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Indonesia Macro View
Is Indonesia ‘Overheating’?

Debate has surfaced recently over whether or not Indonesia is overheating —
Strong credit growth, rising real asset prices and recent trade deficits have been
cited as evidence of the economy growing above potential. On the other hand
policymakers have downplayed the notion of overheating, citing that inflation
remains well-anchored.

We think that credit growth has so far been well-managed and has not
deviated yet from sustainable levels — Aside from credit penetration being still at
a low base, credit disbursement is also not concentrated to any single sector. The
portion of “productive” lending i.e. loans channeled to businesses (instead of
consumers) is also higher this time compared to previous credit cycles.

Strong credit growth helps bolster imports, but the composition of import
growth has also improved — The bulk of imports is still raw materials; yet the
contribution to growth of capital goods imports to total imports has been higher vs.
previous cycles in 07 and '05. (This is true even after excluding mobile phone
imports). Any corresponding increase to domestic capacity in the medium term
should lead to more import substitution which may help put a lid on trade balance
pressures. In spite of this, the CA deficit does have structural elements thus still
must be managed at levels which do not jeopardize macroeconomic stability.

Lack of core inflation momentum has been surprising, but not totally
unexplained — Benign inflation of tradeable goods (non-food, non-administered)
can be attributed to imported deflation and productivity increases to a lesser extent.
However, reasons behind benign inflation in the non-tradeables, despite high
inflation expectations and rising property prices, needs to be further explored and
possibly double checked.

Property price increases in certain areas suggest real interest rates may be
too low — BI's surveys show double-digit annualized price increases for various
property in certain areas. Real interest rates on time deposits appear close to zero
or even negative on an after-tax basis.

Monetary policy implications — Even though credit growth is still well managed
and no pent-up momentum on core inflation is visible, we think modest policy
adjustments will still be needed, in consideration of the external imbalance as well
as property prices. The extent of any such policy response will likely be data
dependent, with particular focus on the trade and current account balances. We
think BlI’s order of preference on policy instrument usage now is first on FX, second
on macroprudential regulations, and then thirdly the FasBI rate. However, eventually
we expect all three instruments may be further utilized.
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Is Indonesia ‘overheating’?

Debate has surfaced recently over issues such as economic bubbles and overheating in
Figure 1. Composition of YoY import growth Indonesia. In our view, credit growth has generally been well-managed and has not deviated
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take into account both the internal and external balances. One may welcome the strong growth

Source: BPS, Cii Research of capital goods imports which in the medium term may result in further capacity increases
and import substitution; yet the size of present day external imbalances must not be
overlooked. We think policymakers will aim to manage and maintain it at levels that are more
consistent with macro stability.

Credit growth, though strong, has generally been well managed and has not
deviated from sustainable levels. Domestic credit growth has been close to 25%
YoY and money supply (M1) close to 20% YoY. However, the impact of this has not
yet led to inflation or strong concerns of resource misallocation. Credit growth has
been well-diversified and not concentrated to any single sector. And the balance of
lending to households and to businesses has improved. Consumption lending only
contributed around 26% of YoY loans growth, with the rest going to businesses.
This is lower than 40% in 2005 and even 28% in 2008 (pre-Lehman). What's also
noticeable is the contribution of investment credit to YoY credit growth which is now
at around 25%, versus only 14% in 2005 and 16% in 2008.

Stronger growth of productive credit accompanied by improvement in import
growth composition. The bulk of imports are still raw materials (incl. oil); however
around 33% of import growth over the past year was contributed by capital goods;
this is higher compared to around 16% in both the credit cycles of 2007 and 2005.
The number is still robust even after excluding the growth in imports of dual-use
capital goods (which could be for household use) such as cellular phones and
portable computers.

