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Executive Summary

A.

Recent Developments (2013-14)

The tightening of global liquidity emanating from the
tapering of Quantitative Easing (QE) in the US has led to
periodic bouts of capital outflows from Indonesia, exchange
rate weakness and higher inflation in mid-2013

In response, the central bank has hiked interest rates to
combat inflation and used international reserves to support
the currency, while the government has introduced export
restrictions to reduce domestic price increases

As a result, real GDP growth slowed to 5.1% in the year to
Q2 2014, from 5.8% in 2013 reflecting lower exports and
weak investment spending

The export restrictions have widened the current account
deficit (CAD) to 4.3% of GDP in Q2, from 3.4% in 2013

The authorities have not been able to provide a significant
stimulus to the economy as the budget deficit (2.1% of GDP
in 2013) is close to the legal statutory limit (3.0%) and
inflation (4.0% in the year to August 2014) is in line with
Bank Indonesia’s inflation target band (3.5%-5.5%)

Macroeconomic Outlook (2014-16)

The new administration of President Joko Widodo (better
known as Jokowi) will face a number of challenges amidst
the slowing economy; structural reforms to boost growth
and encourage infrastructure investment will take time to
implement

As a result, we expect real GDP growth to slow from 5.1% in
2014 to 4.5% in 2015 as the exchange rate could weaken
further and policies remain tight; an export- and
investment-led recovery in 2016 could lift growth to 5.2%,
provided reforms are implemented

Export growth on higher global demand should lead to a
narrower CAD over the medium term, while a gradual
lifting of fuel subsidies should help reduce the fiscal deficit
in 2015-16

Inflation may rise from 5.5% in 2014 to 6.0% in 2015, owing
to fuel subsidy cuts and currency weakness, before easing
t0 5.0% in 2016 once the currency stabilizes

Banking sector growth is expected to continue slowing in
2014-16 on tighter domestic liquidity and rising interest
rates



Background

Since 1971, Indonesia has transformed itself from an
agrarian society to a global economic force

Indonesia has maintained consistently high real GDP
growth over the last 50 years, only interrupted by the
Asian Financial Crisis in 1997-98. In the process, the
economy has been transformed from mainly agrarian
to one of the fastest growing Emerging Markets (EMs)
through industrialization. During the Suharto regime
(1967-98), rising oil prices created windfall export
revenue, which attracted large foreign direct
investment. However, strong growth during that
period masked deep-seated structural weaknesses:
endemic corruption, rising public debt, a poorly—
regulated banking system, protectionism, and a
persistent CAD. This left Indonesia fully exposed to
the 1997-98 Asian Financial Crisis as large capital
outflows led to a drastic depreciation of the
Indonesian Rupiah (IDR) and rampant inflation with a
severe impact on growth. Real GDP fell 13.1% in 1998.
Since then, however, the economy has grown rapidly
and was largely unaffected by the global financial
crisis of 2008-09.

Rising wealth and a young population are driving the
rapid emergence of a large middle class

With 248m people, Indonesia is the world’s fourth
most populous country with the largest Muslim
population. Its total population is expanding by 3.5m
people every vyear (1.4% vyearly growth). The
population is youthful (~38% under 20), which should
drive labor force growth and provide a demographic
dividend into the 2020s. Economic development has
led to steadily-rising affluence. GDP per capita has
grown by an average 6.1% since 1980, with a rapidly-
growing middle class and reached USD5.2k in 2013 on
a purchasing power parity basis (PPP). At the same
time, Indonesia was the 16th largest economy
globally, with a nominal GDP of USD869bn.

