-Papua toll roads, as well as
supporting infrastructure for sea channels.

Rising commodity prices and the acceleration of
government infrastructure projects triggered non-building
investment in several regions. The impact of rising
commodity prices on non-building investment was most
notable in Sulawesi and Mapua. Sulawesi reported
non-building investment growth of 6.70% and Mapua
at 6.18%. The gains were driven by the replacements
within the transport fleet, as well as investment in mining
equipment. Furthermore, non-building investment in
industries based on natural resources was also lifted by
the development of smelters in Eastern Indonesia and
the CPO industry on Sumatra island. Most non-building
investment in the manufacturing industry on Java was
maintenance spending and the replacement of spare
parts. Investment also originated from Japan and China
for new facilities in the transport equipment industry,
and infrastructure projects also stimulated non-building
investment on Java and all other regions. This included
purchases of construction equipment, machinery and
electrical equipment. Indeed, reflecting these purchases,
the 500MW electrification project was completed in

Chart 2.26.
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Chart 2.27. Contribution of Government
Consumption by Region
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2017, with plants located in Bangka Belitung, Lampung,
Riau, West Sumatra, North Sumatra, West Kalimantan,
and West Nusa Tenggara.

Policies introduced in 2015 and 2016 to enhance
expenditure quality and accelerate regional transfers

— transfers of money from central to local or provincial
governments — and disbursements under the Village

Fund - central government money for welfare and village
development — were intended to foster regional economic
growth. In addition to capital spending for investment
purposes, government consumption was another form

of regional fiscal stimuli. In 2017, the Government
managed to increase its own consumption in all regions,
except Kalimantan (Chart 2.27). Central Government
measures to improve the disbursement system for regional
transfers and village funds through State Treasury Services
Offices (KPPN) helped to accelerate regional government
spending. The significantly larger allocation of village
funds in 2017, increasing from IDR47 trillion in 2016 to
IDR&O trillion, also nurtured regional economic activities.
Regional transfers and village fund realization reached
IDR742 trillion in 2017, up 4.5% on 2016. Furthermore,
the absorption of government spending increased to 91%

in 2017 from 85.5% in 2016."3

Household consumption across Indonesia’s regions was
also inextricably linked to the production of commodities.
Solid increases in household consumption were recorded
in the producing areas of Kalimantan and Sulawesi as
CPO, coal, and other mining commodity prices soared

13 Ministry of Finance data, as of 15 January 2018.

Chart 2.28. Household Consumption by Region
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(Chart 2.28). Growth in household consumption was

not, however, balanced across all regions rich in natural
resources, because job creation was limited. For example,
corporations continued fo utilize rising export proceeds to
maintain equipment. Furthermore, total workers employed
in the primary sector declined as the expansion of
agricultural land slowed, which impeded job creation.
Household consumption growth was also somewhat muted
on Java, Indonesia’s dominant region, due to a smaller
increase in the minimum provincial wage (UMP) than had
been seen in previous years, following changes to the
way it is calculated. The impact of the annual increase

in the UMP was also limited on Sumatra, a region
dominated by industry. The UMP was raised by 8.25% in
2017, down from more than 10% in 2016.' In addition,
a decline in remittances from Eastern Indonesia also
impacted incomes and consumption in several regions,
particularly Java.

Stronger domestic demand combined with a growing
need to boost exports fed into import dynamics in
various regions. Robust import growth was observed
in the regions of Sumatra, Java, Sulawesi, and Mapua
(Chart 2.29). A need for transportation equipment to

14 The Minimum Provincial Wage (UMP) was raised by a national average of more than
9.3% in 2017. The Ministry of Manpower stipulated that the minimum increase to UMP
in 2017 was 8.25% (inflation in September at 3.07% + GDP in Q2/2016 at 5.18%).
Nevertheless, six provinces, namely Riau, Bengkulu, Jakarta, Central Java, Yogyakarta,
and East Java, raised the minimum wage by less than 8.25%. In 2016, however, all
six of those provinces maintained a percentage of UMP to the basic cost of living of
more than 100%. Meanwhile, eight provinces, namely West Nusa Tenggara, East Nusa
Tenggara, Central Kalimantan, Maluku, North Maluku, Gorontalo, West Sulawesi,
and West Papua, raised the minimum wage by more than 8.25%, but maintained a
percentage of UMP to the basic cost of living of less than 100% in 2016.

2017 ECONOMIC REPORT ON INDONESIA ¢ CHAPTER 2 | 31



Chart 2.29.  Import Growth by Region
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support plantation and mining operations outside Java
prompted imports of capital goods. Furthermore, several
natural resources companies in Sumatra and Sulawesi
enhanced their CPO processing capacity and increased
their fishing catch. Also in Sulawesi, some manufacturing
imports rose, particularly wheat for processing into flour.
Imports also increased into Mapua; this primarily affected
iron and steel for infrastructure projects. Meanwhile,

the construction of electricity projects in Sumatra,
Kalimantan, and West Nusa Tenggara triggered imports
of machinery and equipment. On Java, imports of

capital goods picked up, particularly in the second half,
relating to investments in transport and textiles, as well as
downstream industries.

