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Economic Update – 19 February 2018

Monetary and Bonds Review
Maintaining position in rising volatility

The policy rate stayed
Bank Indonesia (BI) retained its policy rate at 4.25% in the latest BoG meeting. The central
bank also maintained deposit facility at 3.50% and lending facility at 5.00%. Current policy
rate is believed to be sufficient to keep domestic macroeconomic stability and also support
domestic macroeconomic recovery.

BI macro guidance
Central bank kept its eye open to watch rising global volatility due to increasing
expectation of higher FFR increase in 2018. We have already seen some BI’s intervention
in FX market when Rupiah reached more than Rp 13,650/USD this month, trying to keep
Rupiah below Rp 13,700/USD. On domestic side, saw that domestic macroeconomic was
getting better as the GDP growth reached 5.19% in 4Q17, driven by investment and export.
Besides, inflation remained manageable at 3.25% in January even though there was an
increasing risk from volatile food component, especially rice. Bank Indonesia also had a
wider CAD forecast (2.0% - 2.5% of GDP) than Bloomberg consensus (1.9% of GDP) but still
in line with our forecast at 2.1% of GDP due to better domestic demand which triggered
higher import. However, central bank still pointed out weak banking intermediary role as
showed by low credit growth in 2017. Bank Indonesia has 10.0% - 12.0% of credit growth
target this year and it may initiate more macroprudential policy if the target is not
reached.

More FFR hike expectation increase global volatility
Since US tax reform was signed at the end of Dec 2017, US bonds market turned into
bearish period on the awakening expectation of better economic growth in US and higher
budget deficit from tax reform. Better wage data in the beginning of Feb-18 increased
expectation that The Fed may hike FFR more than three times. Currently, US 10 year gov’t
bonds yield is already approaching 2.9% (YE 2017: 2.4%), even higher than our initial
forecast in year end 2018 at around 2.85%. We see that US 10 year gov’t bond yield may
reach 3.0% in year end. According to the latest World Economic Outlook (WEO), IMF
projects US economic growth at 2.7% in 2018, higher than its previous forecast without
considering tax reform at 2.3%. Heating up inflation in 2018 may make The Fed to increase
FFR at 4 times in this year even though we still need to see further FOMC stance in the
policy projection further in the next meeting in March when it is expected to increase the
FFR for the first time in 2018.

Indonesia bonds market may not have another bullish period due to global trend
Higher US yield started to affect Indonesia bonds in the end of January, after it had bullish
period due to Fitch rating upgrade. Indonesia yield had constantly increasing in February,
especially after global volatility escalated due to US wage data. 10 yr bonds yield already
reached 6.45% as of Feb 19 from its lowest position in Jan 2018 at 6.13%. We see that
Indonesia bonds market will follow bearish trend of US market. Our Indonesia yield model
revealed that Indonesia bond yield is highly correlated with US yield, even it is more
significant than Indonesia’s policy rate, inflation and CDS (credit default swap).
Furthermore, we expect BI 7 days reverse repo rate to stay at 4.25% in 2018 and start to
increase following global tightening trend in 2019 to 4.75%. Inflation is expected to slightly
ease at 3.5% from 3.61% in 2017 while we expect Indonesia’s credit default swap (CDS) to
be stable as rising global volatility can be accommodated with increasing Indonesia’s
macroeconomic performance.

Policy rates’ outcome
Jan

2018
Feb

2018
Est. Cons.

BI 7DRRR (%) 4.25 4.25 4.25 4.25

Deposit facility

rate (%) 3.50 3.50 3.50

Lending facility

( rate) (%) 5.00 5.00 5.00

Inflation & policy rate

Source : BPS & Bank Indonesia

Rupiah and Foreign Reserve

Source : Bloomberg
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Small room for growth in 1H18
However, we still see small room to strengthen for Indonesia bonds market in 2018,
especially in 1H18. First, we still believe Moodys will give Indonesia rating upgrade to BBB
in 1H18. According to Moodys annual research about Indonesia (which is wrongly
interpreted as Moody’s rating action by some parties), Indonesia showed improvement in
reducing external vulnerabilities and increasing policy effectiveness. Furthermore,
Moodys also highly praise Indonesia’s move to start automatic exchange of Information
(AEoI) in tax with Singapore which will stimulate higher tax revenue for Indonesia in the
future. Although Indonesia still needs to show improvement in reducing external debt, we
think that Indonesia’s ability to maintain its stability during global tightening in 2017 and
high market volatility in February 2018 make it deserve a rating upgrade from Moodys.
Second, we believe that Indonesia has a probability to be included in Bloomberg – Barclays
Global Bonds Index. As Indonesia has investment grade from all major rating agencies and
structural reformation it had, there is a high possibility that Indonesia will be added to
global bonds index. Many global investors make this index as their reference in bonds
investing, making the expected capital inflow reaching USD 5 bn.

