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Executive Summary

e The Fed raised the federal funds rate by another 75 bps to a range of 3 - 3.25% during the
September FOMC meeting. Additionally, the Fed’s dot plot shows that officials plan on hiking
rates by another 125 bps by the end of this year.

e Despite the Fed’s efforts to tame inflation, several factors complicate the picture, including
Russia’s threats to escalate the war in Ukraine and hot US labor market conditions. And
even if the Fed manages to bring down inflation, it is likely to bring the US economy into
recession.

e Bank Indonesia’s (BI) decision to raise its BI7DRR by 50 bps to 4.25% then should be seen
in the light of the Dollar's all-conquering strength. The hike is also a pre-emptive strike
against rising inflation after the fuel price hike earlier this month. As we mentioned before,
BI's rate hikes are likely not designed to match the increase in headline inflation, but rather
that of core inflation. This means the year-end BI7DRR will probably end up between 4.75
- 5.25%, depending on the extent of further pressure from the Dollar.

e The Fed raised the federal funds rate by another 75 bps to a range of 3 - 3.25% during the
September FOMC meeting. While the rate hike is in line with most analysts’ expectations, the
markets’ less than splendid reaction to the interest rate decision suggests that the Fed’s
forward guidance may be more hawkish than some had originally anticipated (Chart 1).
Indeed, projections from the meeting indicated that the Fed is planning to hike rates by
another 125 bps in the last two FOMC meetings this year, followed by another 25 bps hike
until the benchmark rate reaches a terminal rate of 4.6% in 2023. The dot plot of Fed officials’
expectations also suggest that rate cuts will unlikely occur until 2024, despite the expected
slowdown in economic growth.

e The Fed’s efforts to tame US inflation however is complicated by numerous factors. For one,
Russia threaten to escalate its war in Ukraine, again possibly hampering oil and gas supply to
global market. Meanwhile, the hot US labor market conditions is pushing up wages and service
sector inflation.

e Finally, even if the Fed manages to bring down inflation - a tall order at this point - it is likely
to come at the cost of recession. This is something that we can glean from both the inverted
yield curve and the Fed's own unemployment projections, which keep increasing from
meetings to meetings.



¢ Amid the Fed's hawkish announcement, the central bank is easing in at least one dimension:
stopping its mortgage-backed securities (MBS) sell-off starting September 15. But while this
move could help prevent mortgage rates from rising further and therefore slow the crunch in
the US property sector, it may have unfortunate side effects for emerging markets as the Fed
will have to sell US Treasury at a faster pace. Furthermore, with less risk of its housing market
"breaking", the Fed might be encouraged to hike more aggressively, leading to stronger Dollar
and therefore effectively "offloading" the risks overseas.

e Bank Indonesia’s (BI) decision to raise its BI7DRR by 50 bps to 4.25%, then, should be seen
in the light of the Dollar's all-conquering strength. Indonesian Rupiah remains one of the best-
performing currencies YTD, but the performance of some of its peers such as the Indian Rupee
following the Fed rate hike serves as a warning sign. BI's decision also parallels that of other
central banks today such as the BoE (50 bps) and SNB (75 bps), which are similarly
responding to the Fed.

e The hike is also a pre-emptive strike against rising inflation after the fuel price hike earlier
this month. BI is expecting inflation to increase by about 1% MoM in September, which would
translate to 5.78% in YoY terms. As we mentioned before, BI's rate hikes are likely not
designed to match the increase in headline inflation, but rather that of core inflation. This
means the year-end BI7DRR will probably end up between 4.75 - 5.25%, depending on the
extent of further pressure from the Dollar.

e This is, of course, still quite a moderate course by this year's standards (a total of 125 - 175
bps hike). There are still many factors that work in Indonesia's favor, particularly the current
account surplus - which we deem likely to exceed 1% of GDP even before Russia's latest
escalation. In addition, BI is also still letting the shorter-end of the yield curve rise in a bid to
attract foreign bond investors (Chart 2), while the worsening outlook for many other EMs
such as India could pique some interest towards Indonesia, which has been a winner albeit
somewhat overlooked in the current situation.



Chart 2. Markets have expected the fed funds rate (FFR) to reach 4.29% by Dec 2023, even
though the Fed is planning to bring the FFR up to 4.6% with no intentions of cutting until 2024
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Chart 2. Bl’s operation twist is driving short-term yields and increase attractiveness of
Indonesian assets
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Indonesia - Economic Indicators Projection

2017 2018 2019 2020 2021 2022E

Gross Domestic Product (% YoY) 5.1 5.2 5.0 -2.1 3.7 5.1
GDP per Capita (US$) 3877 3927 4175 3912 4350 4564
Consumer Price Index Inflation (% YoY) 3.6 3.1 2.7 1.7 1.9 7.1
Bl 7 day Repo Rate (%) 4.25 6.00 5.00 3.75 3.50 475
USD/IDR Exchange Rate (end of year)** 13,433 14,390 13,866 14,050 14,262 15,293
Trade Balance (US$ billion) 11.8 -8.5 -3.2 217 353 455
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 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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