The effect of rising international commodity prices and
government infrastructure projects was also reflected

in the performance and dynamics of economic sectors
across the different regions. Dynamics in 2017 revealed
the tradeable sector to be the backbone of economies
outside Java, particularly Sumatra and Kalimantan.
Accordingly, the share of the tradeable sector in Sumatra
and Kalimantan accounted for more than half of total
regional GDP, reaching 1% of the total in Kalimantan.
Consequently, the impact of improvements in the primary
sector — in agriculture, forestry and fisheries sector, as
well as in mining and quarrying — were a considerable
boon for the economies of both regions.

The agricultural, forestry, and fisheries sectors in Sumatra
and Kalimantan grew respectively by 3.93% and 5.30%
(Chart 2.30). CPO production was the key driver in

both regions, however, with output increasing in a range
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Chart 2.30.  Growth of Agriculture, Forestry, and
Fishing Sectors
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of 5% to 8% range. In terms of food crop production,
gains were distributed evenly across all regions. Rice
production in Sulawesi, Mapua, and Balinusra grew 6%,
surpassing growth in the rest of Indonesia, with growth of
rice production on Java remaining at 3%, due to limited
expansion of the ricefarming area.

Manufacturing, as the dominant industry on Java,
increased significantly, with growth accelerating from
4.28% in 2016 to 5.36% in 2017 (Chart 2.31) lifted

by growth in demand — primarily export demand —

for textiles, clothing, basic chemicals and medicines.
Meanwhile, the transportation equipment industry also
underpinned manufacturing on Java, although posted
only moderate growth. The manufacturing industry of
Mapua also posted gains, with nickel processing in North

Chart 2.31.  Growth of Manufacturing Industry
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Maluku the main driver of growth after the relaxation of
restrictions on low-grade concentrate exports. In contrast,
nickel processing in Southeast Sulawesi and Central
Sulawesi fell compared with 2016, and this was the main
drag on manufacturing industry performance in Sulawesi.
The mining processing industry in West Nusa Tenggara
slowed in line with ongoing corporate consolidation.
Meanwhile, manufacturing, the dominant sector in
Sumatra and Kalimantan, also moderated due to subdued
oil and gas production.

Infrastructure project development sustained the
construction sector in various regions, especially Java,
Kalimantan, and Sulawesi (Chart 2.32). With a greater
concentration of infrastructure projects, construction

sector growth on Java accelerated to 6.51% in 2017
from 4.12% in 2016. The infrastructure projects on Java
were not only related to interregional connectivity on

land (Trans-Java Toll Road), but airports were also built
(Kertajati in West Java and Kulonprogo in Yogyakarta),
as well as seaports (New Tanjung Priok in Jakarta). Java's
construction sector also benefited from the development of
urban public transport networks. Similarly, the construction
sectors in Kalimantan and Sulawesi benefitted from
large-scale toll road and sea channel projects and the
expansion of several industrial zones.

Conversely, however, growth in the construction sector
in Sumatra, Balinusra, and Mapua slowed to 6%,
following the completion of several large infrastructure

projects. Furthermore, natural resources prices corrected,
ing i in inv i ua. i,
dampening interest in investment in Mapua. In Bali, the

Chart 2.32. Growth of Construction Sector
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volcanic eruption of Mount Agung impeded progress on
several private construction projects.

The impact of an improving tradeable sector performance
on the non-tradeable sector varied from region to region.
Trade activity on Sumatra, Java and Kalimantan picked
up as exports surged, but in contrast restrained domestic
trade activity in Sulawesi and Eastern Indonesia was

a drag on the corresponding trade sector. However,
tourism sparked trade activity in some areas, and solid
growth was maintained in the accommodation, food

and beverages sector. Consequently, regions with strong
tourism hubs, such as Java, Sulawesi, Mapua, and
Balinusra, achieved faster economic growth in 2017
compared to 2016. In fact, the tourism sector in Balinusra
performed impressively, notwithstanding the adverse
economic impact of Mount Agung’s 2017 eruption.

Robust exports and tourism development in several areas
had a welcome impact on employment. Fast export
growth supported labor absorption, particularly in areas
reliant on natural resources. More labor was absorbed
in Sumatra and Kalimantan, with open unemployment
dropping significantly, particularly in the provinces of
Riau, Riau Islands, and East Kalimantan (Chart 2.33).
Open unemployment in Sumatra fell to 5.04% in 2017
from 5.43% in 2016, and in Kalimantan to 4.86%

from 5.51%. Tourism development and the current shift
in consumption fowards leisure activities created new
jobs in the trade and accommodation, as well as food
and beverages sectors. Balinusra is the main destination
for international tourists, and here open unemployment

Chart 2.33.  Open Unemployment Rate by Region
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Chart 2.34.  Poverty Rate
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also fell, coming in at 2.59% in 2017, the lowest of all
regions.

