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Executive Summary

= The Fed delivered an expected 25 bps rate hike in January’s FOMC. It also indicated that its
current tighter monetary cycle could be close to the desired terminal rate, possibly converging
with market expectations of a soft landing scenario.

» The soft landing scenario should benefit Indonesia as it would attract significant foreign inflow
returns amidst thinning trade surplus. More importantly it would allow BI to pause its own rate
hiking cycle albeit cautious of the return of global volatility.

e The Federal Reserve delivered a 25 bps rate hike in the first FOMC of the year, driving the
Fed Funds rate to 4.5%-4.75% in line with market predictions. Along with rate hikes, there
has been significant change in the Fed’s wording stated in its implementation note. Firstly the
Fed finally recognizes its previous tightening cycle has caused a significant slowdown in
inflationary pressures. Secondly it also hinted significant change in its rate policy path, in
which a pause in rate hiking maybe possible. On the side lines, the central bank plans to
continue its purchase of US treasuries and mortgage backed securities up to $ 60 billion and
$ 35 billion per month respectively.

¢ Indeed US inflation has been rapidly dwindling thanks to mostly supply side factors: dropping
global energy prices due to warmer weather in Europe and the relatively successful
implementation of the G7 initiated oil price cap. Improving relations between US and China
also reduce the risk of geopolitical flare ups for the time being.

e All the while the US demand remain relatively solid (for now) with core inflation remaining at
elevated levels. Learning from history, the Fed also increasingly take notice of the lagging
impact of its tighter monetary policy on the labor market. The still tighter labor market can
be seen from the rapid rehiring of white collar workers laid off in the tech winter and still
robust wage growth. However the real causes are likely to be structural demographic factors
such as dwindling migration and aging population.

¢ Meanwhile the global outlook is also improving. Better than expected European adaptation of
high gas prices and the alleviating Covid-19 wave in China could prevent a deeper global
recession. Possible lifting of US sanctions on Venezuela could improve global oil supplies,
reducing pressure on oil prices. These changes increasingly shift the needle from a “higher
for longer” scenario to a “soft landing” scenario for the Fed, closing in the large difference
between Fed and market expectations.



e Initially markets-which seem to favor a rapid Fed pivot- were disappointed by the Fed’s
change in policy path pushing equities lower. However it then quickly recovered -the Dollar
sinking to multi month lows and bond yields tumbling- after grasping the softening inflation
outlook and better than expected earnings of tech companies. Most notably investors saw
increasing acceptance of a Fed pause as a significant sign of more dovish policy ahead, a
vindication of its own prediction of Fed policy path of peaking in June and cutting by December
of this year.

e For Indonesia specifically a soft landing scenario would be a sweet spot. Global commodity
prices would remain moderate, sufficient enough to support domestic growth but unlikely to
trigger further increases in retail fuel prices, critical for domestic consumption. An improved
global outlook may not be enough to provide significant push for all important coal prices,
thinning out Indonesia’s trade surplus. Capital inflows should accelerate, buoying the nation’s
bond market and the Rupiah. More importantly for BI a soft landing scenario coupled with
mild domestic inflation would provide it with some leeway to do its own pause in the short
run and allow the domestic momentum to continue.

Panel 1. Fed hikes are expected to continue into 2023, but Indonesia maintains healthy nominal
yield spreads versus the US especially in the longer end
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Panel 2. The long-run expectation of US inflation remains well-anchored but the inflation
expectation remains stubbornly high due to some sticky components
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Chart 1. The FOMC still expects a soft-landing scenario, but the spectre of recession has
become more apparent
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Chart 2. GDP nowcast points to slowing demand amidst strong GDP print
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Chart 3. Weakening demand has lowered commodity prices but a strong USD
might still be needed to suppress prices even more
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Panel 3. Stress has risen in Treasury and FX markets while the US money
market stays quiescent
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Selected Macroeconomic Indicator
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Indonesia - Economic Indicators Projection

2018 2019 2020 2021 2022 2023E

Gross Domestic Product (% YoY) 5.2 5.0 -2.1 3.7 5.3* 47
GDP per Capita (US$) 3927 4175 3912 4350 4564* 5011
Consumer Price Index Inflation (% YoY) 3.1 2.7 1.7 1.9 5.5 43
Bl 7 day Repo Rate (%) 6.00 5.00 3.75 3.50 5.50 6.00
USD/IDR Exchange Rate (end of year)** 14,390 13,866 14,050 14,262 15,568 15,647
Trade Balance (US$ billion) -8.5 -3.2 217 353 55.8* 432
Current Account Balance (% GDP) -3.0 2.7 -04 0.3 0.9* -0.2

*Estimated number

** Estimation of Rupiah’s fundamental exchange rate
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