However, underinvestment since the Asian Financial
Crisis has led to a large infrastructure gap

The economy is underpinned by strong fundamentals,
but insufficient investment in infrastructure is
holding back growth. The economy is clogged by a
lack of infrastructure: heavy road traffic, congested
transport networks and power and water shortages
(see QNB Indonesia Economic Insight 2013).
Infrastructure investment has been well below the
average in regional peer countries (around 7% of
GDP), falling to below 4% since the global financial
crisis. Higher growth is possible, but is dependent on
better infrastructure to unleash the private sector.
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Recent Developments

Tightening global liquidity led to capital outflows and
a weaker IDR in 2013-14

The tightening of global liquidity emanating from the
tapering of QE has led to bouts of capital outflows and
exchange rate weakness. In May 2013, the US Federal
Reserve (Fed) announced its intention to taper QE,
which, against the backdrop of a widening CAD, led to
capital outflows from Indonesia. Portfolio tracking
data show negative net flows in May-December 2013.!
The exchange rate weakened 24.8% from IDR9,759 per
USD on average in May 2013 to 12,181 in January 2014.
After this initial adjustment in early 2014, capital
flows recovered and the monthly average exchange
rate stabilized in the 11,400-11,900 range. However, in
August-September 2014, growing expectations of
rising interest rates in the US have reignited capital
flight and the exchange rate weakened to 11,923 on
average in September 2014.

In response, the central bank has hiked interest rates
to support the exchange rate and contain inflation

In response to the Fed announcement of QE tapering,
BI hiked interest rates by 175bps to 7.5% between May
and November 2013 to help slow capital outflows,
support the exchange rate and contain inflation. The
BI has kept the policy rate steady since November
2013 as capital outflows slowed and the exchange rate
stabilized. A combination of higher interest rates and
other monetary measures (such as reserve and capital
requirements as well as loan to deposit caps) have led
to tighter liquidity, leading to higher interbank rates.
Higher interest rates are in turn slowing the growth of
the banking sector and consumption (see below).

International reserves have recovered, but this is
partly due to rising external debt

In response to capital outflows, BI intervened in
foreign exchange markets in mid-2013 to support the
IDR, eroding international reserves to a low of 5.5
months of import cover in July. Since then,
international reserves have recovered as the exchange
rate has stabilized in the first half of 2014. However,
the increase in international reserves has also been
supported by higher levels of external debt, which
helped to counteract capital outflows. External debt
rose to 33.4% of GDP at end—July 2014, compared with
28.8% at end-January 2013. The rising external debt is
mainly the result of private financial and non-financial
institutions borrowing from abroad to maintain
external credit lines amidst tighter domestic liquidity.

! Portfolio Tracker data from the Institute of International Finance (IIF)
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Tighter policies have led to a slowing economy, with
exports dragging down growth

Real GDP growth slowed from 5.8% in 2013 to an
average of 5.2% in the first half of 2014 in line with our
earlier forecasts. The slowdown was mainly due to
weaker exports. A sharp drop in imports (which are
deducted from GDP) offset the export slowdown, but
suggests that domestic demand is slowing. Fiscal
consolidation led to a contraction in public
consumption, while investment growth remained
below historical averages owing to a stifling regulatory
environment, rising interest rates, concerns about the
widening CAD and the depreciating exchange rate.
Legislative and presidential elections in April and July
2014 may have added to the uncertainty, contributing
to the slowdown.

Inflation has slowed so far in 2014 in line with the
tighter monetary policy

Inflation was pushed up in 2013 by a nationwide 20%
increase in the minimum wage, fuel price hikes and the
weakening of the exchange rate. The latter raised
import costs, particularly of food, since our last report.
In 2014, CPI inflation has slowed and WPI inflation has
broadly stabilized as the one-time effects of higher
minimum wages and fuel price hikes have cascaded
down to other domestic prices, and as the IDR has
stabilized. CPI inflation fell to 4.0% in the year to
August 2014, in line with the BI inflation target band
of 3.5% to 5.5%.