The manufacturing industry also contributed to a sound
employment market, particularly on Java. Labor-intensive
industries, such as electronics and food and beverages,
added new jobs, and more labor was absorbed by
manufacturing in West Java and Banten. Outside of Java,
more labor was absorbed in 2017 by the development
of industrial zones, including the Morowali Industrial Park
in Central Sulawesi, Bantaeng Industrial Park in South
Sulawesi, Konawe Industrial Park in Southeast Sulawesi,
and Mandalika Special Industrial Zone in West Nusa
Tenggara. As part of the Government's strategic program,
these industrial zones developed outside Java were not
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only complemented with physical infrastructure networks,
but also with vocational education centers to support the
absorption of newly-skilled local labor.

Infrastructure development also created local job
opportunities in areas with large-scale projects, such as
Java. Nevertheless, increasing mechanization, particularly
on urban public transportation projects, limited the number
of job openings for construction workers. Innovative
government policies fo stimulate regional economies
through greater connectivity also played an important

role in nurturing employment. Approval for a new direct
international flight to North Sulawesi catalyzed tourism
development in the province and beyond, which created
new jobs and offset rising local unemployment.

Chart 2.35. Poverty Gap Index
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Chart 2.36.  Gini Ratio
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Conversely, labor absorption in the mineral and oil and
gas mining subsectors declined in 2017, and layoffs made
by mining corporations in Papua had a deleterious effect
on rising open unemployment in the region. Corporate
rationalization was necessary to adjust to new mining
license policies, which stoked uncertainty regarding
investment and production.

Poverty declined in the majority of regions in line with
controlled inflation and more balanced development
(Chart 2.34). Decreasing poverty was linked to a
moderate increase in the poverty line, combined with
relatively mild inflationary pressures on volatile foods.
Government policy to stimulate balanced regional
economic development through infrastructure, connectivity
and social assistance disbursements effectively improved
public welfare. The percentage of poor in Mapua has
declined over the past two years, although the region still
has the highest poverty levels in Indonesia. lts percentage
of poor residents declined to 21.2% in 2017 from 22.0%
in 2016, with distribution of food in Mapua supported

by greater connectivity, particularly through maritime
channels. Furthermore, poverty was also alleviated in
Sumatra and Kalimantan through consistent improvements
to connectivity. On Java, however, poverty has been
alleviated through the expansion of more targeted social
assistance disbursements.

The poverty gap index has improved in several regions
as a result of controlled prices of staple foods. A deep
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decline was observed in the poverty gap index in areas
of Sumatra and Mapua (Chart 2.35)."° In contrast,

the poverty gap index increased in regions of Java,
specifically urban areas such as Jakarta, reflecting the
plight of the urban poor, who spend far less than the
basic cost of living. Urbanization has kept poverty high
in towns and cities, stimulating demand that pushes up
prices and reduces the number of jobs available offering
adequate wages.

Improving public welfare was also evidenced by
moderate declines in economic inequality in some regions
(Chart 2.36). The government commitment to develop a
balanced economy, particularly in Eastern Indonesia, has
effectively lowered the Gini ratio in Mapua. Furthermore,
the Gini ratios in several regions of Eastern Indonesia,
which exceeded 0.40 in 2015, have since been reduced
to levels below the national average. In 2017, the Gini
ratio in Maluku fell to 0.321 and in West Papua to

0.38. Nonetheless, declining inequality was not seen

in all regions. In regions with large urban areas, such

as Jakarta, Yogyakarta, and East Java, the Gini ratio
remains above 0.40 and has increased over the past
three years. Inequality on Java is worse than in the rest
of Indonesia due to significantly disparate incomes and
diverse types of employment. Most areas of Sulawesi
also experienced increasing inequality, even surpassing
conditions in Mapua, which has historically had structural
inequality issues.

15 The poverty gap index (P1) measures the average extent to which poor individuals fall

below the poverty line. A higher index indicates more severe poverty.
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Box 2.1.

Household
Consumption
and Income
Dynamics

he contribution of household consumption to GDP

has declined over recent years in line with slower

consumption growth since the global financial crisis
of 2008 and 2009, despite the v-shaped recovery of
GDP per capita. The phenomenon of moderate household
consumption gains combined with increased GDP per
capita has been attributed to the fact that exports of
natural resources were the main driver of GDP per capita,
and these do not contribute significantly to employment.
Exports of natural resources have accelerated to meet
strong demand, especially from China, which has drawn
more investment to sectors dealing with natural resources
rather than to the manufacturing industry, the traditional
hotbed of job creation.

In 2016, however, GDP per capita rose, and this time it
was accompanied by improving household consumption.
This was made possible due fo strong government
spending, particularly on infrastructure development.
Nonetheless, household consumption slumped again in
2017, while GDP per capita continued to grow (Chart 1).
Household consumption was sluggish in 2017 — despite

Chart 1.  Dynamic of Household Consumption
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the ongoing economic recovery, underpinned by exports
and investment — because of several domestic factors,
including labor market slack, a shift in consumption
following corporate consolidation, a propensity to
postpone consumption, and adjustments fo income
dynamics.