Lack of momentum on core inflation a bit puzzling, but not totally
unexplainable. Core inflation surprisingly hasn’t seen any noticeable pick-up
despite rates of money supply growth being strong and minimum-wage growth
having accelerated this year (average +10%). Our proxies for both the non-
tradeable and non-food tradeable components of the CPI show benign year on year

increases.
Figure 2. Credit growth (YoY) breakdown, by function Figure 3. Credit growth YoY difference, breakdown by sector
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Figure 4. Indicative market sizes and domestic production (mn tons), selected industries

Domestic market Domestic production

Steel* 9-10 6-6.5
Aluminium ingot * 06-08 0.3
Fertilizers* 242 16.6
Cement ** 53 57
Asphalt* 1.2 0.6

Source: *Reported estimates from Ministry of Industry (2011-2012), **Citi Research

Due to high import penetration in markets of many products, imported
deflation may have helped suppress tradeable goods inflation. In many
industries, domestic capacity falls short of domestic demand. Markets of many
items from clothing, electronics to basic industries such as steel, fertilizers are
highly penetrated by imports. And the inflation rate of many imported items has
been relatively muted, as shown by the wholesale price index of imported goods.
Relevant export price and producer price index changes of Indonesia’s main Asian
trading partners have been negative YoY amid rising excess capacity thereat as well
as benign prices of global commodities. (See Indonesia Macro Flash: The Slow
Response of Imported Inflation: FX Policy Implication, 14-Sep-12).

Domestic productivity increases may have also played a role. Apart from
imported deflation, another notion that makes sense though cannot yet be strongly
corroborated by the data is that labor productivity, as well as total factor productivity,
has increased. This would be the natural result of new investments and use of
newer and more efficient machinery in the production processes. Unfortunately data
on worker productivity is lagged. However 2009 data do show early signs of a
productivity increase in selected med-large manufacturing industries.

Reason behind soft inflation on non-tradeables needs to be explored; could it
be underestimated? Among the non-tradeable CPI items that are not administered
by the government, several should be given extra attention due to their high
weights; i.e. housing contract and rents (approx. 10%), phone tariffs (3%) and
household worker wages (3%). Benign inflation on phone tariffs is well-understood,
given the competitive nature of the telecom industry and continued investment in
network apparatus. However, house worker and rent price data collection is quite
tricky, as the deviation could be large and there is no transparent benchmark to
double check against.

Figure 5. Robust capital goods imports amid high
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Figure 7. Change in productivity (output per worker) for med-large manufacturing industries

2002 2003 2004 2005 2006 2007 2008 2009

F&B 14% 16% 6% 37% 5% 33% 41% -8%
Tobacco -13% 1% 2% 9% 2% 34% 22% -18%
Textile 18% 14% 17% 5% 10% 11% 7%  104%
Garments 7% 18% -4% 20% -5% 16% 2% 86%
Leather 43% 5% 1% 27% -10% 7% 51% 59%
Wood 6% 27% -4% 13% 1% 34% 10% -6%
Paper 51% -25% 2% 19% 0% 20% 11% 37%
Printing 46% 28% 69% 19% -31% 35% -13% 81%
Coal, oil and gas 91% 70% 0% 14%  247% -38%  109% 35%
Chemicals 17% 5% 6% 16% 34% 15% 67% 24%
Rubber products 19% 12% 51% 46% 2% % 43% -38%
Non-metal quarrying 3% 10% 43% 2% -8% 21% 21% 99%
Basic metals 1% 14% 26% 34% 1% 34% 5% 63%
Metal products 748% -78% 17% -9% 47% 10% 0%  141%
Machinery 61% 43% 9% 17% 8% 11% 33% 15%
Office appliances 94% -24% 1%  1368% -17% 28%  278% -90%
Electrical machinery -27% 1% 91% -27% 27% 3%  174% %
Radio, TC, communication eq. 1% -13% 76% -65% 62% -5% 5% -3%
Clocks -15% 29% 16% 16% 75% -25% -32% 48%
Motor vehicles 64% -50% 57% 28% 1% 11% 16% 26%
Other vehicles 1% 31% 2% 18% 4% 32% 17% -5%
Furniture 33% -4% 18% 9% 12% 57% % 6%

Source: BPS, Citi Research

Benign rent price inflation obviously not consistent with signs of strong
property price increases in Jakarta and other big cities. Rent inflation in the CPI
last surged back in 2008, amid high inflation in construction materials and domestic
fuel prices. These factors have indeed been absent of late. But on the other hand,
the 2-3% recorded rent inflation rates in the CPI do not seem consistent with recent
signs of property price surges. Bl's survey shows a strong annualized selling price
increase of almost 15% in 2Q12 for landed houses in the Jakarta area. The YoY
increase in apartment prices is also close to 38% YoY (with rent inflation at 15%
YoY). Separately rent data collection in the CPl is done nationwide through simple
random sampling. We think the data could be reflecting conditions in the lower end
or remote areas; or it is simply underestimated. If rent inflation nationwide were also
in double digit region, inflation could be at least 0.7pps higher by our estimates.