The current account deficit widened in Q2 2014 on
weak exports and higher imports

The CAD has remained persistently high (4.3% of GDP
in Q2 2014) as exports have been depressed by weak
global demand, soft commodity prices, lower crude oil
output and restrictions banning exports of raw
minerals introduced in January 2014. Indonesian
exports are roughly split between hydrocarbons, other
primary commodities and manufactured goods. The
main Indonesian exports are coal, gas, palm oil and
crude oil. Soft global commodity prices have, therefore,
negatively impacted exports of hydrocarbons and
other primary goods. On the other hand, imports
continue to remain high notwithstanding higher
import prices due to the weakening IDR.
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The authorities have provided limited stimulus as the
budget deficit is close to the legal limit

The fiscal deficit widened in 2013 as weakening
economic activity, low oil production and the ban on
raw mineral exports held back revenue. Although the
government raised domestic fuel prices in mid-2013,
higher international crude oil prices and a weaker
exchange rate eroded much of the expected reduction
in subsidies, which account for about 20% of public
expenditure. The original budget for 2014 planned for a
deficit of 1.7% of GDP. It has since been revised
upwards to 2.4% of GDP in 2014, close to the legal limit
of 3.0%, in order to allow for some additional fiscal
stimulus.

Banking sector growth slowed owing to higher interest
rates and tighter liquidity

Growth in banking sector assets, loans and deposits
slowed in 2013-14 as monetary policy tightened.
Deposit growth slowed due to capital flight, despite
higher interest rates. This led to a higher loan to
deposit ratio (LDR), which rose to 95.7% at end-July
2014 from 86.3% at the beginning of 2013. Bl requires a
capital adequacy ratio (CAR) of 14% for banks with
LDRs over 92%, compared with a CAR of 8% for banks
with a lower LDR. Therefore, Bl regulations and higher
policy rates have created considerably tighter
domestic liquidity conditions, slowing down asset and
loan growth. Banks are using higher external debt to
finance lending, without which the slowdown in loan
growth would have been more pronounced.

Nonetheless, underlying profitability and financial
soundness indicators were strong at end-2013

The banking sector remains well equipped to
withstand a crisis with high profit margins, low
penetration, strong capitalization and good asset
quality. Indonesia had one of the world’s most
profitable banking sectors in 2013. The average return
on equity (RoE) was around 20%, owing to high net
interest margins of around 550bps underpinned by
strong demand for credit. The banking sector is
relatively underpenetrated, with assets accounting for
only 54.5% of GDP at end-2013, leaving ample room for
growth. Other indicators are positive, CARs were high
and rising (19.8% at end-2013) and non-performing
loans (NPLs) were low (1.7% of total loans at end-
2013). The three largest banks are government-owned,
accounting for 29.9% of total assets at end-2013 and
enjoying strong sovereign support. However, rising
LDRs indicate tighter domestic liquidity, which may
lead to deterioration in some financial soundness
indicators going forward.
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Macroeconomic Outlook (2014-16)

The new Jokowi administration will face significant
challenges amidst slower growth, such as additional
capital flight and the large infrastructure gap

We expect real GDP growth to slow to 4.5% in 2015 as
capital outflows and the infrastructure gap hold back
growth. The Fed is expected to raise interest rates
from 0.25% currently to over 1% by end-2015, which
could lead to further capital flight from Indonesia,
weaker IDR and tighter monetary policy. The
government is likely to have to undertake further
fiscal consolidation, given the legal limit on the fiscal
deficit. It will therefore take time for the new
administration to push through new capital spending
to help close the infrastructure gap, which could lead
to a pickup in investment. If the new government
succeeds in pushing through its investment plans and
subsidy cuts while commodity prices and export
demand recover, this could lift growth back above 5%
in 2016.

The CAD should narrow as the weaker IDR supports
exports and holds down imports

We expect the CAD to narrow to 2.6% of GDP by 2016
(from 3.2% in 2014), predicated on the government
lifting export restrictions and removing fuel subsidies.
The latter would increase fuel prices, reducing
demand for imports of fuel. Restrictions on exports of
raw minerals could be eased over time as some large
companies have already received exemptions.
Government measures, to restrict the import of
foreign goods, such as electrical appliances, should
also improve the current account balance. The weaker
IDR should help reduce the deficit further by making
imports more expensive and exports cheaper.
However, the gains from greater export
competitiveness may be limited by the large share of
imported intermediate goods in finished exports, such
as clothes, textiles, car parts and other machinery.