Corporate consolidation was detrimental to the labor
market. As the natural resources commodity boom ended,
mining sector companies laid off staff and this eroded
household income, particularly in mining regions such

as Kalimantan and Sumatra. Furthermore, corporate
consolidation also held back business expansion,
prompted downwards wage adjustments and stifled the
creation of new jobs. Such dynamics affected the growth
of other economic sectors, including manufacturing

and services.

Congruent with corporate consolidation, households were
less inclined to consume and their propensity to save
increased as an anticipatory measure (Chart 2). That
response was most prevalent amongst households with
small savings (IDR1-2 million). On the other hand, the
propensity to save of households with larger savings was
influenced more by sentiment as a socio-political effect,
which compelled them to save rather than consume.

The shift in household consumption was also a result of
adjustments to income dynamics, particularly among
households dependent on informal work with fluctuating
wages. In 2017, such households experienced a decline
in real income (Chart 3).

Chart 2.  Allocation of Household Earning for Saving
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Chart 3. Real Wage Chart 4. Minimum Wage
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Households with an income equivalent to the minimum A strategy and supporting policies are needed to

wage, the UMP, also adjusted their consumption. In overcome the challenges faced in enhancing the quality

2016, the Government reformed the formula used to of formal secondary and tertiary education. Furthermore,

calculate the minimum wage, namely GDP growth plus apprenticeship programs are necessary to prepare the

inflation in the previous year, which limited the increase labor force, along with entrepreneurial training to create

to around 9%, significantly down on previous years in new job opportunities in alternative sectors, including the

which double digits had become the norm (Chart 4). The creative industries, technology, and tourism.

policy change contributed to the recent shift in household

consumption patterns. Nearterm support is required to stimulate household
consumption, particularly among low-income households,

The recent phenomenon of slower household consumption through targeted social assistance disbursements such

growth is also inextricably linked to a large pool of as the Family Hope Program. In addition to giving direct

unabsorbed unskilled workers. There is a mismatch risk support — meaning cash for food and school supplies - the

for unskilled labor, particularly during an economic Family Hope Program has also been shown to improve

recovery, when the economy typically undergoes a children’s health and education, as evidenced by a World

structural transformation. Bank study.!

1 Alatas, V. et al. (2011), Program Keluarga Harapan: Main Findings from the Impact
Evaluation of Indonesia’s Pilot Household Conditional Cash Transfer Program, World
Bank Working Paper No. 72506.
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CHAPTER 3
Indonesia’s Balance of Payments

The global economic recovery, coupled with growing
optimism regarding Indonesia’s domestic economic outlook,
underpinned positive balance of payments (BOP) performance
in 2017, which in turn strengthened external sector resilience
in Indonesia.
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The global economic recovery and growing optimism
concerning the domestic economic outlook strengthened
Indonesia’s balance of payments (BOP) in 2017. The
BOP recorded another surplus in 2017, backed by a
healthy current account and an influx of foreign capital
flows in the form of a significant capital and financial
account surplus (Chart 3.1 and Table 3.1). The current
account deficit fell to 1.7% of GDP in 2017, down from
1.8% of GDP in 2016, as exports increased to meet
global demand and international commodity prices rose.
Nevertheless, the export gains still relied on commodity-
based exports, while manufacturing export growth was
restrained. At the same time, rising imports were subdued
given the slow nature of the domestic economic recovery.
Meanwhile, the capital and financial account recorded a
significant surplus, driven by a sharp increase of non-
resident capital inflows in the form of direct investment
and portfolio investment. Such dynamics confirmed the
favorable perception of non-resident investors concerning
the domestic economy, leading to an increase of
placements in Indonesia.

BOP performance has effectively reinforced external sector
resilience, with several of the relevant indicators improving
on their positions in the previous year. Furthermore, the
BOP surplus nudged up the position of international
reserves to USD130.2 billion in 2017, representing an
alltime high for Indonesia. This position of international
reserves was equivalent to 8.6 months of imports or 8.3
months of imports and servicing of government external
debt, well above the international standard of three
months. The basic balance also registered a surplus in
2017, reversing the deficit recorded in 2016, in line with

Chart 3.1.

Indonesia’s Balance of Payments

USD billion

-40

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017**
B Capital and Financial Account B Current Account (CA)

Indonesia's Balance of Payment
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the controlled current account deficit and the increasing
sources of long-term financing. External debt indicators
were also sound, with the external debt-to-GDP ratio
remaining within a safe threshold at 34.7%, relatively
stable on the 34.3% posted in 2016 and consistent with
other peer countries. The composition of external debt was
also sound, with long-term external debt dominating at
86.1% of the total.

3.1. CURRENT ACCOUNT

In 2017, current account performance improved as the
deficit narrowed, supported by commodity prices that
have been rising since the middle of 2016. Consequently,
the current account deficit stood at USD17.3 billion in
2017, or 1.7% of GDP, the lowest level on record in the

past six years.

