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Abstract

The aim of this research is to anaylse the influence of world CPO price on real exchange rate of
Rupiah through the changes of money supply, interest rate, and inflation. This is a quantitative
research employing eviews 6.0. This current research hasshown that the influence of world CPO price
to real exchange rate of Rupiah through the changes of money supply, interest rate, and inflation in
Indonesia between 2008(ql-g4) — 2015(ql-g4)) is significant and of positive value. Data analysis in
this research wasemploying descriptive method, equipped with econometric data analysis with double
linier regression analysis model applied by using regression. The simultanous equivalence was done
by Two-Stage Square / 2 SLS) model.
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1. INTRODUCTION

According to a research conducted by Istiqgomah (2013), trading activity is a form of economic activity in a certain
area or region and it is conducted between countries to fulfill the needs of a country and is commonly known as
international trading. Therefore, interaction with outside world is inevitable for any country, including Indonesia.
The essence of trading is the process of exchange. To simplify trading, the process requires comparison of currency
values between the trading countries. In an exchange process, agreement on the exchange rate or the use of currency
acceptable and agreed by all economy players is necessary.

Pratiwi and Santosa (2012) explain the importance of the roles of good exchange rate for developed and developing
countries and urge the implementation of measures to maintain the exchange rate of a country in a stable and
predictable fluctuation exchange condition and stable economy condition. Dornbusch (2008) asserts that a stable
exchange rate shows that a country is in a relatively stable economy condition.

Pratiwi and Santosa (2012) claim that Indonesia has undergone several currency system changes. In April 1978, a
fixed echange rate system was replaced by managed floating exchange rate system, which caused revenue reserve
acquired from export could be traded freely and showed flexibility of Indonesian Rupiah (IDR) against American
Dollar (USD). In August 1997, the government decided to replace managed floating exchange rate system with free
floating exchange rate system. In this system, the exchange rate is determined by the market merchanism. This
means that the role of commodity price in the international market will increase in the changes of a country’s real
exchange.

Aprina (2014) states that the important role of palm trees is its enormous contribution to the Indonesian economy
through export.Palm products, namely Crude Palm Oil (CPO), is the main ingredient of one of the alternative energy
sources which can substitute crude oil, which is biodiesel. This, of course, affects the world’s demand for CPO.

TABLE 1. The World’s Main Producers of CPO in 2008-2015
Volume (000 /Tonnes)

Year 2008 2009 2010 2011 2012 2013 2014 2015
Indonesia 19,200 21,000 22,100 24,100 26,300 28,500 30,800 31,284
Malaysia 17,735 17,560 16,993 18,912 18,650 19,216 19,930 21,000
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Thailand 1,300 1,310 1,380 1,530 1,600 1,970 1,930 2,300

Nigeria 830 870 885 930 940 970 1,010 970
Columbia 778 802 753 941 970 1,040 1,120 1,175
Ecuador 418 448 380 495 550 495 515 560
Other 3,045 3,107 3,367 3,650 3,804 4,123 4,281 4,385

Source: Aprina (2014) and BPS (2015).

Based on the table above, Indonesia is one of the biggest producers of CPO in the world with the growing number of
production per year. Indonesia, followed by Malaysia, is one of the most preferrable producers of CPO and this
consequently affects the exchange rate positively. The increase of production value also increases the development
of the plantation and the palm oil industry in Indonesia in meeting with the demand of this growth. From the
perspective of demand, Indonesia and Malaysia are the two countries with the biggest demand of CPO in the world.
Up to 2015, Indonesia reached 31,284 million tonnes while Malaysia produced 21,000 million tones.

FIGURE 1. The Percentage of CPO Price Changes to the Real Exchange Rate in (2008-2015)
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Source: Ministry of Trading (taken from) and UNCTAD.

From the figure above, it can be seen that CPO price is unstable because of the worsening of the trading policies,
meaning that the value of export goods tends to decrease. The price of palm oil falls because the growth of world
economy is slowly moving. The CPO price in the world can affect the changes in the exchange rate of Rupiah. The
rise of world’s CPO price can contribute positively to Indonesia’s export of CPO. Chen and Rogoff (2003) state that
the changes of export commodity price in general give positive influence to the real exchange rate. Wirdayanti
(2017) suggest that CPO is a plantation product that becomes the main export commodity for Indonesia because of
its high production level. Domestic and international CPO pricesfluctuate from time to time because its general
primary product cost is agriculture cost and CPO is expected to be relatively difficult with high accuracy level.