Capital outflows and the persistent CAD are likely to
lead to further IDR weakness and higher inflation

Capital outflows are likely to continue as US
monetary policy is tightened, leading to a weakening
of the IDR. The persistent CAD is likely to add to the
weakness of the exchange rate. The combined effect
of the depreciation in the exchange rate (pushing up
import costs and foreign inflation) and the new
administration’s plans to gradually remove fuel
subsidies over the next five years is likely to lead to
higher inflation in 2015 before it eases slightly in
2016. We expect these inflationary pressures to ease
as the CAD is reduced and as the exchange rate
stabilizes.
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The CAD is expected to be financed by higher external
debt

In line with our earlier forecasts (QNB Indonesia
Economic Insight 2013), higher external debt is likely
to finance the CAD going forward. We expect the CAD
to remain well above 2% of GDP during 2014-16. To
finance this amidst tight domestic and global liquidity
conditions, external debt is likely to continue rising
rapidly from 30.6% of GDP at end-2013 to around
39.8% of GDP at end-2016. We expect financial and
non-financial institutions to continue borrowing from
abroad in order to maintain their credit lines.

The lifting of subsidies should lead to a narrower
fiscal deficit but spending constraints will remain

The new Jokowi administration plans the gradual
removal of all fuel subsidies during its five-year term.
It plans to utilize the released resources to finance
improved public services and investment in
infrastructure. Slowing growth and export restrictions
mean that revenue is unlikely to rise significantly as a
share of GDP in 2014-16. However, some of the
savings from fuel subsidy cuts are also expected to go
towards reducing the fiscal deficit. Therefore, on
balance, public finances are unlikely to contribute to
growth in 2015-16.

Tight liquidity and high interest rates may constrain
banking sector growth

Capital outflows are likely to further constrain
deposit growth, particularly in 2015. BI will probably
need to keep interest rates high to support the
currency and stave off inflation. This will lead to a
continued tight liquidity conditions and a further
slowdown in growth of assets and loans during 2014-
16. We expect deposit growth to slow from around
10.8% in 2014 to around 9% in 2015-16. The impact of
this slowdown on asset and loan growth will depend
on BI's prudential regulations, particularly around
bank LDRs. Based on our baseline assumptions for
loan growth to slow from 15.6% in 2014 to 10.1% in
2016, the LDR would rise to close to 100% by end-
2016.
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Macroeconomic Indicators

Forecasts
2009| 2010( 2011| 2012 2013| 2014f| 2015f| 2016f

Real Sector (% change, yoy)

Real GDP Growth 4.6 6.2 6.5 6.3 5.8 5.1 4.5 5.2
Private Consumption 49 4.7 4.7 5.3 5.3 5.5 5.3 5.5
Public Consumption 15.7 0.3 3.2 1.3 49 1.0 0.0 0.0
Investment 2.4 8.8| 10.1] 16.3 49 5.0 5.0 7.5
Exports -9.7] 15.3| 13.6 2.0 5.3 -0.5 1.0 1.5
Imports -15.0( 17.3| 13.3 6.7 1.2 =2.3 0.5 1.5

Nominal GDP (bn USD) 540 709| 845| 877| 869 863 917| 1,010

CPI Inflation 4.8 5.1 5.4 4.3 6.6 5.5 6.0 5.0

Budget Balance (% GDP) -1.8 -1.2| -06| -1.7 -2.1 -2.4 -2.0 -1.5

Revenue 16.5| 17.0/ 17.8 18.1 17.9 17.6 17.7 17.6

Expenditure 18.3| 182 185| 19.7) 20.0f 20.0/ 19.7| 19.1

Public Debt 28.6] 26.1| 244| 240 26.1| 26.9| 27.1| 26.6

External Sector (% GDP)