The healthy current account deficit was supported by a
larger goods trade surplus, particularly non-oil and gas.
The non-oil and gas trade surplus soared 30.4% in 2017
on increasing export value, as international commodity
prices continued to rise and demand increased from
Indonesia’s major trading partners. However, the robust
export gains were remain depend on commodity-based
exports, although several manufacturing products did
begin to show early signs of improvement.

The surge of non-oil and gas exports spurred a narrower
current account deficit, countering the growth in non-

oil and gas imports, a persistent oil and gas trade
deficit, and deficits in the services and primary income
accounts. Measured increases of non-oil and gas imports
were reported, however these were predominantly raw
materials and capital goods for investment purposes,
needed to feed rising exports and growing domestic
demand. The oil and gas deficit widened, due to the
higher global oil price, rising fuel consumption, and
declining domestic crude oil production. Meanwhile,

the larger deficits recorded in the primary income and
services trade accounts stemmed from high revenue
payments on non-resident investments and freight services
payments on imported goods (Chart 3.2).

Non-Oil and Gas Trade Balance

The non-oil and gas trade balance improved in 2017,
underpinned by the ongoing global economic recovery



Table 3.1. Indonesia’s Balance of Payments

USD million

W [ | [ [ | v [ |

A. Goods, net 14,049 2,598 3,733 3,892 5,095 15,318 5,637 4,839 5,256 3,161 18,892
- Export 149,124 33,042 36,287 34,898 40,243 144,470 40,764 39,170 43,393 45,561 168,887

- Import 135,076  -30,444  -32,554 -31,006 -35,147 -129,152  -35,127 -34,331  -38,137 -42,400 -149,995

1. General Merchandise 13,319 2,302 3,501 3,675 5,266 14,744 5,472 4,579 5,039 2,903 17,993

- Export 147,725 32,703 35,983 34,561 39,857 143,105 40,439 38,814 42,825 44928 167,006

- Import -134,406  -30,401 -32,482 -30,886 -34,592 -128,360 -34,967 -34,235 -37,785 -42,025 -149,013

a. Non-oil and Gas 19,023 3,203 4,938 5,003 6,371 19,516 7,649 6,119 6,320 5,204 25,293

- Export 130,541 29,849 32,753 31,292 36,294 130,188 36,480 35,390 38,959 40,604 151,433

- Import 111,518 26,646 27815 26,289 29923 -110,672  -28,831 29271 32,639 -35,399 -126,140

b. Qil -13,106 -2,030 2,463 2,621 2,566 9,680 -3,486 2,902 2,741 -3,651  -12,780

- Export 7,833 1,221 1,816 1,631 1,600 6,267 1,962 1,548 1,841 2,138 7,489

- Import 20,938 -3,250 -4,279 -4,252 -4,166  -15,947 -5,448 -4,450 -4,582 -5,789 20,269

c.Gas 7,402 1,129 1,026 1,293 1,460 4,908 1,309 1,361 1,460 1,350 5,480

- Export 9,351 1,633 1,414 1,638 1,963 6,649 1,997 1,875 2,024 2,187 8,084

- Import -1,949 -505 -388 -345 -503 -1,741 -689 -514 -564 -837 -2,604

2. Other Goods 730 295 231 217 -170 574 165 260 216 258 899

- Export 1,400 339 304 337 386 1,365 324 356 568 633 1,881

- Import -670 -44 72 -120 -556 792 -159 96 -352 -375 982

B. Services, net -8,697 -1,172 2,450 -1,724 -1,739 7,084 -1,230 2,246 -2,091 2,296 7,864
C. Primary Income, net -28,379 7,291 7970 -8,124 -6,263  -29,647 7,723 -8,390 -8,904 7,821 -32,838
D. Secondary Income, net 5,508 1,231 1,116 1,004 1,109 4,460 1,138 1,001 1,182 1,196 4,517
. Copeond ol ccom | 16560 4419|7307 10065\ 7755|2546 | 6553|513 1079) 545 ase
A. Capital Account 17 1 6 6 29 M, 0 5 19 22 46
B. Financial Account 16,843 4,419 7,102 10,059 7,726 29,306 6,933 5,608 10,770 6,523 29,834
- Assets 21,489 -659 -4,768 3,086 18,261 15,920 -4,273 -8,063 -3,965 -1,696  -17,998

- Liabilities 38,332 5077 11,870 6,973 -10,534 13,386 11,206 13,671 14,735 8,219 47,832

1. Direct Investment 10,704 2,827 3,174 6,594 3,541 16,136 2,924 4,553 8,069 4,605 20,151

a. Assets 9,075 -370 -1,372 466 12,870 11,594 -395 -112 933 -486 -1,927

b. Liabilities 19,779 3,197 4,545 6,129 9,329 4,542 3,319 4,665 9,003 5,092 22,078

2. Porffolio Investment 16,183 4,438 8,304 6,563 -309 18,996 6,572 8,133 4,069 1,887 20,662

a. Assets -1,268 -167 402 1,938 46 2,218 983 216 -693 -1,379 -3,270

b. Liabilities 17,451 4,605 7,902 4,625 -355 16,778 7,555 8,349 4,762 3,266 23,932

