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The Indonesian economy has grown solidly in recent years,
which together with helpful government policies has raised
incomes and brought down poverty rates to record lows, as
highlighted in the latest OECD Economic Survey of Indonesia
(OECD, 2018). Prudent macroeconomic policies have contributed
to economic stability, muted inflation and limited government
debt. Even with the more challenging external environment, GDP
growth is expected to remain around 5% per cent in 2018 and
2019.

Indonesia’s youthful population represents an opportunity to
lift future growth and living standards. In contrast with
higher-income countries, the working-age population share 1is
rising and will likely continue doing so for another decade
(United Nations, 2017). OECD estimates suggest that over the
next decade this demographic change alone is expected to boost
trend GDP growth by around 0.3% on average (OECD, 2018;
Guillemette and Turner, 2018).

Indonesia’s favourable demographics could provide a bigger
boost to growth if a larger share of employment consisted of
high-quality jobs in the formal sector. Informality is usually
associated with insecure jobs with lower pay and fewer
training opportunities (OECD, 2015; Allen, 2016). Although the
rate of informality has fallen in Indonesia, it remains
pervasive. The OECD estimates that around half of all
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dependent employees and 70% of all workers are informally
employed, compared to 35% in Brazil or around 55% in Colombia
(Figure 1). Growing the share of formal sector jobs would
increase incomes and, by raising government revenues, would
allow better services to be provided for future generations.

Figure 1. The rate of informality is still relatively high

A. Informality rates across countries, 2017 or latest B. Types of employment in Indonesia
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Note: Estimates are based on the ILO definition of informality and may differ from national sources due to
definitional differences. In general informality is defined ax employess without social security and self-employed
who do not pay social secunity contributions or whose business 1z not registered (depending on data availability).
For Indonesia, informality 1z based on the ILO definition for emplovess and the Statistics Indonesia proxy for
identifying informal self-employed workers (bazed on employment type and occupation) due to data availability
for the self-employed. The estimate of informality in Indenesia published by Statistics Indonesia iz based on
employvment status. By this estimate informal employment 1z 38% of total.

Source: OECD calculations based on the EPH for Argenting, the PNAD for Brazil, the CASEN for Chile, the GEIH
for Colombia, the ECE for Costa Eica, the SAKEENAS for Indonesia, the ENOE for Mexico, the EWNAHO for
Pery, the QLFS for South Africa and the HLFS for Turkey.

There are different reasons for informal employment so
tackling it requires a multi-pronged approach. Stringent
employment regulations, including high dismissal costs and
minimum wages, limit firms’ ability and incentive to hire
formal employees (Figure 2). The Survey recommends trialling
easier employment regulations and a discounted wage for youth
in special economic zones and extending these reforms if they
are successful. Continuing to simplify business regulations
and to improve the new online submission system for licensing
would help reduce barriers to businesses operating formally.
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Figure 2. Employment regulations are relatively strict
A. Flexibility of employment regulations, 2016 B. Minimum wage, % of median wage, 2017 or latest
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MNote: Flexibility of employment regulation is from the Economic Freedom Indices calculated by the Fraszer
Institute and ranges from 0 (low economic freedom) to 10 (high economic freedom).

Source: Fraser Institute, Economic Freedom of the World Index; OECD, Going for Growih Databare; Statistics
Indonesia, SAEERNAS; OECD calculations.

Low skill levels combined with a relatively high minimum wage
also limit the growth of formal sector employment. Only half
of all Indonesians aged 25-35 have completed upper secondary
school. The OECD PISA test results show that many 15 year-olds
still lack basic skills in maths and reading. Improving the
quality of education can be difficult but it is crucial for
improving the prospects of future generations. Reforms should
focus on improving teacher quality in schools and better
linking vocational education with employers to ensure students
graduate with the skills they need to find good jobs and
continue developing over their career.
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All travellers know that the prices of goods and services vary
between countries. In order to capture these price
differences, Eurostat and the OECD collect data on the prices
of identical goods and services in their member countries, and
compile “Purchasing Power Parities” (PPPs) — conversion rates
that neutralise price differences between countries. The
collection spans hundreds of products and allows PPPs to be
calculated for various classes of goods and services, and for
macroeconomic aggregates such as gross domestic product (GDP).
PPPs help economists and other users of statistics who want to
compare GDP, income and consumption across economies with a
proper adjustment for price differentials, in order to better
assess the size of economies, productivity and material well-
being.