Reflecting from the above explanation, this research explains whether there are influences contributed by the
world’s CPO price to the real exchange rate of Rupiah through changes of money supply, interest rate, and inflation
in 2008(Q1-Q4) — 2015(Q1-Q4). This research analyses the influence of world’s CPO price to the real exchange rate
of Rupiah through the changes of money supply, interest rate, and inflation in 2008(Q1-Q4) — 2015(Q1-Q4). This
research is expected to give general description about the influence of world’s crude palm oil price to the real
exchange rate through the changes in money supply, interest rate, and inflation.
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2. LITERATURE REVIEW

2.1. Real Exchange Rate of Rupiah

Huda and Widodo (2017) explain that if the exchange rate of Rupiah is depreciated against foreign currencies, the
export value will increase while the import value will fall (if the offer for export and demand for import are
relatively realistic). This is because in international market, domestic products become competitive. The increase of
nett export value contributes to the rise of real agregate of demand and thus influences the rise of investment.
Conversely, if the exchange rate of Rupiah suffers an appreciation, the export value will decrease, because domestic
product value becomes relatively costly.

“Exchange rate of two countries is the price level which is agreed by the citizens of both countries to conduct
trading”. An increase in exchange rate is referred to as depreciation or the decrease of currency value of a country
against a foreign currency. A decrease in exchange rate is called appreciation, or increase in the value of currency of
a country, as asserted by Sukirno (1981).

Aprina (2014) suggests that real exchange rate of two countries is calculated from the nominal exchange rate and
real exchange rate. If the real exchange rate is high, goods from abroad are relatively cheap and domestic goods
become relatively more expensive. Mankiw (2007) states that the decisive factor of real exchange rate can be
illustrated in graph 2.1 below.

GRAPH 2.1. Factors Influencing Real Exchange Rate
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The graph above displays that the relation between nett export and real exchange rate is showing negative slope
because the lower the real exchange rate the relatively cheaper the prices of domestic goods are. The line indicates
the deviation between savings and investment (S-1) in vertical line because it is not affected by exchange rate.
Exchange rate which is used in the graph above is the value of USD against other currencies; therefore, the direction
is different. If the exchange rate experiences depreciation, which means the domestic value of the currency falls and
that the value of foreign currency increases, this state will increase the volume of export and increase the import.

2.2. Supply of Money

Sukirno (1998) states that in the monetary theory, money supply means the same as the amount of money
circulating. The amount of money circulating can be defined as the cartal money and exchange money. Widodo
(1990) also states that this way the narrow definition of the amount of money circulating is defined as M1, which is
the entirity of cartal money and exchange money held by the people and saved in general banks. The amount of
money circulating (supply of money) M1 consists entirely of bills and coins and are saved in a form of exchange
money. Nilawati (2000) suggests a broader definition about the amount of money circulating as M2 which is the
combination of M1 and quasi-money.

When the supply of money is high, the interest rate decreases. By conducting tight money policy, the government is
able to control the amount of money circulating. Conversely, when the supply of money is low, the interest rate
rises. If the interest rate is high, people will automatically save their fund in the bank because they expect to gain
profitable return. In this position, the demand of the people to have cash money becomes lower because they
allocate the money in the form of bank portfolio (deposit and savings). As the supply of money falls, the excitement
for shopping decreases. This is followed by the stagnancy of price of goods and public services, meaning that there
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is no inflation impulse. On the other hand, if the interest rate is low, people tend to no longer be interested in saving
their money in the bank. According to the liquidity preference theory, the decrease of supply of money increases the
interest rate, as explained by Prasetiantono (2000).

2.3. Interest Rate

Subagyo et al (2005) suggest that interest rate is the rate of loan cost or price paid for loan fund, presented in the
form of percentage. Therefore, interest rate can also be defined as money acquired from loan given. Interest rate
generally has two definitions based on the cases; for bank and for business person. For bank, interest rate is an
income or profitfrom loan taken by a business person or a customer. For a business person, interest is considered as
production cost or capital expense.

Khalwaty (2010) puts it that high interest rate encourages investors to invest their fund in the banks more than to
invest in other production sectors or high risk sectors. Therefore, the inflation can be managed through interest rate
policy. People who invest their fund in the bank, either in the form of savings, deposit, or current account will be
subjected to high saving interest rate (in percentage). This interest rate is an incentive from the bank so that people
are more motivated to invest in banks. The higher the saving interest rate, the more they will get the benefit.
Conversely, the lower the interest rate for savings, the lower the motivation to save money in the bank will be
because people will think that the benefit they will get from the interest rate in the future will be lower.

