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Executive Summary

= The Federal Reserve has left its policy rate unchanged at 4.25-4.50%, maintaining a wait-and-
see stance amidst elevated risks to both sides of its dual mandate.

» The threat tariffs pose to US economic growth appears to be more credible than their inflationary
impact, leading to the expectation that the Fed will still cut the FFR later in the year.

* Anaemic domestic demand and the need to shield local industries through a managed
depreciation may encourage Bank Indonesia to maintain its dovish policy bias.

e The Federal Reserve maintained its policy rate at 4.25-4.50%, the third time FOMC members
voted to keep the Fed Funds Rate (FFR) unchanged in 2025. Not so much change during the
meeting policy-wise, but the latest FOMC meeting remains an eventful one as Fed Chairman
Jerome Powell played the role of Cassandra against President Trump’s rolling threats on
tariffs.

e Indeed, Chairman Powell took his time following the meeting to elaborate further on his
thinking regarding the galloping US tariffs, going beyond the standard Fedspeak of “elevating
risks to both sides of the Fed’s dual mandate”. The Fed chairman stated that the tariff, in its
current form, would prevent the Fed from achieving its mandated goals for at least the next
year, even hinting that trade negotiations could materially reshape the monetary policy
landscape in a way that benefits the central bank. This exercise of non-monetary policy-
prescribing is uncommon in central banking practices, highlighting the unusual situation the
Fed is finding itself in.

e Chairman Powell's answers during the post-FOMC press release illustrate the uneasy
relationship between the Fed and the US government. President Trump has repeatedly
criticised Chairman Powell for the Fed’s lack of rate cut actions, even going as far as to
compare the Fed to the ECB. The situation facing the two economic giants, of course, is starkly
different. The Euro is appreciating as investors fled from the US market, helping to keep
Eurobond yields stable despite the higher debt issuance. Military build-ups in Berlin, Paris and
Warsaw alike also help to revive manufacturing activities within the bloc, while the US
economic growth engine is cooling down.

o Despite the political (and popular) pressure and the bleak tariff-linked stagflationary outlook
lying ahead, the Fed’s decision not to pre-emptively adjust its policy rate is understandable.
The Fed is not sweating over the 0.3% SAAR contraction in Q1-2025 US GDP growth figure
(2.4% SAAR in Q4-2025), as the number results from the drag in the net exports component
due to front-loaded import orders in anticipation of President Trump’s tariff.



Despite some weakening, the US services PMI (50.8 in April 2025, according to S&P) also
remains in the expansionary zone, while the private non-farm payroll remains stable at 167K
(133K forecast in April 2025). The Fed, then, can afford to wait on the maximum employment
part of its mandate, albeit weaker demand for US services exports amidst the global economic
slowdown means that the country’s service-based economy may continue to move southward
as the year further progresses.

Meanwhile, the market remains relatively coy on the inflation picture, at least in the short
term. Oil prices appear poised to break below USD 60/bl as Saudi Arabia leads OPEC+ in
increasing output. Meanwhile, US core inflation is expected to remain stable in the short term,
supported by the USD’s relative strength and still-
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The question, then, is which side of its dual mandate the Fed will look to tackle first if (and
when) the tariff shock comes in full swing. While rising military tensions (such as the recent
one between India and Pakistan) often feed inflationary pressure globally, the market
appears to be looking at the threat to the maximum employment mandate to be a
more credible threat to the US economy, given the anaemic investment (due to tariff-
induced uncertainties) and weakening household income needed to sustain domestic
consumption. Indeed, the market is still pricing in a total of 75 bps of FFR cuts in 2025,
although the anticipated timing of the first cut has shifted from the July FOMC meeting to
September.

We can expect, then, that the case for the USD to return to its YTD peak is unconvincing, and
the DXY index may continue to languish near or below its post-pandemic average of 101.34.
However, there are two interesting things to consider. First, even at the current level, the
DXY index is still high relative to its historical level, meaning that the USD remains expensive
for most.

Second, while the recent Asia-wide currency appreciation further contributes to the ‘Dollar-
down’ milieu, the 6.71% MTD spike in the TWDUSD exchange rate appears to be driven less
by expectations of a looser monetary policy posture and more by the unwinding TWD carry
trade, leading to liquidity flowing back to the Asian market.