3. Financial Derivatives 20 22 25 28 66 9 72 25 -12 -69 -128

a. Assets 667 276 171 160 1 609 185 123 89 45 442

b. Liabilities -647 298 -195 -188 64 -618 257 98 -100 -114 -569

4. Other Investment -10,064 2,825 -4,351 -3,070 4,429 -5,817 2,491 7,103 -1,356 99 -10,851

a. Assets -11,812 -398 -3,969 522 5,344 1,499 -3,080 7,858 2,428 124  -13,242

b. Liabilities 1,748 2,426 -382 -3,592 915 7,316 589 755 1,071 25 2,391

Il Total (1 +11) -215 12,394 816 12,588
IV. Net Error and Omissions 72 -305 77 -1,002
V. Overall Balance (lll+1V) -287 12,089 739 11,586
VI. Reserves and Related Items 287 -12,089 739 -974| -11,586

Memorandum:

- Reserve Assets Position 105,931 107,543 109,789 115671 116,362 116,362 121,806 123,094 129,402 130,196 130,196
b';‘bﬁ";e"gfyje'gp°”s Gl 7.4 77 8.0 8.5 8.4 8.4 8.6 8.6 8.6 8.3 8.3
- Sz A i CRT i 20 21 2.4 20 07 18 09 19 17 22 a7

(%)

Source: Bank Indonesia
Note: *Preliminary figures **Very preliminary figures
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Chart 3.2.

Current Account
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and rising international commodity prices. Higher
commodity prices strengthened the terms of trade

and raised the value of non-oil and gas exports from
Indonesia, as demand grew from the country’s major
trading partners. Price and volume were both factors in
the improved non-oil and gas exports (Chart 3.3). The
non-oil and gas trade surplus stood at USD26.2 billion in
2017, up from USD20.1 billion in 2016.

Export growth, mainly in primary commodities, was the
foremost driver of the non-oil and gas trade surplus in
2017. Exports of primary commodities grew 28.1%,
supported by rising prices and volume (Table 3.2). As
the dominant component of non-oil and gas exports,
accounting for 52.0% of the total, the surge in primary
commodity exports was a significant contributor to the

Chart 3.3.  Commodity Prices and Indonesia’s
Non-oil and Gas Exports

Percent, yoy Percent, yoy
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Source: Bank Indonesia and CPB Netherlands
Note: *Preliminary figures **Very preliminary figures
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Chart 3.4.  Growth of Natural Resource
Commodity Based Exports

Percent, yoy

Il 1l v Il 1l v * I* l* v
2015 2016 2017

— Vegetable Oil —— Coadl

Source: Bank Indonesia
Note: *Preliminary figures **Very preliminary figures

non-oil and gas export gains and was driven by two
major commodities, vegetable oil and coal (Chart 3.4).
These two commanded a 27.7% share of total non-oil
and gas exports in 2017.

Dominated by crude palm oil (CPO), the increase of
vegetable oil exports was triggered by stronger CPO
demand, despite rising prices. Growing demand for CPO
was heightened by lower production of soybean, which
is a viable substitute for CPO, due to inclement weather.
Demand mainly originated from the usual major export
destinations for CPO, including India, China, Pakistan
and the Netherlands. Vegetable oil exports to India
went info the manufacturing sector, primarily as cooking
oil, while in China, the Government sought to maintain
domestic inventories of CPO, which it uses in part as a
constituent of biodiesel.

In addition to CPO, coal exports also soared in 2017 as
limited supply and growing demand in several countries
pushed up prices. Consequently, the world coal price
rose sharply by 42.2% in 2017 to USD84 per metric
tonne. The major export destinations for Indonesian coal
are China, India, Japan, and South Korea. Demand in
China, the world'’s largest coal producer, increased due
to a policy to reduce domestic production and to import
more. In addition, demand from other countries, primarily
ASEAN members, also increased.

Non-oil and gas exports were also supported by
increasing shipments of several manufacturing products.
Growth in the value of manufacturing exports accelerated
to 5.5% in 2017 from 2.5% in 2016, a positive
performance of manufacturing exports that accounted



Table 3.2. Non-oil and Gas Exports Based on Goods Classification (Based on SITC)

Share (%) Annual Growth (% yoy)