Current Account Balance (% GDP) 2.0 0.7 0.2 -2.8 -3.4 -3.2 -2.9 -2.6
Exports 24.6| 23.5| 252 241 236| 22.8( 22.2| 21.2
Imports 20.7| 20.5| 224| 243 243| 23.3| 22.2| 21.4

Invisibles Balance -20| -23| -26| -26| -26 -2.6 -2.9 -2.4

Capital & Financial Account Balance 0.9 3.7 1.6 2.8 2.5 4.4 3.3 3.5

FX Reserves (mths prospective imports) 5.5 6.1 6.2 6.4 5.9 6.6 6.4 6.4

External Debt 32.0| 285| 26.7| 288 306| 35.2 38.1| 39.8

Monetary Indicators (% change)

Broad Money Growth 13.0/ 15.4| 16.4| 15.0( 12.7[ 10.8 9.3 9.0

JIBOR (3 month) 7.1 6.6 5.3 5.0 7.8 7.8 8.6 9.6

Policy Rate (%) 6.5 6.5 6.0 5.8 7.5 n.a. n.a. n.a.

Exchange Rate USD:IDR (av) 10,390 9,090| 8,776 9,384|10,454(11,800(12,390(12,514

Banking Indicators (%)

Return on Average Equity 26.8] 259 20.3| 21.0f 19.8 n.a. n.a. n.a.

NPLs 3.3 2.5 2.1 1.8 1.7 2.5 3.0 3.3

Capital Adequacy Ratio 178 16.2| 161 17.3] 198 n.a. n.a. n.a.

Asset Growth 9.7 18.7| 21.4| 16.7 16.2| 14.4| 11.1 10.1

Loan Growth 10.1] 23.3| 24.7| 23.1| 214 15.6 11.1 10.1

Deposit Growth 13.8 20.4| 18.7| 15.6/ 13.0f 10.8 9.3 9.0

Loan to Deposit Ratio 75.6| 77.4| 813 86.6] 929 97.0 98.6 99.6

Memorandum I[tems

Population (m) 234.3| 237.6| 241.0| 244.5( 248.0| 251.5| 255.1| 258.7

Population Growth (% change) 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4

Unemployment 7.9 7.1 6.6 6.1 6.3 6.4 6.7 6.9

Sources: BI, Bloomberg, SI and QNB Group forecasts
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QNB International Branches and Representative Offices

China

Room 930, 9th Floor

Shanghai World Financial Center
100 Century Avenue

Pudong New Area

Shanghai

China

Tel: +86 21 6877 8980

Fax: +86 21 6877 8981

France

65 Avenue d’lena
75116 Paris

France

Tel: +33 153 23 0077
Fax: +33 153 23 0070
QNBParis@qnb.com.qa

Iran

Representative Office
6th floor Navak Building
Unit 14 Africa Tehran
Iran

Tel: +98 21 88 889 814
Fax: +98 21 88 889 824
QNBIran@gnb.com.ga

Kuwait

Al-Arabia Tower

Ahmad Al-Jaber Street
Sharq Area

P.O. Box: 583

Dasman 15456

Kuwait

Tel: +965 2226 7023

Fax: +965 2226 7031
QNBKuwait@qgnb.com.qa
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Lebanon

