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Macro Analysis 26 July 2023
Indonesia Monetary Indicators Bl Might Consider Starting its 7DRRR Cut in October

BI's Benchmark Rate and Forecasts June July

7Day Reverse Repo Rate 575%  5.75% Bank Indonesia decided to keep its benchmark interest rate at 5.75% (6 months

Deposit Facility Rate 500%  5.00% in a row). The decision was made to maintain the stability of the Rupiah

Lending Facility Rate 6.50%  6.50% exchange rate amid global market turmoil. Bl also announced its projection for

2023 GDP Growth Forecast 4553% 4.55.3% the Fed's interest rate in 2H23 (2X25 bps hike in July and September to 5.75%).

2023 Current Account Ratio Forecast 0.4-(-0.4)% 0.4-(-0.4)% In our opinion, this announcement is a signal that Bl is preparing to start cutting

2023 Inflation Target % 3% its 7DRRR in 4Q23 due to four factors, namely:

2023 Credit Growth Forecast 10-12%  9-11%

Money Supply and Banking Sector Indicators May  lune a) the low probability of the Fed announcing a second 25 bps hike in

Currency Growth 45%  8.7% September (based on US core PCE inflation projections),

Narrow Money (M1) Growth 34%  NA b) huge possibility for the deceleration of domestic inflation to lower than 3%

Broad Money (M2) Growth 6.1% NA yoy in October,

Third Party's Deposit Growth 66%  5.8% c) the high probability of a decline in banking credit growth in the coming

Bank Loan Growth 9.4% 7.8% months, and

Electronic Money Transaction Growth 9% 148% d) the cut will help correct anomalies in the domestic bond market, which

Digital Banking Transaction Growth 8% 116% negatively impacted the foreign inflow-driven bullish rally.

ATM, Debit and Credit Card Transaction Growth 8.3% 3.0%
Source: Bank Indonesia, SSI Research

Bank Indonesia kept its benchmark interest rate at 5.75%, in line with
consensus (Jun: 5.75%; Cons Jul: & SSI: 5.75%) for 6 months in a row. The
decision was taken to maintain the stability of the Rupiah exchange rate, which
had depreciated to IDR 15,195 per USD on July 10 due to the Fed’s plan to raise
its terminal rate by 2X25 bps to 5.75% in 2H23. Although global market players
expect the Fed rate hike this month (1X25 bps to 5.5%) to be the last one, Bl
Governor Perry Warjiyo anticipates a second hike in September (Bl prediksi the
Fed naikkan suku bunga dua kali lagi hingga akhir tahun), sooner than market
projections (November).

We believe that the assumption was made because Bl is considering to start
its 7DRRR cut in October, just as we predicted (Expect Bl rate cuts in
September _or October). There are four factors forming the basis of our
argument. The first one is the potential deceleration of domestic inflation as
the impact of fuel price hikes in September continues to fade away. According
to our estimates in the June inflation report (inflation slowdown in Jun supports
rate cuts, though Rupiah depreciation might deter Bl), Indonesia’s inflation
might decline to 2.4% yoy in September, and Bl has anticipated the possibility
by setting a rather low inflation target range for 2024 (2.5+1%).

The second one is to prevent a slowdown in banking credit growth. Bl realizes
that the high interest rate policy hurts banking credit growth, which fell to 7.8%
yoy inJune (May: 9.4% yoy). This decline also had a negative impact on the FY23
credit growth projection, which fell to 9-11% (Prev: 10-12%). To prevent further
decline, Bl chose macroprudential policy instruments, such as incentives for
downstream credit distribution, housing, tourism, and MSMEs (micro, small
and medium enterprises). However, this policy only functions as a ‘band-aid’,
and it cannot replace benchmark interest rate cuts.
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The third is the fact that ‘operation twist’ policy, which is done to maintain the
stability of the Rupiah exchange rate, is not as effective as before. The policy
distorted the foreign inflow-driven bullish rally in the domestic bond market
(see Chart 1). The bullish steepening pattern that appeared on the bond market
has turned to flattening (see Chart 2). The pattern change occurred because the
2Y and 3Y yields suddenly went up (see chart 3), while long tenor yields (10Y
and 15Y) remained in a sideways position (see Chart 4). The distortion can only
be overcome by Bl rate cuts.

