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Executive Summary
* Bank Indonesia’s FX reserves stood at USD 136.4 Bn at the end of June 2022, a slight
increase of USD 0.8 Bn from the previous month’s figures. The increase in reserves however
is a good sign, but it is a rather modest one given that the government’s net global bond
issuance totaled around USD 3.5 Bn during the month.

= A tighter global liquidity environment, falling commodity prices, and slowing growth
prospects have led to considerable capital outflows from both the Indonesian stock and
bond markets.

= In order to prevent further IDR depreciation, we expect that BI will raise the BI7DRR by
75-175 bps by the year-end, with the first hike likely to start this month.

e Bank Indonesia’s FX reserves stood at USD 136.4 Bn at the end of June 2022, a slight increase
of USD 0.8 Bn from the previous month’s figures. The increase in reserves however is a good
sign, but it is a rather modest one given that the government’s net global bond issuance
totaled around USD 3.5 Bn during the month.

e This discrepancy is understandable considering that there were considerable outflows from
both the stock and bond markets, amounting to more than USD 1.5 Bn in total. This is not at
all surprising considering that the Fed’s aggressive monetary tightening have led to massive
sell-offs in emerging market bonds. Unfortunately, this resolve to fight inflation is not going
away any time soon as the Fed’s latest minutes suggest that officials are much more
concerned over inflation rather than recession. This means that the Indonesian bond markets
is still at the mercy of perhaps two more 75 bps Fed rate hikes — with the market expecting
a Fed Funds Rate of 3.3% by the end of this year.

¢ Recent declines in PMIs and multiple other economic indicators across the world suggest that
business activity appear to be slowing down - which in turn have suppressed demand (and
prices) for industrial commodities such as copper, rubber, and CPO. Slowing growth prospects
and especially the fall in commodities have led to outflows from the stock market (Chart 1)
since the earnings prospects of some of Indonesia’s top exporters in the first half of 2022 was
what drew foreign investors to the Indonesian stock market in the first place.

e To be sure, there are two silver linings to the decline in commodity prices. For one, the price
of coal - one of Indonesia’s major exports — has held up, due to strong demand as substitute



for oil and gas, the supplies of which remain highly uncertain despite their falling prices. In
addition, Indonesia is also a net importer of oil, meaning that declining oil price lightens the
government’s subsidy burden. But we are not fully out of the woods, since (1) oil prices may
quickly recover if the recent fall was in fact triggered by financial incidents, perhaps a wave
of forced liquidations, rather than genuine improvements that relieve physical market
tightness; and (2) weakening IDR also increases subsidy burden regardless of oil price.

We have mentioned a few times that expansive fiscal policy (subsidies) to fight inflation also
necessitate tighter monetary policy, and this remains the case especially as USD/IDR flirts
with the psychological barrier of 15,000. BI’'s earlier move to raise banks’ reserve requirement
ratio (RRR) is probably not the ideal tool to stanch this trend, even though it is an excellent
one to curtail inflation and cool down loan growth. RRR hike works primarily by raising yields
in the long-end of the curve, which should in theory attract inflows into government bonds.
Unfortunately, the uncertainty over Fed policy and the overall investor aversion to EM assets
seem to hinder this promise at the moment.

The main tonic for IDR will have to be a raise on the short-end of the curve, i.e. policy rate.
A substantial amount of Indonesia’s export receipts is retained abroad, both due to (1) pre-
existing arrangements, and (2) higher interest on FX deposits in foreign as opposed to
domestic banks (Chart 2). These foreign banks have generally danced to the Fed’s tune in
raising interest rates, while local banks have not. As such, the policy rate hike would have to
involve more than just the BI 7-Day Repo Rate (BI7DRR), but also the LPS rate - i.e. the
maximum interest rate that is still covered by deposit insurance - especially for FX deposits.
We reiterate our expectations that BI will raise the BI7DRR by 75-175 bps by the year-end,
with the first hike likely to start this month.



Chart 1. Aggressive Fed tightening have
led to sizeable capital outflows from Indonesia
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Chart 2. Higher interest on FX deposits in foreign as opposed
to domestic banks has led to declining FX liquidity
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Indonesia - Economic Indicators Projection
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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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