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Political Environment:  While politically stable and sailing through the global economic crisis, Indonesia still has many systemic problems. The re-election of President Susilo Bambang Yudhoyono in July 2009 provided a mandate for key government reforms.  However, the ouster of the finance minister, a key reformer, calls to question government’s enthusiasm for reform.
Economic Growth:  Economic growth continues in 2010 at an annual rate of 6.2% as of September 2010, despite the global financial crisis. In the early 2000s, the Indonesian economy grew at about 5.5% a year. Six percent growth was achieved in 2008. However, GDP growth dropped in 2009 to 4.5% but is expected to climb to 5.9% in 2010.  Despite the slow down in 2009, Indonesia was one of the fastest-growing economies.  Indonesia has been less dependent on exports to developed country markets than many of its neighbors, which has lessened the effect of the global economic downturn.  Private consumption is anticipated to be the main engine behind growth during 2010-11, as employment increases and real wages rise. Private consumption is growing at an average of 5% per a year and accounts for 60% of GDP. 
Employment:  According to EIU, the unemployment rate dropped from 8.4% in 2008 to 8.1% in 2009 and is forecasted to drop further to 7.1% in 2010.  According to the BPS (Indonesian statistical service), the unemployment rate reached 7.4% in May 2010, down from 7.9% and 8.1% in August 2009 and February 2009, respectively.  However, job growth is severely restricted by heavily rigid labor regulations.  For instance, the Manpower Law No. 13/2003 increased severance payments and added a 15 % gratuity payment, making the costs of hiring a worker equivalent to a third of an annual worker’s wage.  Furthermore, the law made it difficult to hire temporary workers, by restricting fixed-term contracts and outsourcing only to “non-core” positions, and setting a three year maximum length for fixed-term contracts.  Partly because of these laws, most jobs in Indonesia are in the informal sector.  Investment and job creation have been stifled because of these laws. 
Poverty:  The overall poverty rate declined from 14.2% in 2009 to 13.3% in September 2010.  For the first time since 2004, the absolute number of the urban and rural poor dropped below 11.5 million and 20 million, respectively.  However, the annual cost of living increase for the poor in 2010 is expected to be 7.8%, 3 % points higher than non-food, non-fuel inflation, and may hamper further poverty reduction.  Despite reductions in officially-measured poverty, however, half of the Indonesian population still lives near the poverty line. There are also large regional disparities, particularly in Eastern Indonesia.  In addition, there is a significant urban/rural differential, since 17.35% of rural dwellers are poor while 10.7% of urban dwellers are poor.  Overwhelmingly, 70% of the poor live in rural areas.  
Investment & Finance:  Indonesia has benefited from the global economic recession from an increase in foreign capital, thus appreciating its currency: International investors are borrowing from markets where interest rates are low, like the US, and buying financial assets with higher interest rates in Indonesia.  This foreign investment is also being fueled from relatively stronger domestic demand within Indonesia.  As as result, the rupiah has been appreciating since March 2009 to Rp 9,000: US$1 in early September and is expected to continue appreciating 14% per year in 2010.  However, during the European debt crisis earlier in the year, a large sum of foreign investment flew out of the country.  The Indonesian government allowed the currency rate to adjust but intervened in the foreign exchange market to prevent a drastic dip in the exchange rate.  Also to reduce the risk of severe outflows of investment, the Indonesian central bank has instituted a one-month hold on central bank bills for both domestic and foreign investors.  Despite this restriction, holdings of Indonesian central bank bills have still remained quite large.  Fixed investment is expected to expand an average of 8.5% a year in 2010-11 as investments delayed in 2009 increase as financing and demand improve.
