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ast	month’s	 rate	cut,	 the	second	 time	 in	a	 row,	 seems	 to	be	a	 long	overdue	 response	 to	
already	 apparent	weakness	 in	 domestic	 demand,	which	 shows	 elevated	 risks	 of	 inflation	

approaching	 lower	 bound	 or	 even	 below	 BI’s	 target	 (4±1%).	 From	 domestic	 side,	 somewhat	
stabilized	 core	 inflation	 points	 to	 potential	 rebound	 in	 domestic	 consumption,	 even	 if	 credit	
growth	is	still	below	10%.	From	external	side,	we	now	also	see	that	major	central	banks	have	
shown	firmer	signal	to	normalize	monetary	policy.	We	expect	no	policy	rate	change	in	the	US	
until	December.	This	allows	Bank	Indonesia	to	leave	its	policy	rate	unchanged	while	maintaining	
its	 ability	 to	 swiftly	 respond	 to	 changes	 in	 economic	 data	 or	 new	 developments	 in	 coming	
months.	

	
Slight	Rebound	in	Domestic	Demand	Expected	in	Q4	

While	headline	inflation	in	September,	at	3.72%,	shows	further	downward	trend	after	the	effect	
of	volatile	prices	and	administered	goods	 inflation	have	worn	off,	 there	 is	sign	that	this	 trend	
will	 level	off.	Y.o.Y	and	month-to-month	core	inflation,	which	measures	condition	of	domestic	
demand	 better	 than	 headline	 inflation,	 now	 is	 slightly	 higher	 than	 in	 August.	 This	 trend	 is	
surprising	 as	 September	 monthly	 inflation	 (except	 when	 Ramadan	 falls	 around	 September)	
tends	 to	 be	 lower	 than	 the	 preceding	 months.	 We	 see	 this	 as	 the	 result	 of	 recovery	 in	
commodity	 prices	 and	 overall	 export	 performance,	 which	 in	 the	 short	 run	 acts	 to	 prevent	
further	deterioration	 in	domestic	demand	 that	 stemmed	 from	major	hike	 in	electricity	prices	
earlier	this	year	and	the	unexpected	government	budget	cut	in	Q2.	

Figure	1:	Interest	Rate	(%	pa)	

	Source:	CEIC		

Figure	2:	Inflation	Rate	(%,	mtm)	

	
Source:	CEIC	

	
With	all	signs	pointing	towards	higher	but	more	stable	commodity	prices	than	previous	years,	
particularly	 for	 coal,	 CPO,	 and	 oil,	we	 expect	 that	 consumption	 growth	will	 remain	 stable	 or	
slightly	 higher	 in	 Q4,	 most	 probably	 around	 5.0-5.1%.	 Consumption	 growth,	 however,	 will	
remain	 largely	 muted	 as	 formal	 workers	 have	 permanently	 lowered	 their	 expected	 wage	
growth	following	government	regulation	that	 limits	 increases	 in	minimum	wage,	at	 least	until	
significant	labor	market	tightening	occur	in	the	future.	Lower	expected	wage	growth	means	for	
the	good	part	of	the	last	couple	of	years,	consumers	tried	to	adjust	their	consumption	pattern,	
which	 inevitably	 led	to	significant	cuts	 in	durable	goods	consumption,	such	as	new	residential	
units,	 cars,	 and	 motorcycles.	 The	 upside	 of	 this	 condition	 is	 that	 recovery	 in	 durable	 goods	
consumption	should	be	more	apparent	in	2018	than	in	2017.	

The	 implication	of	expected	 slight	 improvement	 in	domestic	 condition	 is	 that	Bank	 Indonesia	
still	 have	 to	 pursue	 accommodative	 monetary	 policy	 in	 less	 aggressive	 fashion.	 Additional	
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stimulus	 should	be	 considered	 if	 core	 inflation	 remains	weak	 in	October.	As	 the	 real	 interest	
rates	were	decreasing	since	early	2016,	the	increases	in	the	last	3	months	could	turn	to	be	an	
indication	of	a	trend	of	too	low	inflation	rate.	On	the	other	hand,	if	core	inflation	can	go	up	a	
little	bit	higher,	BI	should	be	comfortable	with	the	fact	that,	as	year-to-date	headline	inflation	is	
2.66%	in	September,	there	is	very	good	chance	that	end-of-year	inflation	will	hover	around	the	
3.5%-3.7%	 range.	 Judging	 solely	 from	 domestic	 condition,	 BI	 is	 wise	 to	 adopt	 wait-and-see	
attitude	but	reaffirms	its	verbal	commitment	to	provide	more	accommodative	policy.	

	
External	Pressure	Not	to	Affect	Rupiah	Significantly	

Increased	volatility	 in	Rupiah	 in	 the	 last	 two	months	and	 recent	depreciation	 to	13,500	 level,	
after	 virtually	 no	 volatility	 environment	 in	 the	 preceding	 8	 months,	 further	 strengthen	 the	
impression	 that	 Bank	 Indonesia	 is	more	 comfortable	with	 rather	weaker	 Rupiah.	 It	 indicates	
implicit	 signal	 that	 Bank	 Indonesia	 is	 also	 trying	 to	 provide	 indirect	 stimulus	 to	 domestic	
economy	through	competitive	exchange	rate	for	exporters.	This	approach	is	not	unjustified,	as	
(1)	impending	interest	rate	normalization	in	US,	Eurozone,	and	possibly	Japan	limit	the	room	for	
rate	 cut	 and	 (2)	 slightly	weaker	 exchange	 rate	 coincides	with	 rising	 commodity	 prices,	which	
will	 be	 translated	 to	 higher	 profits	 for	 the	 likes	 of	 CPO	 farmers,	 coal	 miners,	 and	 related	
industries.	

Figure	3:	GDP	Growth	(y.o.y)	
	

	
	Source:	CEIC	

Figure	4:	IDR/USD	and	Accumulated	Portfolio	
Capital	Inflow	in	the	Last	12	Months	

	Source:	CEIC	

Another	 noteworthy	 phenomenon	 is	 that	 global	 financial	 market	 recently	 has	 become	
seemingly	more	 immune	 to	 adverse	 events	 than	 it	 normally	would	 have	 been.	 For	 example,	
global	 market	 corrections	 following	 Hurricane	 Harvey,	 Irma,	 and	 Jose,	 chaotic	 Catalonia	
referendum,	or	even	major	geopolitical	 risks	 such	as	worsening	war	of	words	between	North	
Korea	and	United	States,	are	short-lived	and	there	is	a	general	trend	of	more	risk-taking	among	
market	participants.	We	also	expect	 that	policy	normalization	 in	US,	Eurozone,	or	 Japan	have	
already	been	priced	in	by	market	participants	in	this	higher	risk	tolerance	environment,	which	
in	the	short	term	limits	the	potential	external	risks	for	Rupiah	and	emerging	market	currencies	
as	a	whole.	However,	Bank	Indonesia	is	well-advised	to	consider	more	risk-averse	approach	to	
external	 risk	 and,	 combined	 with	 signs	 of	 moderate	 inflation,	 should	 prompt	 wait-and-see	
attitude	by	leaving	the	policy	rate	unchanged.		
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