The fourth is the high probability of US core PCE inflation falling lower than the
Fed's June forecast (3.9%). We believe that the plan for the second Fed rate
hike depends on the assumption of whether the US core PCE inflation rate falls
below the projected mark (3.9%) or not. To explore this possibility, we have
prepared three scenarios, consisting of a baseline scenario (core PCE inflation
of 0.2% mom through the end of the year, based on the core CPI inflation in
June of 0.16% mom), bullish (0.1% mom) and bearish (0.3% mom). If we use our
baseline estimate, US core PCE inflation might decline to the projected limit of
3.9% yoy in August and continue decelerating to 3.7% yoy in September.
Meanwhile, if we use our bearish estimate, US core PCE inflation might stay
above 4% through the end of this year (see Chart 5). Based on these projections,
we estimate that the probability of US core PCE inflation falling lower than the
Fed's 3.9% projection is 80%. Thus, the probability of a second Fed rate hike in
September or thereafter is only 20%.

Based on the four arguments we presented, we believe there’s a huge
possibility that Bl will start cutting its 7DRRR in October by 2X25 bps to 5.25%
in 4Q23. We also estimate that Bl will continue to cut its 7DRRR in 1H24 by 4X25
bps to 4.25% (see Table 1).
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Table 1. SSI Macroeconomic Forecast Table

Indicators (% yoy) 1Q22 2Q22 3Q22 4Q22 1Q23 2023F 3Q23F 4Q23F 1Q24F 2Q24F 3Q24F  4Q24F FY22 FY23F FY24F
Real GDP (NSA % qoq) (1.0) 3.7 1.8 4.0 (0.9) 3.4 1.7 0.6 (0.8) 3.5 14 0.8
Real GDP 5.0 5.4 5.7 5.0 5.0 4.6 4.5 4.7 4.8 5.0 4.7 5.0 5.3 4.7 4.9
Unemployment rate (% nsa) 5.8 5.8 5.9 5.9 5.5 5.5 5.4 5.3 5.2 5.1 5.1 5.0 5.9 53 5.0
Consumer price 2.6 4.4 6.0 5.5 5.0 3.5 24 2.6 2.7 3.1 33 33 5.5 2.6 33
Current account balance (% to GDP) 0.2 1.1 1.3 1.3 0.9 (1.3) (0.9) (1.1) (0.7) (1.9) (1.3) (1.6) 10 (06) (14)
12M rolling sum 0.4 0.9 0.8 1.0 1.2 0.5 (0.1) (0.6) (1.1) (1.2) (1.3) (1.4) ' ' '
Fiscal balance (% to GDP) 0.1 0.5 0.3 (2.4) 0.6 0.7 (1.3) (2.5) (0.7) (1.3) (1.9) (2.6) (2.4) (2.5) (2.6)
Policy rate, 7 day reverse repo rate (%) 3.50 3.50 4.25 5.50 5.75 5.75 5.75 5.25 4.75 4.25 4.25 4.25 5.50 5.25 4.25
10-year government bond yield (%) 6.74 7.22 7.37 6.94 6.79 6.26 6.20 6.00 5.80 5.50 5.70 5.60 6.94 6.00 5.60
Exchange rate (USD/IDR) 14369 | 14898 | 15228 | 15568 | 14995| 14993 | 14,700 | 14,900| 15,000| 14900| 14,800| 14,700 | 15568 | 14,900| 14,700
Source: SSI Research.
Chart 1. Foreign Capital Inflow to Indonesia Capital Market
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Chart 2. Samuel’s Main INDOGB Yield Indicator
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Chart 3. Samuel’s Short-term SBN Yield Indicator
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Chart 4. Samuel’s Long-term SBN Yield Indicator
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Chart 5. Samuel’s Projection on US PCE Inflation
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