Property surges in a number of areas indicate monetary policy may be too
accommodative. We think that recent property price increases is a function of low
deposit interest rates. A depositor obtaining the maximum guaranteed deposit
5.75% would effectively get a 4.6% return after tax, which is below Citi’s expected
inflation rate for 2013 (5.0%). The real rate could be even more negative in the
event, however low in probability, that fuel prices are increased. Bl has signaled it
favors macro-prudential regulations over rate hikes to avoid policy overkill. However
recent regulations on minimum loan to value (LTV) ratios anecdotally have not yet
had a discernible impact to property demand. Furthermore we think that worries of
policy overkill should not be overemphasized; as orderly policy rate adjustments
usually have a lagged impact to bank rates and the real economy.

Figure 8. Indicative property price increase in 2Q12 (% YoY)

Sale Rent
Landed house, Jakarta (annualized) 14.8 NA
Apartments 38.1 14.6
Retail space 34 6.6
Industrial 99.6 124

Source: Bl, Citi Research
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The CA deficit: It has structural elements, but no upward spiral is due. Another
concern often highlighted is that the capital goods imports seen now may not
necessarily lead to any strong increase exports in the future, while FDI inflows may
eventually prop up dividend repatriation.1 Yet in our view, such concerns should not
be overemphasized. The continued increase in domestic industrial capacity will
eventually lead to import substitution. New capacity will be coming online over the
medium term in various industries e.g. metals, chemicals, fertilizers which still
significantly rely on imports. Eventual capacity increases will help manage the
balance between export and import growth, though it will probably not be able to
fully keep up pace with domestic demand growth.

Policy implications: Even though credit growth is still well managed and no pent
up momentum on core inflation is visible, we think policy adjustments will still be
needed, in consideration of the external imbalance and possibly property price
increases. Micro-sectoral policies are needed to address the structural factors
underlying the CA deficit (e.g. through lengthening domestic production chains,
targeted industrial revitalization for capital goods producing industries, etc.) Yet
again these are medium term policies; and to the extent that fuel price increases are
not politically feasible before 2014, policies to manage the deficit in the short term
would mostly be carried out by BI. In this regard the extent of any policy response
will likely be data dependent, particularly on the trade and current account balances.
We think Bl’s preferred order of policy instrument usage is firstly the exchange rate,
secondly macroprudential regulations, and finally the FasBlI rate. Yet eventually we
expect all three instruments may be further utilized. Our current view is for Bl to
allow further depreciation of the IDR (6-12M fcast: 9,850/US$). We also expect the
FasBlI rate to be raised to 4.25% by YE12 and 4.50% by end 1Q13.

" BI's real sector survey (2012) shows that around 80% of business investment s to cater for the
domestic market.
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Figure 9. Indonesia Economic Indicators