Purchasing power parities (PPPs) compare the prices of similar
products, expressed in different currencies

The Big Mac index from The Economist magazine is a well-known
example of an international price comparison of a product with
similar characteristics across countries. In its latest
edition (January 2017), this price comparison shows for
instance that the average price of a Big Mac is 5 dollars in
the United States and 4 euros in France. So the “Big Mac PPP”
between France and the US is the ratio of 4 euros to 5 dollars
(or equivalently 0.8 euro to the dollar).

Price relatives vary from product to product, so many products
must be sampled to construct PPPs for entire economies

Because price relatives vary from product to product, the OECD
and Eurostat collect prices on around 2,500 products. This
allows PPPs to be constructed for different groups of
products, and to compare price levels, once the prices have
been converted into a single currency. This is illustrated in
Figure 1, showing how prices for different product groups
differ across countries.



The top part of Figure 1 shows that the prices of durable
goods (e.g., cars, TVs and computers) vary less between
countries than the prices of services (e.g., housing,
education and health). This is because durable goods are
frequently traded across countries, which tends to equalise
their price levels. On the other hand, services are often
purchased locally and are less traded across countries, thus
making it possible to have larger price differences across
countries. The comparison shows that services tend to be more
expensive in high-income countries (e.g., Switzerland) than in
lower-income countries (e.g., Mexico). This is the so-called
Balassa-Samuelson effect: the higher productivity in advanced
countries for the production of tradeable goods leads to
higher wages across all sectors in these countries. Since
cross-country differences in services productivity are smaller
than in tradable goods productivity, these higher wages lead
to higher services prices in advanced countries.

The bottom part of Figure 1 shows that overall consumption
prices tend to be higher in high-income countries, reflecting
the large share of services in the consumption basket of
households (typically around 70%). Furthermore, overall
consumption prices and Big Mac prices show a similar pattern,
although for some countries the difference between Big Mac
prices and overall consumption prices can be quite
significant. In Australia for instance, Big Mac prices are
close to the OECD average whereas overall prices for household
final consumption are nearly 40% higher.



Figure 1: International price level comparisons for different product groups
(ratio to the OECD average in 2014)
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Maotes: Figure 1 shows 2014 Price Level Indices (FLI=) for different product groups. PLIs convert
prices into a single cumrency using exchange rates, and convert these to an index number by setting
the price level for the QECD area at 100. Countries are shown in descending order of GDF per capita
(computation based on PPPs).

Source: OECD (2014 PPP= and exchange rates), The Economist (Juby 2014 Big Mac prices) and
authors” computations.

Using the Eurostat-OECD PPPs is the best way to compare
macroeconomic aggregates across OECD countries: better than
using exchange rates or PPPs based on single products

Perhaps the most intuitive way to compare macroeconomic
aggregates across countries when they are expressed 1in
different currencies is to use exchange rates. However, such



comparisons do not account for the fact that prices are
different across countries, even if expressed in the same
currency. Making it possible to adequately adjust for price
differentials is precisely the purpose of PPPs.

Figure 2 shows that conclusions derived from international
comparisons of per-capita household final consumption, a
useful indicator of material well-being, vary significantly
depending on whether exchange rates or PPPs are used to
convert consumption in national currency to a common unit. In
2014, the differences reached up to 70% for Norway, where
average consumption prices were well above the OECD average
(see Figure 1). The difference between measures based on PPPs
and relative Big Mac prices 1is usually lower. Nevertheless,
and consistently with Figure 1, measures based on relative Big
Mac prices tend to overstate consumption per capita in high-
income countries and to understate it in lower-income
countries, as compared to measures based on PPPs which take
into account the whole range of goods and services consumed by
households.



