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Indonesia: Reforms needed for lift-off
Indonesia has seen growth plateau at the 5% range since 2016.  After
targeting 7% since taking office in 2014, President Jokowi looks to
secure a fresh term with the current administration forecasting the
fastest pace of growth in the next two years
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Recent Growth and outlook: On cruise control with elections
ahead
Growth in Indonesia has hovered about the 5% level in recent quarters and given the nation’s solid
fundamentals will likely keep to this range in the near term.  The administration however is now
forecasting economic growth to average 5.3% in 2019 and at 5.3-5.5% in 2020 against a backdrop
of benign inflation.  The elections in April are expected to boost economic growth on the
consumption side but more investment and reforms will be needed to achieve lift-off and break
free from the 5% level.     

Inevitably the growth trajectory will depend largely on the elections, with incumbent Joko Widodo
(Jokowi) vowing to continue his infrastructure and investment push while challenger Prabowo
Subianto (Prabowo) has pledged to ban imports of agricultural products, lower the reliance on
imported oil and reinstate fuel subsidies cut by Jokowi.        
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Indonesia GDP growth (2010 base year) actual and forecast
values

2010 base year

Inflation and outlook: well-behaved and on course to stay
within target
Price pressures have been subdued with the basic food component pushing headline inflation
closer to the lower-end of the 2.5-4.5% inflation target.  Meanwhile, prepared food, beverages,
tobacco and utilities were the main contributors to the latest 2.57% inflation reading for February. 
Meanwhile, core inflation, which strips out some food items as well as government influenced
transport and utilities was also well-behaved, settling at 3.06% for the month of February.    

One factor that has helped inflation settle at the lower-end of the 2.5-4.5% target has been the
ability of Indonesia to import important grains which has ensured adequate supply domestically,
something that Prabowo has vowed to cancel should he take power. 

On the other hand, Prabowo has also campaigned on a promise to reinstate fuel subsidies and
lowering reliance on imported fuel via higher biofuel content, something that would also affect the
inflation dynamic should he wrest the presidency from Jokowi.  For the time being, inflation is
forecast to remain within the lower end of the inflation target with Bank Indonesia (BI) shifting
focus to financial market stability over price stability.   
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Monetary policy and interest rates: BI on hold for now but rate
cut now on table
In 2018, Bank Indonesia (BI) unleashed a flurry of rate hikes at the height of the emerging market
currency rout, citing the need to establish financial market stability as they looked to steady the
Indonesian Rupiah’s fall. Governor Warjiyo hiked a total of 6 times in 2018, beginning in May, to
bring BI’s 7-day reverse repurchase rate to 6.0% by November with the last rate hike catching
some market players by surprise. BI had maintained that raising rates aggressively and acting in a
“pre-emptive” manner was done in order to maintain the stability of the economy and financial
system by keeping financial assets attractive to foreign funds. The ability to keep the IDR stable is
in line with the overall government move to keep the current account from ballooning. 

The widening of the trade and current account deficits had been flagged as a major concern for
foreign investors and one of the main reasons cited for the flight of capital at the height of the EM
rout in 2018. In the coming months, the central bank will remain vigilant to ensure IDR stability,
although the Fed’s recent reversal in outlook coupled with Governor Warjiyo’s comments
indicating that he felt rates may be “close to peak” hint at the possibility for a policy reversal in the
coming months.  Should the IDR remain stable, with an appreciation bias and global market
conditions remaining favourable to emerging markets, we believe Warjiyo will be afforded a
window to dial back 2018’s rate hike salvo to help boost economic growth in an environment of
slowing global growth.        

Country specific highlight: Narrowing the current account
The twin threats of 2018 - a trade war between the United States and China moving in tandem
with a hawkish Federal Reserve - buffeted currencies across emerging markets.  The three
currencies that had been hit the most were those whose economies ran substantial current
account deficits, with the IDR joining the INR and PHP at the back of the line. For the year,
Indonesia recorded a current account deficit of 2.98% of GDP, the widest since 2014 as the deficit
swelled to $31.1bn. With the trade gap ballooning to $8.496bn, Indonesia rolled out several
reforms to help boost exports, with incentives and tax perks doled out to exporters while some
infrastructure projects requiring substantial imports were postponed in order to achieve import
compression. 
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Indonesia is now targeting a current account deficit of 2.5% of GDP which should alleviate some
pressure on the IDR, especially with the turn in risk sentiment in the first quarter of the year. In
2019, market players will continue to monitor whether Indonesia can continue to whittle down the
current account deficit, with early 2019 trade data showing a surplus recorded, but at the expense
of a large contraction in imports.

Indonesia trade balance and current account % to GDP

Source: Bloomberg

Currency movement: IDR depreciates then steadies as foreign
flows return
The IDR was one of the worst performing currencies in 2018 with stark risk-on sentiment forcing
foreign investors to head for the exits, noting the outlook for the Fed and the US-China trade war. 
At the height of the emerging market currency rout, the Rupiah had lost 12.72% from its level at
the start of the year on renewed concerns about Indonesia’s current account position.  Bank
Indonesia was called into action, actively participating in the foreign exchange market, setting up a
domestic non-deliverable forward market and revising rules on export revenue repatriation to limit
outflows. 2019 brings a more favourable environment with the Fed taking a more dovish tack while
US and China appear amenable to some form of agreement, hopefully in the near term. The IDR
has managed to appreciate for the most part in 2019 as portfolio flows have returned as a result of
the improved sentiment.  With the currency stable and growth expected to receive a boost from
the elections, Bank Indonesia has held off on adjusting monetary policy while vowing to help boost
liquidity to offset the ill effects of its recent aggressive tightening cycle.  If risk sentiment continues
to favour emerging markets, we could see the IDR appreciating further as Governor Warjiyo still
views the currency as “undervalued” with the possibility of a policy reversal from the central bank
now gaining some steam.   
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Summary: on cruise control but reforms needed for lift-off
Growth prospects for Indonesia remain favourable, given still robust domestic consumption which
will be aided further by benign inflation dynamics.  Elevated borrowing costs, raised last year to
ensure IDR stability, however may limit capital formation to some extent but government
spending is expected to continue to provide a lift. Reforms and investment may be needed in order
for the economy to break out of the 5% trend, something that incumbent Jokowi has pledged to
do with improvements in infrastructure seen as a priority.  Meanwhile, Indonesia will need to
secure other more stable sources of foreign currency, given the economy’s susceptibility to foreign
outflows and its reliance on low value added exports for foreign currency.  A shift to higher value
added export products would help address two concerns at once by securing a stable source of
foreign flows and at the same time offering an alternative outlet for the young labour force in the
manufacturing sector.  Regardless of the outcome of the election, Indonesia’s growth trajectory
will lean heavily on the next president’s ability to boost investment in order to improve productivity
and increase efficiencies.  Growth of 5% is highly achievable but reforms to push a shift to higher
value added production will be key to not only secure Indonesia’s external position but also provide
another stable source of growth via higher value added manufacturing.   


