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Indonesia: Kick-starting a flagging economy?
Indonesia is by far the largest south-east Asian economy and a member of the G20. Structural
problems are preventing the country from achieving its full economic potential and are dragging
down growth. President Joko Widodo has set an ambitious economic reform agenda, but there are
still enormous obstacles and it is too early to say whether his efforts will have a lasting impact.

Indonesia's economic woes
Indonesia's lacklustre economic performance
With a 2015 GDP of US$862 billion, Indonesia is by far the largest south-east Asian economy, coming in 16th
place globally. However, with per capita GDP of just US$3 346, it lags far behind most of its neighbours.
Moreover, economic growth has been on a downward trajectory
since 2010, hitting its lowest level in six years with 4.8 % in 2015.
This is below the estimated 6 % which Indonesia needs to create
jobs for its fast-growing population, reduce poverty or narrow the
gap with richer neighbours: in 2015, unemployment rose slightly to
6.2 %, as did the numbers of those living below the national poverty
threshold (28.5 million); a further 68 million live just above this
threshold, meaning that over one third of the population are either
poor or at risk of poverty.
Structural problems behind the economic slowdown
Poor economic performance reflects external factors, such as falling commodity prices and the Chinese
economic slowdown. However, Indonesia has been particularly hard hit due to internal structural problems:
Lack of economic diversification. Raw materials such as rubber, metals, hydrocarbons and palm oil account
for 60 % of Indonesia's exports. The country lacks a strong manufacturing base.
Decrepit infrastructure. Roads and port facilities are poor (goods spend five times longer transiting
Indonesian ports than in Singapore), internet speeds are over four times slower than the ASEAN average,
and electricity supplies are sporadic. In 2014, 39 % of Indonesians lacked access to sanitation and 31 % to
drinking water. Poor infrastructure undermines Indonesian competitiveness by pushing up logistics costs,
estimated at a massive 24 % of GDP.
Red tape and an inefficient bureaucracy. In 2015, the country came 109th out of 189 countries in the World
Bank's Ease of Doing Business index; the index shows that it was particularly difficult to start a new business,
enforce contracts or obtain a building permit.
Skills shortage. Despite rapid population growth and 6 % unemployment, Indonesian employers struggle to
recruit skilled workers. This in turn reflects a dysfunctional education system – in 2012 Indonesian pupils
came bottom or near-bottom in PISA tests comparing reading, science and maths skills in 65 countries.
Lack of foreign investment. All of these problems make it hard for Indonesia to attract the investment it
needs to modernise. Relative to its GDP, Indonesia only gets one sixth as much foreign direct investment as
Vietnam, and one third as much as Malaysia. Another deterrent is protectionist legislation, with a 'negative
list' restricting foreign investment in some 300 sectors.

Fixing the economy through reforms and infrastructure projects
Elected in July 2014, President Joko Widodo (popularly known as Jokowi) has made fixing the economy one
of his priorities, with a target of 7 % economic growth. Economic reforms focus on two main areas:
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Economic liberalisation. One of Jokowi's first steps was to get rid of wasteful subsidies which kept petrol
prices artificially low. Since then, his government has identified 154 government regulations and a further
3 000 regional by-laws hampering economic growth. Many of these have been scrapped by no fewer than 12
reform packages adopted between September 2015 and April 2016. Among other things, these reforms
opened up 35 economic sectors to full foreign ownership (such as e-commerce and tourism) and harmonised
customs procedures at ports. Measures such as these should help to attract the foreign investment the
country needs to diversify its economy and upgrade its infrastructure.
Infrastructure development: the government plans to spend US$600 billion on infrastructure over the next
ten years, to include 5 000 km of railway and 2 600 km of roads, while nearly doubling the amount of
electricity Indonesia can produce. For this to happen, public spending will have to be supplemented by
private-sector finance – a new regulation aims to facilitate public-private partnerships on infrastructure
projects, and toll roads are one of the economic sectors opened up to foreign investment.

Obstacles to the reform agenda and infrastructure projects
Jokowi is not the first Indonesian president to set ambitious infrastructure targets. For example, his
predecessor Susilo Bambang Yudhoyono also promised to build 2 000 miles of highway; in the end, only 126
were built. Infrastructure development still has to overcome numerous challenges. Projects require
cooperation between multiple government departments with conflicting interests. Provincial and regional
governments enjoy considerable autonomy, and while this is globally positive, it can also get in the way of
smooth coordination. Another major hurdle is land acquisition, which often takes years, although new
legislation should speed up this process. Finally, it is not clear where the money is to come from: the
government is hoping to get some of it from a tax amnesty, which it estimates could levy US$12 billion of
taxes on formerly undeclared offshore assets; of this, 73 trillion rupiah (€5 billion) had been raised as of
September 2016. Investment will also come from public-private partnerships, but these have a poor track
record in Indonesia, with very few getting off the ground during recent years.
Jokowi's reform agenda also faces enormous obstacles. One of these is the economic policy divisions within
his own government: on the one hand, proponents of economic liberalisation point out that Indonesia is at
danger of losing out to Vietnam by not following its example in signing free-trade deals such as the Trans-
Pacific Partnership; on the other, there are still strong protectionist pressures. This division has resulted in a
sometimes contradictory approach: for example, at the same time as liberalising foreign investment in
35 sectors, the government has closed 20 others, and recently it has adopted local content rules requiring
smartphones sold in Indonesia to use at least 30 % locally manufactured components.

Economic outlook
During 2015, the first full year of Jokowi's presidency, economic growth continued to slow and the rupiah to
depreciate. Public spending on infrastructure fell far short of target, with many projects slow to get started.
Since then, there have been some tentative signs of progress. Economic growth picked up slightly in the first
half of 2016. This is partly due to the fact that commodity prices have started to rise again, but could also
suggest that Jokowi's economic reforms are starting to bear fruit. In rupiah terms, foreign direct investment
surged by 12 % year-on-year in the first six months of 2016, and domestic investment by 20 %.
More infrastructure projects are finally being launched, including a high-speed rail link between Jakarta and
Bandung, which had been delayed for over a year due to problems such as financing uncertainties, land
acquisition and construction permits. The 2016 budget for public infrastructure spending is the highest-ever
at US$23 billion, although as mentioned above, it is not yet clear how the government will raise this.
It is still too early to say whether Jokowi's efforts will have a lasting impact. However, the World Bank and
the Asian Development Bank have praised his reforms, which they argue will make the country's economy
more resilient and improve the investment climate, in spite of continuing serious structural problems.
Standard and Poor's struck a similarly positive note by raising Indonesia's credit rating in May 2015.

EU-Indonesia economic relations. Though Indonesia is by far the largest of the south-east Asian economies,
it is only the EU's fifth-largest trading partner in the region, and the 30th largest in the world. For its part, the
EU is Indonesia's fourth-largest partner. In 2015, EU exports to and imports from Indonesia were worth
€10 billion and €15 billion respectively. In July 2016, the two sides began talks on a free-trade deal.

For more Indonesian economic indicators, see the EPRS/GlobalStat infographic on the Indonesian economy.
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