Figure 2: International comparisons of per-capita consumption using

exchange rates, relative Big Mac prices and PPPs
(ratio to the OECD average in 2014}

Per-capita consumption expressed at similar prices using PPPs {ratio to the OECD average)
» Per-capita consumption expressed at similar prices using relative Big Mac prices (ratio to the OECDavemge)
+ Per-capita consumption expressed in US Dollars using exchange rates (ratio to the OECDavemge)
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Motes: Figure 2 shows household final consumption per capita by country compared to the QECD average
(1) converted into US Dollars using exchange rates, (i) expressed at average OECD prices using relative
Big Mac prices, and (iii) expressed at average OECD prices using Eurcstat-OECD FRPs. For (i), the QECD
average has been computed without the five OECD countries for which Big Mac prices were unavailable in
The Economist’s online database (Iceland, Latvia, Luxembourg, Slovakia and Slovenia). Countries are
zshown in descending order of household final consumption per capita (computation based on FPPs].

Source: OBECD (national acoounts, 2014 PPPe and exchange rates), The Economist (July 2014 Big Mac
prices) and authors’ computations.

The measures explained

Household actual individual consumption (AIC) is the measure
of household final consumption used in this article. It covers
all goods and services actually consumed by households,
including both consumer goods and services purchased directly
by them (“household final consumption expenditure”), and
services provided by government and non-profit institutions
for free or at significantly reduced prices (e.g. health and
education services). In a nutshell, AIC measures what
households consume and not only what they directly pay for.

Purchasing Power Parities (PPPs) convert different currencies
to a common currency and, in the process of conversion,
equalise their purchasing power by eliminating the differences



in price levels between countries. Thus, when GDP or
consumption values are converted to a common currency with
PPPs, they are valued at the same price level and so reflect
only differences in the volumes of goods and services
purchased in the countries. In their simplest form, PPPs are
nothing more than price relatives that show the ratio of the
prices in national currencies of the same good or service in
different countries. For example, as mentioned in the text, if
the price of a Big Mac is 4 Euros in France and 5 Dollars in
the United States, then the PPP for Big Macs between France
and the United States is the ratio of 4 Euros to 5 Dollars, or
0.8 Euro to the Dollar, meaning that for every Dollar spent on
a Big Mac in the United States, 0.8 Euro would be spent in
France to obtain the same burger. If the currency exchange
rate is one Euro to the Dollar, it can be concluded that Big
Macs are cheaper in France than in the United States. The OECD
and Eurostat compile PPPs for large baskets of goods and
services.

Note that the Eurostat-OECD PPPs are not suitable for gauging
the under- or overvaluation of currencies since PPPs cover the
whole range of goods and services produced or consumed in an
economy, including many non-tradeable ones. Furthermore,
currency exchange rates are also affected by capital
movements.

Where to find the underlying data?

The OECD database on PPPs is available on OECD.STAT and
includes the following datasets:

> Annual PPPs and exchange rates: this dataset contains annual
PPPs for GDP, household actual individual consumption and
final consumption expenditure, as well exchange rates for OECD
countries and some non-member economies.

> 2014 PPP benchmark results: this dataset contains the
detailed results of the latest (2014) Eurostat-OECD price
comparison for the 47 countries that participated in the 2014
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round of the Eurostat-OECD PPP Programme. Similar detailed
results are also available for 2011, 2008 and 2005.

In addition, The Economist’s online database contains local
Big Mac prices in up to 56 countries from 2000 to 2017.
Further reading

> Bournot S., Koechlin F., Schreyer P. (2011): 2008 Benchmark
PPPs: Measurement and Uses. OECD Statistics Brief No. 17

> OECD/Eurostat (2012), Eurostat-OECD Methodological Manual on
Purchasing Power Parities (2012 Edition), OECD Publishing,
Paris

> The Economist (2017), The Big Mac index. January 12th 2017
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