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Executive Summary

= The Fed issued a more hawkish forward guidance (only one cut this year), but market reaction
has been mildly bullish owing to the decline of US inflation in May.

= We reserve skepticism that US inflation would decline fast enough to allow the Fed to cut early,
given still-elevated “supercore” inflation and the strong job market, which continues to boost
wage growth.

» For the Fed to cut this year, US unemployment would have to rapidly increase, which contrasts
with the market’s optimism that there may not be a “hard landing” ahead.

= The USD is likely to remain volatile and reasonably strong, complicating BI policy to maintain
the IDR especially amid Indonesia’s growing saving-investment imbalance.

= BI may hike by another 25 bps this year, but the timing is highly uncertain. Concerns about
growth, expectations of a future Fed rate cut, and the use of other strategies (SRBI issuance
and FX intervention) means that BI is reluctant to hike except under extreme circumstances.

e The Fed announced no significant change in their policies, but the market’s eyes were firmly
on the future anyways - specifically September and December. As it were, the probability of
rate cuts at those two meetings increased slightly from 49% and 67%, respectively, towards
57% and 76%.

e It seems that the market put more stock on the declining US inflation rate than the Fed’s own
more-hawkish projections. The FOMC now sees only one rate cut in 2024 (vs. three in March),
and it increased its annual inflation outlook from 2.4% to 2.6% (for core inflation: 2.6% to
2.8%).

e So which one is correct? Until further data, we cannot see the May inflation report as decisive
progress towards the Fed’s 2% target, as disinflation continues to be driven primarily core
goods, which is a function of China’s excess supply.

¢ And while there is a decline in services inflation ex-shelter, it merely brings this particular
measure in line with other “supercore” inflation measures. As a whole, “supercore” inflation
remains ahead of headline and core inflation — not a good sign since the former typically leads
the latter two (Chart 1).

e There is, of course, a good argument that the US economy would slow moderately this year,
as we outlined in our recent deep dive on the US economy. Excess savings have evaporated,

while the tax-loss harvesting effect from 2023 has also disappeared.

e The main hurdle for a Fed rate cut, then, comes mainly from the supply-side, hamely energy
and wages (the main cost component for services). And since energy price, inflation, and
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unemployment rates are entangled as we wrote before (Chart 2), there would have to be a

significant increase in job loss over the coming months - which would certainly help suppress
wages - for the Fed to begin cutting in Q4-24.

Roughly speaking, with current WTI prices at USD 75 - 80/barrel, it would take an
unemployment rate of about 5.2 - 6.0% to bring headline inflation down to 2.6%. The
problem is, such a rapid momentum of job loss (from the current 4.0%) is usually associated
with the start of a recession.

The market’s optimistic bet on 1 - 2 rate cuts this year, then, may not exactly square with
its expectation of a US recession, which (according to Bloomberg survey) currently stands at
just 30% and falling. And for a data-dependent Fed, there would need to be a lot more data
to digest before it commits to a pivot.

For Indonesia, this is not a comfortable situation to be in, and the Dollar's modest decline
(-0.4% in the past two days) is unlikely to mark the start of a significant weakening cycle.
The Rupiah is still strapped in to a roller-coaster ride, especially given broadening imbalance
between domestic saving and borrowing (particularly FX borrowing), which we will cover in
an upcoming report.

The scale of this imbalance is approaching those in 2018 and 2022 (although not 2013). Both
these episodes ended with a BI rate hike cycle, and a permanent shift of the Rupiah to a
weaker level vis-a-vis USD.

The difference, of course, is that those episodes occurred when the market expected tighter
Fed policy, whereas now we are looking forward to a Fed rate cut. For this reason - and also
given concerns over slowing domestic demand - we think that BI would be reluctant to raise
rates, except under extreme circumstances.

As such, we maintain room for potentially another 25 bps hike (year-end BI Rate at 6.50%),
but the timing of that hike is strictly TBD. The chance of a hike in the next BI meeting (June
20th) may be limited by the significant inflows into SRBI since early May, which has bolstered
its FX reserves and enabled it to maintain the Rupiah below 16,300 amid the pre-FOMC

pressure. And given the mild euphoria (so far) that followed the FOMC, there might even be
room for a brief Rupiah rally, which would further disincentivize BI against hiking prematurely.



https://www.bca.co.id/-/media/Feature/Report/File/S8/Laporan-Riset-Ekonomi/2024/02/commodities-trampled-under-thucydides-global-economic-outlook-in-the-shadow-of-us-china-struggles.pdf
https://www.bca.co.id/-/media/Feature/Report/File/S8/Laporan-Riset-Ekonomi/2024/06/fx-reserves-a-costly-deal-07-june-2024.pdf
https://www.bca.co.id/-/media/Feature/Report/File/S8/Laporan-Riset-Ekonomi/2024/06/fx-reserves-a-costly-deal-07-june-2024.pdf

Chart 1. Services inflation ex-shelter declined in May, but measures of “supercore” inflation
remains ahead of headline and core inflation, possibly signalling future pressure
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Chart 2. Energy prices has been moderating but not falling further, which limits the room for
further disinflation without a significant increase in unemployment
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Panel 1. The Fed dot plot shows ever-slimmer probability of a rate cut this year (only once),
and even long-run projections have become more hawkish
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Panel 2. Services inflation has remained elevated despite continued disinflation in core goods,
while payroll gains have remained quite solid
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Panel 3. 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 3. The US government strategy to issue more short-term Treasury Bills has skewed the
yield curve, which now no longer functions as recession signal
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Chart 4. While LEI also failed to predict inflation, its recent (slight) recovery may signal
improved activities in the US, especially in manufacturing industries
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Panel 4. Sign of impending recession still limited, job loss momentum has not accelerated
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Panel 5. The Fed is slowing down its quantitative tightening (QT) with still-enlarged balance
sheet, but sufficient liquidity buffers all-around
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Chart 5. The USD remains strong but is stabilizing, but the gains in commodity prices have also
been quite limited
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Indonesia - Economic Indicators Projection

2019 2020 2021 2022 2023 2024E

Gross Domestic Product (% YoY) 5.0 -2.1 3.7 5.3 5.0 5.0
GDP per Capita (US$) 4175 3912 4350 4784 4920 5149
Consumer Price Index Inflation (% YoY) 2.7 1.7 1.9 5.5 2.6 3.2
Bl 7 day Repo Rate (%) 5.00 3.75 3.50 5.50 6.00 6.50
USD/IDR Exchange Rate (end of year)** 13,866 14,050 14,262 15,568 15,397 16,304
Trade Balance (US$ billion) -3.2 217 353 545 37.0 326
Current Account Balance (% GDP) 2.7 -04 0.3 1.0 -0.1 -0.5

*Estimated number

** Estimation of Rupiah’s fundamental exchange rate
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