We expect Indonesia 10 yr yield to reach 6.58% in YE 2018
We see Indonesia bonds market to enter bearish period this year, especially in 2H18, even
though there is a small room for growth in 1H18 as we’ve mentioned in previous
paragraph.  We see the global pressure in 2H18 will be higher as Fed will continue the
tightening and ECB will start to announce its future monetary tightening plan in 2H18.
Besides, we expect that rising concern of Bank Indonesia probability of increasing its
policy rate in 2019 will start to emerge by the end of 2018. Government is also expected to
widen its deficit in revised state budget 2018 to 2.4% - 2.5% of GDP due to rising needs
from subsidy budget. In 2018, we have 3 scenarios of Indonesia bonds market. We have
realistic case sees that10 yr yield will reach 6.38% in the end of 1H18 and 6.58% in the end
of 2018. Next, our optimistic case where global concern on more than 3 times FFR
increase will decline sees that 10 yr yield will reach 6.25% in 1H18 and 6.41% in YE 2018.
Our last case, the pessimistic case sees that 10 yr yield will move towards 6.63% in 1H18
and 6.81% in YE 2018. This case assumes that Indonesia will not be granted rating
upgrade by Moodys and not included in global bonds index.

Revise Rupiah forecast to Rp 13,620/USD
Assessing the latest global development, we decide to revise our Rupiah projection to Rp
13,620/USD for 2018 average and Rp 13,700/USD for YE 2018. Our forecast is based on
assumption that BI will not increase the policy rate in 2018 and CAD to widen at 2.1% of
GDP due to rising imports growth. However, we see that Rupiah will maintain its stability
against global tightening as we see that our foreign reserve is still high at USD 131.98 bn
which can be used as intervention tool by central bank.

Exhibit 1: Macroeconomic Indicator

Year-end 31-Dec 14A 15A 16A 17A 18F
Nominal GDP (Rp tn) 10,543 11,541 12,407 13,588 14,878
Nominal GDP (USD bn) 888 861 974 1,015 1,102
GDP/capita (USD) - Nominal 3,530 3,377 3,605 3,877 4,158
Real GDP (%YoY) 5.0 4.8 5.0 5.1 5.3

Private Consumption (%YoY) 5.1 5.0 5.0 4.9 5.1
Government consumption (%YoY) 2.0 5.4 -0.1 2.1 2.2
Gross Fixed Capital Formation (%YoY) 4.1 5.1 4.5 6.1 6.3
Exports (%YoY) 1.0 -2.0 -1.7 9.1 8.1
Imports (%YoY) 2.2 -5.8 -2.3 8.1 8.7

Inflation rate (%YoY) - year end 8.4 3.4 3.0 3.6 3.5
Core inflation rate (%YoY) - year end 5.5 4.0 3.1 3.0 3.3
BI Rate 7.75 7.50
BI 7 Days Reverse Repo Rate - year end 4.75 4.25 4.25
Rupiah / US Dollar - average 11,878 13,398 13,473 13,380 13,620
Rupiah / US Dollar - year end 12,440 13,788 13,346 13,555 13,700
Current account as % of GDP -2.9 -2.1 -1.8 -1.7 -2.1
Fiscal balance as % of GDP -2.4 -2.8 -2.5 -2.5 -2.4

Source: BI, BPS, MoF and Ciptadana Estimates

We revise our Rupiah expectation to
13,620/USD for 2018 average and
Rp 13,700/USD for YE 2018
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Exhibit 2: Indonesia and US 10 YR Govt Bonds Yield

Source: Bloomberg

Exhibit 3: Global Growth Forecast

Source: IMF

Exhibit 4: Indonesia 10 yr Yield Forecast

Source: OJK and Ciptadana Sekuritas Asia

Indonesia yield started to follow US
yield uptrend in February

US to have better growth
expectation due to tax reform

We see Indonesia 10 yr bond yield
to reach 6.58% in our base case.
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Exhibit 5: Asian Currency Performance YTD as of Feb 16, 2018
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