Inflation:  The rupiah’s strong appreciation since 2008 is expected to hold down inflationary pressure from import costs in 2010. Inflation in 2009 slowed down to a nine-year low of 4.8%.  And inflation is expected to rise only 5.3% in 2010 as oil and commodity prices rise.  Inflation is anticipated to rise to 7% in 2011 with the central bank keeping its main interest rate low, 6.5%, to expand credit – the lowest level this rate has been since it was first introduced in 2005.  However, the central bank is tightening the money supply by increasing the banks’ primary reserve requirement to 8% from 5%.  Moreover, starting from March 2011, the central bank is trying to encourage lending of banks with adequate reserves by making reserve requirements dependent on loan-to-deposit ratios: penalties will be accessed for banks with loan-to-deposit ratios below 78% or above 100%.  Such a policy will help ease the risk of capital volatility.  Central bank interest rates are anticipated to increase in 2011 to an average of 7.5%.  With oil prices rising, the government may risk higher fiscal deficits if they do not reduce fuel subsidies.  
Public Fiscal Space:  The draft budget for 2011 anticipates increasing revenue and expenditures, resulting in a small deficit – targeted to be 1.7% of GDP.  Revenue is projected to increase to Rp 1,086 trillion (US$ 120.7 billion) in 2011 from Rp 992.4 trillion in 2010.  In 2011, expenditures are anticipated to increase to Rp 1,202 trillion from their Rp 1,126.1 trillion levels in 2010.  A projected 22.4% of all expenditures consist of subsidies, with energy subsidies equal to 16% of all expenditures.  Civil service salaries are 21.9% of expenditures, and interest payments are 14.1% of expenditures. The EIU expects larger fiscal deficits in 2010 than in 2009 because of higher energy subsidies as oil prices rise.  Indonesian capital expenditures have, and continue, to lag because of the civil service’s inability to spend the budgeted amounts.  This poor spending, despite the large expenditures from energy subsidies, tend to mitigate budget deficits.  However, it means the central government must rely on monetary policy rather than fiscal policy for countercyclical macroeconomic management.  Fortunately, Indonesia has had a history of sound macroeconomic management, partially reflected in Indonesia being the only G20 country to lower its public debt-to-GDP ratio in 2009.
The Indonesian government, is attempting to reduce the burden of fuel subsidies.  While fuel subsidies are politically popular, it is a very regressive policy because the poor do not benefit substantially from the subsidies.  In 2005, the government partially removed fuel subsidies and reallocated the savings from these subsidies into four social programs providing funds to schools, health insurance targeted to the poor, village infrastructure, and rice targeted to the poor.  However, with the recent spike in fuel prices, fuel subsidies are still burdensome.  
Infrastructure:  Related to the problem of low public spending and poor public planning and implementation is the lack of infrastructure investment.  The lack of and inadequacy of infrastructure is a serious impediment to further growth in Indonesia.  Infrastructure accounts for less than 4% of gross regional domestic product, despite the high population density of Indonesia.  Indonesia, specifically, has serious deficiencies in water supply and distribution, transportation networks, and energy supply and transmission.
Business Environment:  While the economy may be strong in Indonesia, the business environment is not particularly strong for investors and entrepreneurs.  In the World Bank’s Ease of Doing Business Index, Indonesia rose from 129th worldwide in Doing Business 2009 to 122nd in Doing Business 2010. Yet it still takes nine procedures, 60 days, and payments equivalent to 26% of per capita income to start a business in Indonesia.  Hiring and firing is impeded by required severance payments, penalties, and advance notices equivalent to 108 weeks of salary. Enforcing a contract involves 39 procedures, takes 570 days, and costs 123% of the claim.  Closing a business takes 5 years to go through the insolvency process and only 13.7 cents on the dollar is recovered by stakeholders. 
Unseasonably heavy rains during the dry season (April-October) have impeded the production of some of Indonesian’s most important crops and minerals, contributing to inflationary pressure.  These El Nina rains have hindered delivery of thermal coal, forcing coal producers to revise estimates of 2010 production down by 6.5% (300m metric tons).  Tin producers also anticipate missing their 2010 production target by 20% this year.  Palm oil production is expected to drop 5% (20m metric tons) from last year.  Indonesia is the largest exporter of thermal coal and palm oil, and the second largest exporter of tin.  The rains have delayed harvesting of coffee by a month or two and have prevented farmers from drying their beans, which reduces the quality of the beans. However, rice, Indonesia’s main staple, has not been affected by the rains.  Production is expected to increase from 64m metric tons in 2009 to 65m metric tons in 2010, mitigating inflationary pressure and potential civil unrest from increased food prices.
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