Asia FX Special Focus

L LOYD CHAN Indonesia: MSCI risk reinforces our
Senior Currency Analyst . .
cautious cross-asset view

Global Markets Research
Global Markets Division for Asia

T: +65-6918-5536

E:lloyd_chan@sg.mufg.jp Key Points

= MSCI risk extends beyond equities. A potential move from Emerging Market
directly to Standalone status risks becoming a broader Indonesia risk-premium
shock, affecting foreign portfolio participation, IDR, BI policy and local bond
yields.
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g group = Foreign confidence is the key transmission channel. Passive selling could

reach around USD3.1bn, with a stress scenario of up to USD5.5bn including
assumed active de-risking. More importantly, persistent governance and
investability concerns could keep foreign institutional participation structurally
weaker.

= Equities are cheaper, but not yet compelling. The JCI correction has
improved valuations, but persistent foreign selling, weaker earnings expectations
and the absence of a clear marginal buyer argue against calling a durable
bottom. Credible reforms and a return of foreign flows are needed for a
sustained re-rating.

= MSCI compounds existing IDR headwinds. Equity outflows add to an already
difficult mix of high oil prices, weaker external balances and elevated US yields.
We maintain a depreciation bias, with USD/IDR forecast at 18,350 in Q4 2026,
18,500 in Q1 2027 and 18,700 in Q2 2027.

= Higher Bl rates may slow, rather than reverse, the rupiah depreciation
trend. We expect Bl to raise the policy rate to 6.25% by end-2026, but tighter
policy cannot directly resolve MSCI’s structural concerns. Local bond yields are
increasingly attractive, but rupiah weakness would likely undercut their appeal.

CHART 1: INDONESIA’S FOOTPRINT IN MSCI EM HAS FALLEN SHARPLY

MSCI Indonesia Index: Dec-25 vs Sep-26
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MSCI launched a consultation on 15 October to potentially reclassify Indonesia
directly from Emerging Market to Standalone Market status. This is not simply an
equity-index event. It risks becoming a broader risk-premium shock transmitted
through foreign equity participation, the rupiah, Bank Indonesia’s reaction function
and local bond yields. Domestic investment cycle is strengthening, but this buffer is
increasingly being challenged by weaker foreign confidence, elevated oil prices and
high US yields. We therefore remain cautious across Indonesian assets: we expect
further USDIDR upside, see limited scope for a sustained rally in local government
bonds and think the Jakarta Composite Index (JCI) does not offer a compelling entry
point until there is clearer evidence of market reform and renewed foreign
participation.

MSCI: The trigger is equities, but the shock is broader

MSCI concerns centre on investability, transparency, liquidity, market accessibility
and index replicability. Importantly, MSCI indicated that a move to Frontier Market
status would not adequately reflect the depth of the problems. The consultation
phase closes on 30 April 2027, with a final decision due by 30 June 2027.

The concern is forced selling by funds that directly track the MSCI Emerging Markets
Index once a downgrade is confirmed. However, the larger risk is not the passive
flow alone. The consultation may reinforce active institutional investors’ concerns
over governance, liquidity and the ability to execute transactions at scale. This can
raise the required return for holding Indonesian assets even before a final MSCI
decision is reached.

There could be potential passive selling of around USD3.1bn, with a stress scenario
of up to USD5.5bn after including assumed discretionary active selling. These figures
should be treated as scenarios, not mechanical forecasts, particularly because the
active component depends on mandates and investor behaviour. Indonesia’s
benchmark footprint has already fallen sharply: free-float market capitalisation
declining from USD119.1bn in December 2025 to USD53.4bn in September 2026, its
MSCI EM weight falling from 1.16% to around 0.4%, and the stock constituent count
halving from 18 to 9.

Historical cases also suggest that exclusion form the EM index can have a long
afterlife. Argentina and Pakistan remained outside the MSCI EM universe for nine to
10 years before returning, although each case reflected different circumstances. The
comparison is not a forecast for Indonesia, but it highlights why markets may price
the MSCl issue as a structural reduction in foreign institutional participation.

CHART 2: YEARS OUTSIDE MSCI EM INDEX BEFORE RETURN

Exit from MSCI EM Years outside EM Return to MSCI EM

Source: MSCI, MUFG GMR

Equities: Cheap does not yet mean attractive

Indonesian equities have already suffered a significant correction, but we do not think
valuation alone is sufficient to call a durable bottom. The drop in JCI post-MSCI
announcement remains considerably smaller than the eventual declines recorded
after the relevant MSCI announcements for Argentina and Pakistan. The comparison
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does not imply that Indonesia must repeat those outcomes. It does, however, show
that a relatively modest initial sell-off is not by itself evidence that the adjustment is
complete.