Another important question is what does this mean for Indonesia. Unfortunately, not much.
Foreign inflows to the Indonesian financial market remain limited to the short-term end of the
market, although BI's bond-buying programme is still helping to keep the long end of the
curve anchored.

Moreover, as the sharp decline in BI's FX reserves position suggests, BI still need to maintain
its presence in the market to stabilise the currency, while efforts to boost the domestic
FX liquidity condition by strengthening the DHE (export proceeds) regulation fall
flat amidst declining commodity prices as well as a laxer rule that allows conversion
in lieu of repatriation. A sizable number of maturing securities also underscores the
challenges facing the Rupiah mid-year, which is further compounded by seasonal spikes in
external payments (such as dividend repatriation and Hajj-related expenses).




On the real sector side, the lack of progress in
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other Asian currencies than against the USD), helping shield domestic industries from the risk
of supply re-routing. Further monetary policy easing could reinforce this controlled
depreciation, which, apart from protecting domestic manufacturers could also help balance
the services side of Indonesia’s current account by discouraging outbound travel.

With macroprudential conditions already accommodative, another policy rate cut remains the
only major easing tool yet to be deployed (apart from the pre-emptive rate cut in January).
Nonetheless, given the still challenging and mercurial external conditions, BI's path to policy
loosening may remain tethered to the Fed’s stance, meaning that another rate cut may be
deferred until late summer.




Panel 1. Stagflation risks compel FOMC members to maintain their 50-bps rate cut signal,
although the market is expecting more
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Chart 1. Rather than the labour market, the galloping US import tariffs is more of a concern for
the Fed
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Panel 2. The Fed was caught flat-footed in 2021-22, but recently its projections for inflation and
unemployment have been closer to the mark
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Chart 2. Investors are reassessing the US market'’s credibility as a safe haven amid rising policy
uncertainties, keeping the benchmark UST yield elevated.

-Yield UST 10Y

m Term premium 10Y

-1
Jan-24 Feb-24 Apr-24 May-24 Jul-24 Sep-24 Oct-24 Dec-24 Jan-25 Mar-25 May-25

Source: Bloomberg, calculations by BCA Economist




Chart 3. Recession fears are creeping in in the US as the LEl index moves southward again

% YoY

fN\ V',/\\\/’\ | \M‘/\\/\ |
/

— US leading economic index

\

Jan-g97 Jul-o0 Feb-o4 Aug-o7 Feb-11 Sep-14 Mar-18 Sep-21 Apr-25

-20
Jan-g90 Jul-93

Source: Conference Board

Panel 3. Signs of impending recession are rising together with the US import tariff
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Panel 4. The Fed slows its QT campaign to USD 5 Bn per month, reflecting liquidity concerns in
the UST market and the dwindling liquidity buffer (RRP) within its balance sheet
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Chart 4. The USD is slowly moving out of its peak, but the global commodity market remains
soft due to slowing manufacturing activities in China
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Selected Macroeconomic Indicators
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Notes:
*Data from earlier period

**For changes in currency: Black indicates appreciation against USD, Red otherwise

***Eor PMI, >50 indicates economic expansion, <50 otherwise
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Indonesia - Economic Indicators Projection

2019 2020 2021 2022 2023 2024 2025E
Real GDP growth (% YoY) 5.0 -2.1 3.7 5.3 5.0 5.0 4.8
Nominal GDP growth (% YoY) 6.7 -2.5 9.9 15.4 6.7 6.0 5.7
GDP per capita (USD) 4175 3912 4350 4784 4920 4960 4996
CPl inflation (% YoY) 2.7 1.7 1.9 5.5 2.6 1.6 2.1
Bl Rate (%) 5.00 3.75 3.50 5.50 6.00 6.00 5.50
SBN 10Y yield (%) 7.04 5.86 6.36 6.92 6.45 6.97 7.68
USD/IDR exchange rate (end of year) 13,866 14,050 14,262 15,568 15,397 16,102 16,943
Trade balance (USD Bn) -3.2 21.7 35.3 54.5 37.0 31.0 26.0
Current account balance (% of GDP) -2.7 -0.4 0.3 1.0 -0.1 -0.6 -1.0

Notes:

USD/IDR exchange rate projections are for fundamental values; market values may diverge significantly at any moment in time
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