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Executive Summary

= BI's FX reserves position declined to USD 130.8 Bn by the end of September 2022. Bl's
intervention in the FX market and external debt payment appears to outweigh last
month’s global bond issuance by the government.

= FX liquidity within the domestic banking remains limited despite the 50bps increase in
LPS rate for foreign saving accounts. In contrast, demand for FX in the domestic market
shows little evidence of slowing down.

* Indonesia’s bond market remains stable amid the recent global bond sell-off. However,
pressures remain as the Fed’s steeper rate hike trajectory may widen the policy rate
spread between BI and the Fed.

e Bank Indonesia’s official reserves asset position stood at USD 130.8 Bn by the end of September
2022, declining slightly from USD 132.2 Bn in August 2022. This decline occurred despite the
government’s USD 2.8 Bn global bond issuance last month as BI grappled with upticks of
uncertainty in the global financial market while the government was hit by external debt
repayment. BI's FX reserves position remains ample, although the current reserves-to-import
coverage (5.9) marks the lowest level since July 2013.

e A higher import number is not a bad sign. For one, strong confidence in the economy often
translates to higher imports of machinery as businesses look to expand their productive capacity.
However, too-high imports combined with lower FX reserves position could undermine the
presently positive sentiment in the IDR. Continued exuberance in Indonesia’s import growth, either
due to the purchase of capital goods or energy commodities, may stretch FX liquidity in the
domestic economy, especially if domestic banks continue to face double-digit demand for FX loans
(Chart 1).

e The prospect of improving FX availability in the domestic economy remains limited. The sizable
interest rate differential between Indonesian and foreign banks causes foreign currencies to
continue to escape the grip of local banks, limiting FX availability in the domestic banking system.
Indeed, Indonesia’s deposit insurance authority (LPS) had raised the guaranteed rates on FX
savings by 50 bps to 0.75%. But this adjustment is, arguably, minuscule compared to rates offered
by overseas banks that are closer to the Fed'’s.

e Another thing to consider is that USD deposits within the Indonesian banking system are locked in
a handful of accounts, courtesy of the uneven distribution of hard currencies liquidity across
sectors. This situation reflects the uncertainty concerning FX availability in the domestic banking



sector, as the availability of external financing would depend on the whims of a small club of
depositors.

Of course, banks could always mitigate the uncertain US Dollar liquidity condition by looking
outward, either by borrowing from foreign banks or through global bond issuance - something that
we've seen throughout the first half of the year. However, this is an increasingly expensive strategy
given the Fed’s continuing rate hike. Lower FX liquidity may encourage banks to be more
conservative in providing external financing. In contrast, limited FX financing availability would
lead to increasing reluctance among Indonesia’s hard currencies-getter to convert their FX revenue
for IDR. Consequentially, there are arguably two ways out of this impasse: either the IDR
depreciates further, or the domestic demand for USD (i.e., for imports) has to slow down.
Depreciating IDR may entice BI to draw down its FX reserves to stabilise the IDR’s value.

Spending reserves on FX market intervention looks, increasingly, mainly as a means of smoothing
day-to-day exchange rate fluctuations rather than arresting depreciation outright. We should be
aware that reserves are more useful as a deterrent; further declines in the reserves-to-imports
ratio may presage further depreciation, as we saw in the 2013 ‘taper tantrum’ occurrence.

Another factor limiting Indonesia’s FX reserves
position is the continuing foreign capital outflows in "BI's FX market

the domestic bond market, which had accumulated to intervention looks
shy of USD 9.8 Bn compared to the position earlier in /'ncreasjng/y as a means of

the year (Chart 2). Granted, bond market sell-off is smoothing exchange rate
not an exclusively Indonesia or emerging markets fluctuations”

problem, evident from the recent tumult in the UK gilt
market. Indeed, a more attractive yield on US-backed securities may increase yield-seeking
investors’ appetite for US financial assets, a contributing factor to the recent global bond sell-offs.

Indonesia, if anything, is one of the few countries that managed to emerge from the global bond
rout relatively unscathed. Indonesian bonds only lost 3.64% of its value throughout the worldwide
sell-off in Q3 2022, offering shelter from extreme volatility in global markets thanks to the healthy
spread between Indonesian and US bonds. Despite this relative strength, however, the domestic
bond market is still under some pressure. Uncertain global conditions aside, increasing inflationary
pressures would suppress the real-rate return on Rupiah-denominated bonds, reducing the
incentive for foreign investors to find their way back to the Indonesian market. BI's softer rate hike
trajectory would also widen the policy rate spread between BI and the Fed, adding to the selling
pressure on the Indonesian market.

Some may argue that we are already close to the ‘peak dollar’ situation, as evidence of a weakening
US labour market and softening economic activities are starting to emerge. There are also concerns
that higher interest rates would limit the US and global corporates’ ability to roll over their debt,
which may worsen the upcoming economic slump. However, the great inflation period of 1965-
1982 shows that a ‘stop-and-go’ policy is ineffectual in whipping the inflation down, worsening the
inflationary dynamics that lead to economic stress. FOMC chair Powell is, of course, well aware of
this history, as evident from the September FOMC meeting’s dot plot that signals FOMC's tighter-
for-longer policy outlook. Continued US monetary policy tightening reflects the depreciation risk
faced by the IDR, and policy rate increases to the tune of 50-100 bps throughout the rest of 2022
may help BI in its efforts to maintain the stability of the IDR.



Chart 1. Worsening domestic FX liquidity condition may add pressure
or the IDR to depreciate
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Chart 2. Higher domestic inflation and the prospect of widening the Fed — Bl policy

rate spread did little to curb capital outflows in the bond market
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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$) 3877 3927 4175 3912 4350 4564
Consumer Price Index Inflation (% YoY) 3.6 3.1 2.7 17 19 7.1
Bl 7-day Repo Rate (%) 4.25 6.00 5.00 3.75 3.50 475
USD/IDR Exchange Rate (end of the year)** 13,433 14,390 13,866 14,050 14,262 15,293
Trade Balance (US$ billion) 11.8 -8.5 -3.2 21.7 35.3 455
Current Account Balance (% GDP) -1.6 -3.0 -2.7 -04 0.3 14

** Estimation of the 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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