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Executive Summary
= The Fed raised the Fed Funds Rate by 75 bps, bringing it up to 1.50 - 1.75%.

= Persistent uncertainties with regards to inflation due to the ongoing Russia-Ukraine war as
well as China’s zero-Covid policy, as well as resulting high inflation expectations, were the
main drivers behind the Fed’s decision.

= At the same time however, a more aggressive tightening cycle risks triggering a recession
in the US, as well as broader financial instability in the global economic periphery.

= While relatively low inflation and a solid trade surplus have helped shelter Indonesia for the
moment, longer term uncertainties regarding inflation and whether the Fed can successfully
engineer a soft landing will weigh on BI’s policy considerations.

¢ A relative measure of calm had managed to settle over markets in the months of April and
May, an armistice that allowed it to settle on a 50 bps rate hike consensus for June’s FOMC.
Alas, fate had other plans. A combination of a higher than expected inflation figure, as well
as steadily rising inflation expectations, shook an already jittery market in the early weeks of
June. Markets panicked, 50 became 75, and the Fed was swept along with the tide. And so it
was that yesterday’s FOMC meeting ended with a Fed Funds Rate (FFR) sitting at the 1.50 -
1.75 range, 75 bps higher than before.

e The market’'s (and the Fed’s) sudden turnaround highlights very real uncertainties regarding
inflation, especially its long-term trajectory. The Russia-Ukraine war continues to drag on with
a still uncertain path to its resolution, and futures prices show that markets expect oil prices
to remain above 100 USD/bbl even a year from now, highlighting just how obscure future
expectations remain under the thick fog of war. And while price indicators for certain
components such as vehicles suggest that Covid-related supply disruptions may be easing
(Chart 1), the spread of Omicron in China and its continued zero-Covid response threatens
to disrupt this as well.

e The fact that inflation expectations for the next three years are still hovering around 4%
suggests that markets are cognizant that transitory inflation is no longer a likely scenario.
Indeed, the Fed itself explicitly stated rising inflation expectations as one of the key drivers
behind its decision to hike rates by 75 bps; as rising inflation expectations may drive workers
to push for ever higher wages, potentially feeding into a wage-price spiral.



Inflation then, is clearly a formidable opponent, one that justifies the heavy weaponry that
the Fed seems to be bearing down upon it. The bigger the guns however, the greater the risks
of collateral damage. This lies at the heart of the Fed’s dilemma, and explains much of the
market turmoil over the previous weeks: inflation requires heavy lifting, but is the cure more
dangerous than the disease? It is important to note, for instance, that the Fed cannot fully
control inflation. While rate hikes could have a significant effect on certain large drivers of
inflation such as housing, a large portion of the current rise in prices is being driven by supply
shocks in food and energy due to the Russia-Ukraine war (Chart 1).

If much of this inflation is supply-driven, and there must be demand destruction to
compensate, we must undoubtedly face the questions: how much destruction is necessary,
and how much is the US willing to accept? The Fed’s GDPNow indicator shows that even before
the recent rate hike, current economic growth has already declined to close to 0%. More
aggressive tightening could very well push these numbers down even lower. Timing will also
prove to be tricky, and the Fed must be careful not to overshoot. Some have noted that overly
rapid rate hikes could simply punch through property developers, drastically reducing housing
construction and keeping prices high.

Finally, aggressive monetary tightening by the Fed would also have significant effects on the
rest of the global economy as well. Those on the global periphery would face the effects of
tightening on two fronts: the direct effects of higher interest rates on the one hand, and a
strengthening of the USD in proportion to decreasing dollar liquidity on the other. While these
aftershocks will be felt everywhere, their effects will be greatest in emerging markets. Indeed,
a comparison of bond performances indicates that the effects of tightening are already
weighing more heavily on emerging markets relative to the developed world (Chart 2).

These considerations then, may limit the Fed’s ability to tighten monetary policy too
aggressively. Attempting to achieve positive real rates in the US for instance (which would
require the FFR to move up to 8%), would put significant strain on the debt servicing
capacities of emerging markets, particularly those with higher proportions of external debt.
Coupled with the inflationary pressures of rising food and oil prices, these pressures may
prove to be quite destabilizing to emerging markets.

While the Fed’s mandate only requires it to train its eye on the US economy, ignoring
developments in emerging markets still carries risks, even on these terms. Indeed, the
financial contagion from stresses in emerging markets may eventually have adverse effects
on the US economy itself, a point that is likely to have grown more pronounced when one
considers the growing financial globalization of the past decade. Moving forward with
aggressive tightening by the Fed then, may need to be accompanied with liquidity provisions
to the global periphery such as FX swap/repo lines in order to contain the risks of financial
destabilization. However, this is a contradictory policy combo and one that has to be pursued
delicately - witness the ECB’s difficult attempt to thread the needle between fighting inflation
and narrowing Southern Europe’s yield spread.

Despite these risks however, Indonesia still remains slightly behind the monetary tightening
curve relative to most of its emerging Asian peers. That it can afford to do this is due to
several luxuries that it enjoys. First, as a commodity exporter, Indonesia is one of the few
beneficiaries of the current surge in commodity prices (particularly for coal), and enjoys a
strong trade surplus. Second, Indonesia boasts one of the lowest rates of inflation in



Southeast Asia, propped up partly by the government’s ongoing energy subsidies, allowing it
maintain a health real yield differential without raising rates.