Ahmad Shawki Street

Capital Plaza Building

Mina El Hosn, Solidere — Beirut
Lebanon

Tel: +961 1 762 222

Fax: +961 1377 177
QNBLebanon@qnb.com.qa

Mauritania

Al-Khaima City Center

10, Rue Mamadou Konate
Mauritania

Tel: +222 45249651

Fax: +222 4524 9655
QNBMauritania@gnb.com.qa

Oman

QNB Building

MBD Area - Matarah

Opposite to Central Bank of Oman
P.O. Box: 4050

Postal Code: 112, Ruwi

Oman

Tel: +968 2478 3555

Fax: +968 2477 9233
QNBOman@qnb.com.qa

Singapore

Three Temasek Avenue
#27-01 Centennial Tower
Singapore 039190

Singapore

Tel: +65 6499 0866

Fax: +65 6884 9679
QNBSingapore@gnb.com.qa

South Sudan
Juba

P.O. Box: 587
South Sudan

QNBSouthSudan@qgnb.com.qa

Sudan

Africa Road - Amarat
Street No. 9, P.O. Box: 8134
Sudan

Tel: +249 183 48 0000

Fax: +249 183 48 6666
QNBSudan@qgnb.com.qa

United Kingdom

51 Grosvenor Street
London W1K 3HH

United Kingdom

Tel: +44 207 647 2600
Fax: +44 207 647 2647
QNBLondon@gnb.com.qa

Yemen

QNB Building

Al-Zubairi Street

P.0O. Box: 4310 Sana’a
Yemen

Tel: +967 1517517

Fax: +967 1 517666
QNBYemen@qnb.com.qa
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QNB Subsidiaries and Associate Companies

Algeria

The Housing Bank for Trade
and Finance (HBTF)

Tel: +213 2191881/2

Fax: +213 21918878

Bahrain

The Housing Bank for Trade
and Finance (HBTF)

Tel: +973 17225227

Fax: +973 17227225

Egypt
QNB ALAHLI
Dar Champollion

5 Champollion St, Downtown 2664

Cairo
Egypt
Tel: +202 2770 7000
Fax: +202 2770 7099

Info.QNBAA@QNBALAHLI.COM

India

QNB India Private Limited
802 TCG Financial Centre
Bandra Kurla Complex
Bandra East

Mumbai 400 051

India

Tel: + 91 22 26525613

Indonesia

QNB Kesawan Tower, 18 Parc
JL Jendral Sudirman Kav.
52-53 Jakarta 12190

Tel: +62 215155155
Fax:+62215155388
gnbkesawan.co.id

Iraq

Mansour Bank

Associate Company

P.O. Box: 3162

Al Alawiya Post Office

Al Wihda District Baghdad
Iraq

Tel: +964 1 7175586

Fax: +964 17175514

Jordan

The Housing Bank for Trade
and Finance (HBTF)
Associate Company

P.O. Box: 7693

Postal Code 11118 Amman
Jordan

Tel: +962 6 5200400

Fax: +962 6 5678121

Libya

Bank of Commerce and Development
BCD Tower, Gamal A Nasser Street
P.O. Box: 9045, Al Berka

Benghazi

Libya

Tel: +218 619 080 230

Fax: +218 619097 115

www.bcd.ly

Palestine

The Housing Bank for Trade
and Finance (HBTF)

Tel: +970 2 2986270

Fax: +970 2 2986275

Qatar

AlJazeera Finance Company
Associate Company

P.0. Box: 22310 Doha

Qatar

Tel: +974 4468 2812

Fax: +974 4468 2616

Switzerland

QNB Banque Privée
Subsidiary

3 Rue des Alpes

P.O. Box: 1785

1211 Genéve-1 Mont Blanc
Switzerland

Tel: +41 22907 7070

Fax: +41 22907 7071

Syria

ONB Syria

Subsidiary

Baghdad Street

P.0. Box: 33000 Damascus
Syria

Tel: +963 11-2290 1000
Fax: +963 11-44 32221

Tunisia

QNB Tunisia

Associate Company

Rue de la cité des sciences

P.0O. Box: 320 — 1080 Tunis Cedex
Tunisia

Tel: +216 7171 3555

Fax: +216 7171 3111
www.tgb.com.tn

Togo

Ecobank Transnational Incorporated
2365, Boulevard du Mono

B.P. 3261,

Lomé

Togo

Tel: +228 2221 0303

Fax: +228 2221 5119

UAE

Commercial Bank International p.s.c
Associate Company

P.O. Box: 4449, Dubai,

Al Riqqa Street, Deira

UAE

Tel: +971 04 2275265

Fax: +971 04 2279038
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