2016 | 2017**

A primaryProdvet || || | |

Nominal 47.3 52.0 126 -176 159 3.4 272 3.1 418 274 34.6 140 28.1
Real 52.2 549 30 55 -11.2 50 73 -3.0 10.7 80 165 -0.2 79
Price Index - - 152 -128 -53 1.7 18.5 -0.1 28.1 180 155 14.2 18.7
Agriculture Product
Nominal 29.7 31.6 98 -11.4 -13.5 -52 234 19 452 212 330 4.7 241
Real 31.1 39,8 56 -33 -160 -11.9 50 6.1 190 174 33.0 24 16.6
Price Index - - 146 -84 30 76 175 45 220 32 00 22 6.4
Food
Nominal 23.6 24.3 -89 -11.1 -142 3.2 263 -0.6 427 178 28.6 -1 19.7
Real 24.1 27.3 74 41 -192 -146 34 -8.1 18.6 203 343 -07 16.3
Price Index - - 152 73 6.2 133 222 8.1 203 21 -42 -04 2.9
Raw Materials
Nominal 6.1 7.4 126 -12.4 -106 -120 11.5 -6.3 544 333 491 30.8 41.3
Real 7.0 8.0 -03 -08 -40 30 95 0.4 214 96 288 159 18.5
Price Index - - 124 117 69 93 1.9 -6.7 271 21.7 157 129 19.3
Fuel & Mining Product
Nominal 17.6 20.4 170 266 -198 -0.3 34.2 5.1 357 383 373 298 34.9
Real 21.0 20.0 11 92 28 66 117 1.8 -1.8 -42 24 -06 2.3
Price Index - -161 -192 175 6.5 20.2 -6.8 383 44.4 40.6 30.5 38.0
-------------
Nom|n0| 51.3 46.4 4.2 25 61 73 152 96
Real 46.8 43.7 5.5 21 06 57 13 -1.5 3.7 165 54 -04 -4.2
Price Index - -1.5 02 4.7 40 102 111 10.0 10.1
-------------
Nom|n0| 171 133 -02 -63 157 -1.5 16.2 50.3 429 28.3
Real 1.4 1.7 -108 91 -1.8 -199 43 69 28 159 580 371 27.4
Price Index 7.0 1.6 170 109 59 37
_--- ---------
Nominal 100.0 1000 -10.0 97 -57 18.1 -0.3 219 81 250 124 16.5
Real 100.0 100.0 1.4 42 57 56 49 26 37 -47 119 04 2.6
Price Index - - -87 58 00 34 126 24 176 134 11.7 120 13.6

Source: Bank Indonesia
Note: *Preliminary figures **Very preliminary figures

for a 46.4% share of total non-oil and gas exports. The component parts, as well as footwear (Chart 3.5). Based
increase in manufacturing exports is due to rising prices, on export destination, most base metal exports were
while export volumes declined, particularly of textiles destined for Singapore, while consignments of processed
and textile products, electrical equipment, machinery foods and footwear were shipped to the United States.
and mechanical appliances. The prices of manufacturing Exports of vehicles and components were taken mainly
products increased 10.1% in 2017, up from 4.0% in by the Philippines, Thailand, Japan, and Saudi Arabia.
2016. Meanwhile, the value of textile exports, a mainstay of the

Indonesian economy, increased 5.9%, primarily driven
Notwithstanding the general trend, the export volume by price factors, but export volumes continued to contract
of several manufactured goods increased in 2017, in 2017, despite improving to a decline of 5.2% from a
particularly base metals, processed foods, vehicles and decline of 6.9% in 2016.
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Chart 3.5.  Growth in Export Volume of Various

Manufacturing Products
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Most of the increase in non-oil and gas exports was
shipped to Indonesia’s 10 major trading partners. Based
on destination countries, exports to Indonesia’s 10 largest
trading partners accounted for 68.7% of the total value of
non-oil and gas exports from Indonesia in 2017, up from
65.9% in 2016. Exports to China posted the strongest
growth at 41.1%, followed by India, the Philippines, the
Netherlands, South Korea, Malaysia and Thailand (Table
3.3). The composition of export destinations changed
little, with China, the US and Japan commanding a 34.7%
share of total exports versus 33.4% in 2016. China’s

role as a major destination for Indonesian exports has
expanded rapidly over the past decade, and it is now the
largest single market for Indonesian exports with a 14.0%
share. The export share of the United States — the second

Chart 3.6.  Growth of Manufacturing Product
Exports and Raw Materials Imports

Percent, yoy
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largest destination for Indonesian exports — remained
stable, however, at more than 10%. Of note is the
Philippines’ inclusion in the 10 major export destinations
for the third year running, due to growth in exports of
vehicles and components.

Stronger exports of manufacturing products and increasing
domestic demand, particularly for investment purposes,
pushed up non-oil and gas imports. In contrast with the
0.9% contraction recorded in 2016, non-oil and gas
imports grew 13.9% in 2017; this was based on both
rising prices and increasing volumes (Table 3.4). Non-oil
and gas imports were driven by raw materials, which
accounted for 70.0% of total non-oil and gas imports

in 2017. Raw material imports grew 14.3% in 2017,

Table 3.3. Non-oil and Gas Exports Based on Primary Country of Destination

Share (%) Annual Growth (%, yoy)

2015 |

2016 | 2017

2016

2017

Source: Bank Indonesia
Note: *Preliminary figures **Very preliminary figures
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1. China 11.5 14.0 -19.5 9.4 -6.9
2. The United States 11.9 11.2 -3.5 -4.0 4.4
3. Japan 10.0 9.6 -5.0 -6.0 2.2
4. India 7.6 9.1 -11.2 285  -324
5. Singapore 6.6 5.8 -3.3 -3.3 54
6. Malaysia 4.5 4.6 114 129 -154
7. The Philippines 4.0 4.3 0.8 7.6 346
8. South Korea 4.0 4.1 5.5 -12.5 7.5
9. Thailand 8.5 8.9 -8.0 -12.3 0.1
10. The Netherlands 2.4 26 -128 256 -18.6

