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Executive Summary

= Bank Indonesia increased the BI 7DRR by 25-bps to 3.75% as the central bank moved
to anticipate the impending increase in subsidised fuel prices.

= Upward adjustment to subsidised fuel prices would translate to higher inflation, which
may exacerbate depreciation risks die to narrowing real rate return on Rupiah-
denominated assets.

= BI may not be too hawkish in its outlook as higher inflation would threaten domestic
consumption while narrowing fiscal space and receding commodity prices would limit
other outlets of economic growth.

e Bank Indonesia finally moved from its position among interest rate laggards, having decided to
hike its policy rate (BI 7DRR) by 25bps to 3.75%. BI's decision to shelve its record low policy rate
of 3.50% came after the recent fiscal-side surprise, where the skyrocketing fuel subsidies bill
prompted the government to send signals of upward price adjustment for subsidised fuels.

e BI’s official statement clearly stated that the decision to raise interest rates had been strategically
taken to mitigate the risk of impending adjustment on subsidised fuel prices, which would translate
to a higher headline CPI figure. The recent increase in the policy rate is also broadly consistent
with BI's guidance, especially regarding its repeated statement on core inflation. Recovering
domestic demand has consistently given strength to core inflation, which last month edged closer
to 3% and is largely expected to continue up north. Per our previous report on the July CPI figure,
the transition from commodity-driven inflation to core inflation would invite some reaction from BI
as monetary tools would be more efficient in combating core inflation than foodstuffs-driven
inflation. Depending on the scale of the fuel price adjustment, we could expect the headline
inflation to reach 6.2 - 6.8% in the coming months, which may translate to further policy
adjustments in the short term.

¢ While inflation risks due to fiscal-side pressure have startled the gun on policy rate hikes, exchange
rate considerations may also continue to influence BI’s policy decision going forward. The prospect
of increasing domestic inflationary pressures would effectively narrow the real return on Rupiah-
denominated financial assets, providing no incentive for foreign investors to find their way back to
the domestic market. Receding commaodity prices due to slowing global economic activity (more
on this later) may also reduce the attractiveness of the domestic stock market, exacerbating capital
outflow risks which may wipe out the recent inflows to domestic financial markets.

e Equally concerning is the prospect of long-term US inflation. Although last month’s US CPI reading
shows that the normalisation of commodity prices has begun to bog down US inflation, more



evidence reveals that high inflation may be structural rather than a one-time event. For one, lower
post-pandemic job participation in the US may continue to fuel the wage-price inflation spiral. The
global supply would also remain highly uncertain, considering that the rift between the Sino-Russia
bloc and the western-led bloc appears to be widening. Indeed, some in the market have abandoned
the expectation that the Fed will start speaking dovishly following the increasingly apparent
economic downturn in the US, fueling the speculation that tight monetary policies would remain
throughout the following year (Chart 1). This double trouble of narrowing real return and
continued strengthening of the USD will add pressure for the IDR to depreciate, which may
encourage BI to deliver more interest rate hikes throughout the rest of the year.
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domestic economy in the periods ahead. For

one, anaemic global demand would lower commodity prices, limiting the extent to which net
exports could contribute to domestic economic growth. Lower commodity prices may also limit
liquidity flowing to the domestic private sector, reducing domestic corporate sectors’ appetite to
expand. Meanwhile, the government is set to deliver higher social spending amid a darkening
global outlook in 2023, sacrificing spending on capital goods and infrastructure projects. Upward
adjustments to subsidised fuel prices would further hit the prospect of consumption at the time
when domestic consumption is increasingly relied upon in the effort to hit next year’s 5.3%
economic growth target.

The need to maintain an accommodative policy is well captured in the recent announcement on
the RRR incentives scheme, which may not be as limiting as first thought. RRR incentives through
compliance with the so-called inclusive financing ratio (RPIM) apply to a wide range of sectors (46
sectors in total), indicating a central bank that is still well in the mood from credit expansion. While
monetary expansion is indeed a source of concern, continued loan growth may still benefit the
domestic economy, given that liquidity from the commodity windfall remains “locked” in a handful
of commodity-exporting sectors.

Prospects of long-term strengthening of the US Dollar amid falling commodity prices (while energy
prices remain relatively high due to uncertain supplies) are likely to complicate BI's policy
considerations in 2023. Without its outsized trade surplus, adjustments to the BI 7DRR are what
is left for BI to protect the IDR’s value against the much stronger USD. At the same time, hawkish
policies would jeopardise domestic consumption, which is essentially Indonesia’s trump card in
achieving the somewhat optimistic growth target in 2023. Pressures are mounting for BI to strike
a balance between growth-accommodating and exchange rate-stabilising policies. Further hikes in
the remainder of 2022 then, seems to be the most plausible scenario for now.



Chart 1. The Fed’s policy rate is expected to remain high given the prospect
of a more structural inflation in the US

FFR futures, by the end of:
Dec-2022 —Dec-2023

Dec-2024

0]
Jan-21

Source: Bloomberg

Chart 2. Banks’ liquidity dwindles relatively quickly in line with Bl’s liquidity-
draining campaign while loan disbursement continue to grow
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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:
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