2005 2006 2007 2008 2009 2010 2011 2012F 2013F
Summary Data
Nominal GDP, US$ bn 285.8 364.4 432.2 510.7 538.6 708.7 846.3 869.8 933.9
Nominal GDP, local currency bn 2,774,281 3,339,217 3,950,893 4,948,688 5606,203 6,436,271 7,427,086 8,318,564 9,545,103
GDP per capita, US$ 1,294 1,625 1,900 2,212 2,298 2,982 3,517 3,572 3,787
Population, mn 220.9 2242 2275 230.9 2344 237.6 240.6 2435 246.6
Unemployment, % of labour force 11.2 10.3 9.1 8.4 7.9 7.1 6.6 6.1 5.9
Economic Activity
Real GDP, % yoy 5.7 55 6.3 6.0 46 6.2 6.5 6.2 6.1
Real investment growth % yoy 124 1.3 19 124 24 111 10.6 11.6 10.4
Real consumption growth % yoy 43 39 49 5.9 6.2 41 45 5.9 5.2
private consumption growth % yoy 4.0 3.2 5.0 53 49 47 47 5.1 45
Real export growth, % yoy 16.6 9.4 8.5 9.5 9.7 15.3 13.6 43 6.0
Real import growth, % yoy 17.8 8.6 9.1 10.0 -15.0 17.3 13.3 71 79
Prices, Money & Credit
CPI, % yoy 17.1 6.6 5.8 11.1 28 7.0 38 48 5.0
CPI, % avg 10.5 131 6.3 9.9 48 5.1 54 44 4.7
Nominal wages, % yoy 0.2 15.0 8.2 75 6.5 8.3 9.2 10.0 9.0
Credit extension to private sector, % yoy 246 141 26.4 30.7 10.6 228 25.0 23.0 25.0
Policy interest rate, % eop 7.75 4.75 3.00 8.75 6.00 5.50 4.50 4.25 4.50
1 month inter-bank rate, % eop 12.75 9.75 8.00 10.83 6.46 6.35 4.95 4.55 4.85
Long term yield, % eop 13.62 10.18 10.02 11.89 10.06 7.61 6.03 6.00 6.50
Ic/US$, eop 9830 8994 9393 10900 9425 9010 9068 9680 9767
Ic/US$, avg 9712 9171 9140 9673 10376 9078 8763 9455 9797
Balance of Payments, US$ bn
Current account 0.3 10.9 10.5 0.1 10.6 5.1 17 -20.4 -15.9
% of GDP 0.1 3.0 24 0.0 2.0 0.7 0.2 2.3 1.7
Trade balance 175 29.7 328 229 30.9 30.6 348 124 17.8
Exports 87.0 103.5 118.0 139.6 119.6 158.1 200.8 196.2 2191
Imports 69.5 73.9 85.3 116.7 88.7 127.4 166.0 183.9 -201.3
Service balance 9.1 9.9 -11.8 -13.0 9.7 -9.3 -10.6 -10.2 -11.0
Income balance -12.9 -13.8 -15.5 -15.2 -15.1 -20.8 -26.6 -26.4 -26.5
FDI, net 5.3 22 2.3 34 2.6 11.1 11.5 11.5 13.0
International reserves 34.7 426 56.9 51.6 66.1 96.2 110.1 109.2 111.8
Total Amortisations 22.7 354 315 40.2 36.7 37.6 38.1 40.3 41.0
Public Finances, % of GDP
Consolidated government balance -0.5 -0.9 -1.3 -0.1 -1.6 -0.6 -1.2 21 -15
Consolidated gov primary balance 1.8 15 0.8 1.7 0.1 1.1 0.1 0.9 0.1
Public debt 47.3 39.0 35.2 33.0 28.0 26.0 255 25.0 24.0
of which Domestic 231 18.9 174 16.4 15.3 14.0 135 13.0 12.0
Foreign Assets & Liabilities, US$ bn
External debt 134.5 132.6 141.2 155.1 172.9 2024 2248 250.0 285.0
Private 54.3 56.8 60.6 68.5 73.6 83.8 106.1 116.5 146.5
Public 80.2 75.8 80.6 86.6 99.3 118.6 118.6 133.5 138.5
External debt / GDP 47.0 36.4 32.7 30.4 32.1 28.6 26.6 28.7 30.5
External debt / XGS 134.6 115.3 108.2 100.1 130.2 115.8 101.5 108.9 105.7
Short-term debt 11.0 12.2 12.8 14.6 18.1 25.1 28.7 275 215
Short-term debt/International Reserves (%) 31.7 28.7 224 28.2 275 26.1 26.1 25.2 24.6

Quarterly Economic Indicators
2011 Q4 2012 Q1 2012Q2  2012Q3F  2012Q4F 2013 Q1F  2013Q2F 2013 Q3F 2013 Q4F

GDP, % yoy 6.5 6.3 6.4 6.2 6.1 6.1 6.0 6.2 6.2
CPI, % yoy 338 4.0 45 4.3 4.8 4.6 54 49 5.0
Policy interest rate, % eop 4.50 3.75 3.75 4.00 425 450 4.50 4.50 4.50
1 month inter-bank rate, % eop 495 3.75 4.00 462 4.55 485 4.85 4.85 4.85
Long term yield, % eop 6.03 5.93 6.50 5.97 6.00 6.30 6.50 6.50 6.50
Ic vs USD, eop 9068 9144 9393 9591 9680 9773 9843 9805 9767

Source: CEIC Data Company Limited and Citi Research estimates
*Note: Public debt is central government debt and external debt is based on the residency of the holder of the debt (not by currency denomination).
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