None of this however, means that Indonesia is bulletproof.
Indeed, while risk perceptions of Indonesia, measured by VY PR PR 20 g e o < Re i
its 5-year CDS, are still lower relative to its Latin American Fed tightening will be felt
peers, they remain one of the highest in Southeast Asia.
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The Fed’s own rate hike schedule, currently projected to
put the FFR at the 3.25 - 3.50 range based on its own dot
plot, would also eventually require higher rates from Bank
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Indonesia (BI) as well, even if inflation remains relatively
under control.

Lurking behind this more immediate accounting of strengths and vulnerabilities however, is
another potential threat rooted in diverging medium-term expectations. The Fed, on the one
hand, has tabled in no overly dovish pivot over the next three years in its dot plot. By
admitting that drastic monetary easing will not be necessary, the Fed seems to be betting on
its ability to engineer a soft landing. Indonesia’s own expectations however, appear to be
based on a different ballgame. Energy subsidies, which are to be extended for the year, are
based on the assumption that oil prices remain at USD 100/bbl, with the hope that oil prices
might perhaps normalize the following year. Such a drastic reduction in prices aligns more
with a scenario where the Fed fails to prevent a hard landing, and the resulting recessionary
shock cools prices down. Implicit to such a scenario as well of course, would be a dovish turn
by the Fed in response to recession.

The deep uncertainty with regards to inflation’s long-term prospects has already been touched
on above. This divergence in expectations however, also reveals equally persistent
uncertainties with regards to the Fed’s monetary trajectory as well, much of which centers on
whether the Fed will be able to successfully engineer a soft landing or not. Despite the
advantages that Indonesia enjoys at present then, uncertainties over longer-term
developments are likely to press ever harder on BI’'s policy considerations, and Indonesia’s
reluctance to act pre-emptively may end up causing rapid (and painful) monetary and fiscal
adjustment by next year. It is with this in mind that we maintain our call that BI would raise
rates by 50-150 bps before the end of the year.



Chart 1. Aside from shelter, a significant portion of US inflation is being driven by
supply shocks in food and energy

_ CPI, weighted by component (May-2022 vs May-2021)

Source: US Bureau of Labor Statistics

Chart 2. Emerging market assets appear to have taken a greater hit from the Fed’s
tightening compared to developed countries, as seen from bond performance
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Source: Bloomberg (last update: 16-Jun-2022)




Selected Macroeconomic Indicator
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Notes:
*Data from earlier period

**For changes in currency: Black indicates appreciation against USD, Red otherwise

***Eor PMI, >50 indicates economic expansion, <50 otherwise



Indonesia - Economic Indicators Projection

2017 2018 2019 2020 2021 2022E

Gross Domestic Product (% YoY) 5.1 5.2 5.0 -2.1 3.7 4.8
GDP per Capita (US$) 3877 3927 4175 3912 4350 4615
Consumer Price Index Inflation (% YoY) 3.6 3.1 2.7 17 19 4.2
Bl 7 day Repo Rate (%) 4.25 6.00 5.00 3.75 3.50 4.0
USD/IDR Exchange Rate (end of year)** 13,433 14,390 13,866 14,050 14,262 14,660
Trade Balance (US$ billion) 11.8 -8.5 -3.2 21.7 35.3 48.5
Current Account Balance (% GDP) -1.6 -3.0 -2.7 -04 0.3 14

** Estimation of Rupiah’s fundamental exchange rate
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DISCLAIMER

This report is for information only, and is not intended as an offer or solicitation with respect to the purchase or sale of a security. We deem that the
information contained in this report has been taken from sources which we deem reliable. However, we do not guarantee their accuracy, and any such
information may be incomplete or condensed. None of PT. Bank Central Asia Tbk, and/or its affiliated companies and/or their respective employees and/or
agents makes any representation or warranty (express or implied) or accepts any responsibility or liability as to, or in relation to, the accuracy or
completeness of the information and opinions contained in this report or as to any information contained in this report or any other such information or
opinions remaining unchanged after the issue thereof. The Company, or any of its related companies or any individuals connected with the group accepts
no liability for any direct, special, indirect, consequential, incidental damages or any other loss or damages of any kind arising from any use of the
information herein (including any error, omission or misstatement herein, negligent or otherwise) or further communication thereof, even if the Company
or any other person has been advised of the possibility thereof. Opinion expressed is the analysts' current personal views as of the date appearing on this
material only, and subject to change without notice. It is intended for the use by recipient only and may not be reproduced or copied/photocopied or
duplicated or made available in any form, by any means, or redist ted to others without written permission of PT Bank Central Asia Tbk.

All opinions and estimates included in this report are based on certain assumptions. Actual results may differ materially. In considering any investments
you should make your own independent assessment and seek your own professional financial and legal advice. For further information please contact:
(62-21) 2358 8000, Ext: 20364 or fax to: (62-21) 2358 8343 or email: ahmad rizki@bca.co.id
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