1.7 61.9 14.4 35.0 48.5 26.6 41.1
-1.8 10.7 2.3 18.1 -4.0 19.9 57 9.3
2.0 15.7 1.2 4.3 3.6 26.8 1.3 1.4
3.4 78  -14.3 60.7 47.7 33.9 25,8 40.3
-4.6 1.6 -0.3 -5.0 -8.1 20.5 8.3 3.4
-4.5 17.2 -4.5 24.0 11.9 32.6 10.0 19.0
30.8 63.8 33.9 46.5 11.8 21.2 29.0 25.7
-4.5 15.0 -3.0 28.6 14.8 19.7 18.3 20.2
-0.7 16.5 0.4 18.3 1.1 29.0 13.1 17.7
7.5 20.3 -5.6 52.0 23.1 26.7 3.2 239



Table 3.4. Non-oil and Gas Imports (Based on SITC)

Share (%)

2017**

Annual Growth
2017

otal n* Total **

el |1 [ [ w | v el || | | v el
-------------

Nominal 10.1 10.2 27.3 13.0 16.7 15.6 1.0 19.7 17.4 19.9 14.4
Real 9.3 9.2 -8.3 25.9 6.9 12.7 1.4 14.0 6.7 8.4 2.8 99 3.6
Price Index - 1.1 -0.4 1.4 10.4 14.2 10.5

o i | || ----------
Nominal 69.7 70.0 -12.3 9.5 2.6 1.8 9.3 25.3 17.7 14.3
Real 72.2 72.5 -6.1 0.0 6.5 6.3 8.1 5.2 2.1 2.8 16.2 7.2 5.6
Price Index - 6.6 9.5 -8.5 6.7 7.8

-------------
Nomlnol 19.1 18.8 -15.6 -18.2 -12.0 7.3 241 19.6 1.6
Real 17.7 17.5 -14.3 -17.8 -11.9 -8.0 -3.2 -10.2 -3.6 -10.7 14.6 14.1 3.8
Price Index -

-------------

Nominal 100.0 100.0 -12.4 -3.3
Real 100.0 100.0 7.7 -1.9 29
Price Index - - 5.1 -6.6 -6.0

Source: Bank Indonesia
Note: *Preliminary figures **Very Preliminary figures

reversing the 0.5% contraction of 2016. Raw materials
were imported for the processed food industry, as well as
for vehicle components and spare parts. The surge of raw
material imports was also in line with the corresponding
improvement in manufacturing exports (Chart 3.6).
Furthermore, imports of consumer goods and capital
goods also moved info positive territory in 2017, with the
value of capital goods imports increasing a significant
11.6% in 2017, compared with a decline of 9.8% in
2016, to meet domestic demand, including for use in
infrastructure development.

Oil and Gas Trade Balance

The oil and gas trade balance declined on the rising
global oil price due to Indonesia’s status as a net importer.
The oil and gas trade deficit stood at USD7.3 billion

in 2017, up from USD4.8 billion in 2016 (Chart 3.7),
with the oil trade deficit the primary contributor. The
higher global oil price pushed up the value of oil imports
to Indonesia, and the growing gas trade surplus was
insufficient to offset this.

A wider oil trade deficit was a key driver of the growing
oil and gas trade deficit. The oil trade deficit swelled to
USD12.8 billion in 2017 from USD9.7 billion in 2016, as

25.0 17.4 13.9
3.4 6.6 2.8 0.5 -3.1 15.1 8.0 5.1

2.8 1.6 -3.5 7.5 8.6 8.5 8.6 8.3

the value of oil imports increased due to stronger domestic
demand and rising global oil prices. Oil imports were
recorded at USD20.3 billion in 2017, up from USD15.9
billion in 2016. Furthermore, fuel consumption increased
4.1% on the previous year, primarily for transport and
industry. In contrast, oil exports were subdued as liftings
of crude oil fell to just 803,000 barrels per day from
829,000 barrels per day in 2016, and as a growing
portion of domestic crude oil was used domestically by
Indonesia’s refineries.

Oil and Gas Trade Balance and
Oil Prices

Chart 3.7.
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However, the larger gas trade surplus curbed the growing
oil and gas trade deficit. The gas trade surplus stood at
USD5.5 billion in 2017, up from USD4.9 billion in 2016;
it was boosted by higher export values of liquefied natural
gas and natural gas, as gas prices mirrored the rise in the
oil price.

Services Account, Primary Income Account, and
Secondary Income Account

The positions of the services account and primary income
account deteriorated in 2017, exacerbating pressures on
the current account. The larger primary income account
deficit had a larger impact on the current account deficit
than other components, due to the high level of revenue
payments on international direct investment. Pressures on
the current account