Ditria et al (2008) assert that interest rate is classified into fixed interest rate and floating interest rate. Fixed interest
rate means that the interest rate will not change throughout the credit period; while floating interest rate means that
the interest rate will change over time by following a certain exchange rate reference. Interest rate can change if
either demand or supply of money does not reach balance. For instance, when the economy enters an expansion
stage of a business cycle and increases the Real Gross Domestic Product (GDP), the financial transaction will rise,
which causes the increase in the demand of money while at the same time supply remains the same. In this
imbalance situation, interest rate will move in order to achieve balance between supply and demand of money.
Interest rate which experiences increase and decrease affects the consumption expense of people. According to
Sukirno (2004), the curve of demand against savings in different interest rates can be seen in graph 2.2 below.

GRAPH 2.2. Determining Interest Rate
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Interest rate curve indicates the value of savings and investment performed in economic activity. Each
change of interest rate causes changes in savings and demand for investment.

2.4. Inflation

Sitepu (2005) explains inflation as a situation where there is excess in demand against goods in economy, occuring
continuously and thoroughly. Types of inflation can be classified into several categories, as asserted by Johan et al
(2016), which are based on the nature and causes of occurence. Based on the nature of the inflation, there are mild
inflation (< 10% per year), intermediate inflation (10-30% in a year), severe inflation (30-100% per year), and hyper
inflation (>100%). Based on the causes, there are:

Demand pull inflation which happens because of increase in the agregate demand, in which the economy is in the
stage of no change of employment or if the production condition is in the stage where there is no employment
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possible. The increase of demand cannot push the increase in the output or production, but only able to push the
increase of prices, which is referred as pure inflation. The increase of demand which exceeds the domestic gross
product causes inflationary gap which causes inflation.

In Cost Push Inflation, the rate of offer is lower than that of the demand. Because there is an increase in the
production cost, producer is forced to decrease the production to a certain amount. Theagregate offer constantly
decreases due to the increase in the production cost. Inflation and unemployment can give positive and negative
impacts. Positive relation can happen if the inflation calculated is inflation on prices of products in general, meaning
that the rate of the inflation will trigger the increase of saving interest and loans.

Madura (2006) explains that the change in the inflation rate can affect the international trading activity. If inflation
rate in a country rises, the demand of their currency will decrease because the export is also decreasing (caused by
the price getting higher). Meanwhile, the consumers and companies in that country tend to increase the import.

2.5. CPO Export

Radifan (2014) claims that CPO is a product from Indonesian agriculture sector which is considered as the leading
exporter of CPO in the world. However, the export of CPO starting from 2012 tends to decrease. Hardy (2015)
suggests that theoretically export of a good is influenced by the supply and the demand. In theory of international
trading, it is explained that the factors which influence the rate of export are supply and demand. Turnip (2016)
states that international trading is a trading which reaches across countries’ boundaries and includes export and
import.

Chen and Rogoff (2003) suggest that there are relations between the exchange rate and export commodities. They
assert that real exchange rate of Australia and New Zealand is influenced by the price of world’s commodity.
Wulansari et al., (2016) suggest that export is a transaction of products and services from Indonesia to other
countries which causes payment by buyers from other countries. Export transaction allows money to come to
Indonesia in a form of foreign currency. When exporters (sellers from Indonesia) receive payment from foreign
country, they will exchange the foreign currency with Rupiah so that it can be used as capital for the purchase of raw
materials and other operational expenses in order to make new products. When the exchange rate of Rupiah
decreases, the amount of Rupiah gained by exporters increases compared to the previous exchange rate and vice
versa. Based on framework below, the price of CPO contributes significantly to the changes of real exchange rate of
Rupiah through the changes of money supply, interest rate, and inflation in 2008 (Q1-Q4) - 2015 (Q1-Q4).

FIGURE 2. RESEARCH FRAMEWORK
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World’s CPO price influences the increase of money supply such as deficit of budget. When the supply of money
experiences appreciation, the interest rate is depreciated so that the inflation such as world inflation and economic
growth affects the appreciation of real exchange rate of Rupiah.

