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Executive Summary
= Bank Indonesia held the 7-Day Reverse Repo Rate (BI7DRR) at 3.50%, in line with market
consensus. Despite this seemingly dovish decision, BI has also changed the reserve ratio
(RRR) schedule for the second time.

= While hiking the RRR may be appropriate to curtail the recent rapid loan growth, its efficacy
in maintaining Rupiah’s stability — as opposed to a straightforward rate hike -- will have to
be seen in the coming months.

= As such, we still expect some measure of BI7DRR hikes in the coming months (50 - 150
bps for the year) especially if the Dollar continues to strengthen amid the Fed’s tightening.

e Bank Indonesia (BI) maintained its 7-Day Reverse Repo Rate (BI7DRR) at 3.50%, in line with
the market consensus. Despite this seemingly dovish decision — especially compared to other
central banks - BI also changed the reserve requirement ratio (RRR) schedule for the second
time, meaning that BI is not being so dovish after all.

e Instead of an RRR hike schedule of 6.0% (starting June) and then 6.5% (starting September),
the RRR trajectory is now increased to 6.0% (June), 7.5% (July), and finally 9.0%
(September). This means that Rupiah liquidity available for loans would be reduced by an
additional Rp 174 - 187 Tn for the year, on top of the earlier reduction (Chart 1). The move
is certainly appropriate given the rapid loan growth (9.1% YoY in April), but its efficacy in
maintaining Rupiah stability — as opposed to a straightforward rate hike — will have to be seen
in the coming months.

e The main pathway by which RRR hikes can strengthen Rupiah is by curtailing loan growth,
and therefore, demand. This would serve to slow inflation and eventually slow down import
growth, which would also improve the balance of payment. However, both of these effects
would probably only materialize after a few quarters, especially given how strong demand
currently runs. In other words, the transmission of RRR hike towards Rupiah takes a relatively
long time.

e This stands in contrast to BI7DRR hike, which would influence both cost of funds and market
perceptions instantaneously. As we mentioned in our last report on BoP, real policy rate has
had better correlation with EM exchange rates year-to-date, and the lack of a rate hike by BI
could be a partial explanation as to why the Rupiah has weakened despite Indonesia’s clearly
bright current account prospects. As such, we still expect some measure of BI7DRR hikes in



the coming months (50 - 150 bps for the year) especially if the Dollar continues to strengthen
amid the Fed’s tightening of its money spigot.

Fortunately for BI, there are a couple of good news that may make its job easier as well. The
first is obviously last week’s decision by the government to increase energy subsidies, in lieu
of price adjustments. This should help anchor inflation outlook to the 3.5 - 5.0% band (our
current forecast is at 4.1 - 4.6% YoY), and thus maintain a positive — or at least neutral -
real policy rate. There are, to be fair, a few black swans that might still result in acute
inflationary pressure, particularly with respect to foodstuffs. Dry weather in South Asia -
where 75% of Indonesia’s rice imports are coming from - as well as soaring fertilizer costs
could result in significant food inflation, which may be only partially remedied by government
intervention.

It is also important to note that the government did
not expect an increase in its fiscal deficit as a result “The RRR hike stands in
of the increase subsidies, thanks to the substantial contrast to the BIZDRR
commodity windfall. But while we do arrive at a hike, which would

influence both cost of
funds and market
perceptions
instantaneously.”

figure quite close to the government'’s estimates for
an oil price of USD 100/barrel, we also calculate that
as oil price increases, the growth of subsidies would

outpace the growth of windfall. This means an oil
price of USD 120 or higher could increase the deficit beyond 5% of the GDP. Fortunately, the
fact that BI has chosen RRR hikes instead of BI7DRR hikes should help stabilize government
financing costs in the short-term.

The second good news is the increasing likelihood that the Fed’s current tightening cycle may
end sooner - and at a lower terminal rate — than previously expected. One Fed official has in
fact mentioned that it "might make sense” for the Fed to pause further interest rate hikes
following expected 50 bps increases over the next two months. While investors still expect
the Fed to continue raising rates to around 2.75-3.00% (i.e. around four more 50 bps rate
hikes) by the end of this year (Chart 2), the slight decline in the Fed Funds Futures suggests
that markets have also started to price in US economic slowdown and therefore an earlier end
to Fed hikes. While this is not a majority opinion within the Fed as yet, such views could help
moderate the strength of the USD as well as the capital outflows from Indonesia, which
reached its peak frenzy earlier this month.



Chart 1. Banks’ excess liquidity has begun to decline following
the first round of RRR hike in March
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Chart 2. The slight decline in the Fed Funds Futures suggests that markets have started

to price in a sooner US economic slowdown
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Selected Macroeconomic Indicator
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Source: Bloomberg, Bl, BPS
Notes:

AData for January 2022
*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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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 redistributed
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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
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