CHART 3: EQUITY DECLINES THIS YEAR EXCEED COVID-ERA DRAWDOWN

Jakarta Composite Index
Weekly Candles

Source: Bloomberg, MUFG GMR

The central problem is the absence of a credible marginal buyer. Foreign investors
did not participate meaningfully in the JCI rebound in Q3, net foreign selling has
persisted, and earnings expectations have been revised lower.

In this environment, Indonesian equities appear cheap but may not offer a compelling
entry point. A durable recovery will require more than inexpensive valuations.
Investors need evidence that announced shareholding disclosure, increasing free-
float and other reforms are being implemented consistently, that earnings
downgrades are stabilising and that foreign flows are returning.

Our broad equity view remains defensive. The market may experience relief rallies
after a large drawdown, especially if the authorities announce further measures.
However, we would be cautious about treating these rallies as the beginning of a
sustained re-rating.

Rupiah: MSCI adds a portfolio-flow shock to existing external pressure

The rupiah has already been facing an unfavourable external mix before the MSCI
consultation. Elevated oil prices are weakening Indonesia’s oil and gas trade
balance, high US yields are reducing the rupiah’s appeal, and FX intervention has
placed pressure on the country’s foreign reserves. MSCI adds another transmission
channel by weakening prospective equity inflows and raising the probability that
foreign investors reduce exposure across Indonesian assets.

The connection between equities and FX is increasingly visible. This can become
self-reinforcing: equity outflows weaken IDR, currency depreciation discourages new
portfolio inflows, and the resulting rise in the required FX and equity risk premiums
forces asset prices lower.

CHART 4: STOCK DECLINES ARE HURTING THE RUPIAH

(®) MUFG



4

Asia FX Special Focus

JCI index USDIDR

9800 - - 16000
JCl index e=usdidr (inverted)

8800 - - 16500

7800 A - 17000

6800 - - 17500

5800 A - 18000

4800 ———————1 18500
I T N

& g N\ & O\ y o3
& W @ ¥ W be* NN ?99 s
Source: Bloomberg, MUFG GMR

Oil remains an important vulnerability. The oil and gas deficit has widened sharply as
Brent rises. Higher oil prices also raise fuel-subsidy costs, potentially forcing
additional expenditure restraint. The government can defend the fiscal anchor
through spending cuts, but the trade-off is weaker productive expenditure.

We maintain our forecast for USDIDR to rise from 17,987 on 20 October to 18,350 in
Q4 2026, 18,500 in Q1 2027 and 18,700 in Q2 2027, before easing modestly to
18,600 in Q3 2027. These forecasts imply continued depreciation rather than a
disorderly currency crisis. We would therefore treat periods of IDR strength as
tactical relief unless accompanied by a sustained improvement in the external
balance and foreign flows. A Fed pause or softer US data could temporarily push
USDIDR lower, but the burden of proof has shifted. The currency now needs positive
catalysts to reverse its trend.

Bank Indonesia: Higher rates may be necessary, but not sufficient

Bank Indonesia faces an increasingly difficult policy trade-off. Domestic growth and
credit expansion remain reasonably firm, especially in investment lending. The
acceleration in investment lending points to a capital-intensive cycle supported by
infrastructure, industrial estates and data-centre development. This should help keep
real GDP growth resilient, but it also reduces the case for accommodating further
currency weakness and may add to medium-term inflation pressure.

CHART 5: INVESTMENT-LED CREDIT EXPANSION
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At the same time, higher oil and food prices, a weaker rupiah and firm domestic
demand are shifting inflation risks upward. We expect BI to raise its policy rate from
5.75% to 6.25% by end-2026, before maintaining that level in Q1 2027 and gradually
reversing the tightening later in 2027. The latest MSCI announcement strengthens
the case for action because it adds a new source of potential capital outflow at a time
when the currency is already under pressure.

However, rate hikes are unlikely to resolve the MSCI problem. Monetary tightening
can shore up rupiah’s appeal, contain second-round inflation risk and signal
commitment to currency stability. But it cannot directly correct opaque ownership
structures, market liquidity or enforcement concerns. Bl may therefore succeed in
slowing the pace of depreciation without fully reversing the trend.

Local bonds: Valuations improve, but FX risk limits foreign demand

The outlook for local government bonds remains closely tied to the rupiah.
Indonesian government bonds have repriced materially, leaving valuations less
demanding. But rupiah weakness would undercut the appeal of Indonesian bonds.
We would avoid chasing duration solely because nominal yields look attractive.

Market outlook: Caution remains warranted

Our cross-asset conclusion is that MSCI is the trigger, but foreign confidence is the
underlying variable. For equities, lower valuations have not yet been sufficient to
restore foreign demand, and we expect the JCI to remain volatile with downside risk
until governance reforms gain credibility and earnings expectations stabilise. For
bonds, yields are increasingly attractive in nominal terms, but FX risk and tighter Bl
policy argue against an immediate duration call. For the rupiah, the combination of
weaker portfolio flows, elevated oil prices and high US yields keeps the balance of
risks tilted toward further depreciation.
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