3. METHODOLOGY

3.1. The ldentification of Simultanous Equation

There are two types of simultanous model equation, structural equation and reduced form equation. Structural
equation is the original equation which describes the behaviour relation between variables in the equation. While
reduced form equation is an equation which is obtained from the structural equations which are already connected.
By finishing the reduced form equation, we can calculate the coefficients of structural equation. Therefore, the
estimation against structural equation will depend on the result of the estimation of reduced form equation. It needs
model identification before choosing the method to estimate the parameter for each equation in the model. Gujarati
(2012) suggests that to estimate the parameter, the model of simultanous equation must be identified first. Based on
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the identification test of simultanous equation above, it is shown that the equation is over identified; therefore, the
research model used is Two Stage Least Square (TSLS).

3.2. Data and Source

This research uses secondary data acquired from information complied and publicized by certain institutions, such
as Bank of Indonesia, The Central Bureau of Statistics, Ministry of Trading and UNCTAD (United Nations
Conference On Trade and Development). The data collected are developed by Eviews 6.0.

3.3. Sample

The sample used in this current research is the influence of the world’s CPO price to the changes of exchange rate of
Rupiah through the changes of money supply, interest rate, and inflation in Indonesia. This research uses
simultanous equation model to find over identified equation, between the influence of world CPO price to the
changes of exchange rate of Rupiah through the changes of money supply, interest rate, and inflation. The model
used in this research is modified from Edward (1986) and Aprina (2014).

Supply of Money Function
Ln(M) = ao+ ailn (Me1) + a2 Ln(DEH)+ as[Ln(REER)+ Ln(Pf*)] - LnR; + vy 1)
The expected sign is a1> 0, a> 0, and as> 0.

Inflation Function
LnP; = 8¢ - d1L.n(My) + 82 Ln(Yy) + a3 [LN(REERY) + Ln(P{)] + Va 2
The expected sign is 61> 0, 62> 0, and 63> 0

Real Exchange Rate of Rupiah Function
Ln(REERy) = po+ p1 Ln(Py) - poln(Pf) - psLn(PE*) + v ©))
The expected sign is u1< 0, u2>0, and us< 0

Where:
M -amount of circulating money in three-monthly t period
M1 -amount of circulating money in previous three-monthly t period

DEH; - Deficit of budget in three-monthly t period
REER: -Real exchange rate of Rupiah in three-monthly t period

P =World CPO price in three-monthly t period
P: - Domestic Inflation in three-monthly t period
Ri = Interest rate in three-monthly t period

Yi -Economic Growth in three-monthly t period
P" =-World inflation in three-monthly t period

Vit = Error term equation in three-monthly t period

4. EMPERICAL RESULTS

4.1. The Estimation of Simultanous Equation

In table 2, the estimation result using Eview 6.0 shows that the variables used are according to the expectation.
Statistically, the models used are t test, f test, and r? test. The simultaneous equation system uses normality
assumption and auto-correlation assumption.

The result of the estimation below is acquired through Two Stage Least Square (2SLS) model for three-monthly
2008(ql-g4) — 2015(ql-g4) period. Below is the description of the relation between variables acquired from the
simultaneous equation above.

TABLE 2. The Result of Estimation of Structural Equation with TSLS

Structural Endogenous Exogenous Coefficient Statistical Summary
Equation Variables Variables
I LnM; C -25.88696"
(0.0514)
LnMa 1.355583"
(0.0168)
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LnDEH:; 0.694028" R-Squared 0.916022

(0.0340)

(LNREER#+Ln  1.029581" Adjusted R-Squared

PCY) (0.0710) 0.903102

LnR¢ -2.287992" Prob (F-Statistics)
(0.0000) 0.000000

] LnPy c -6.760306"

(0.0002)

LnM; -0.070724" R-Squared0.482327
(0.3182)

LnY: 0.019695" Adjusted R-Squared
(0.8904) 0.424808

(LNREER¢#+LN  1.067507" Prob (F-Statistics)

P*) (0.0001) 0.000423

i LnREER; c 12.56664"

(0.0000)

LnP 0.115784"
(0.0445) R-Squared 0.707368

LnP% -0.006841" Adjusted R-Squared
(0.9542) 0.674854

LnP -0.565455" Prob (F-Statistics)
(0.0004) 0.000000

Source: Eviews 6.0
Note:"significant at real level of 10%

Based on the analysis, regression model is obtained as follows:

Ln(My) =-25.88696 + 1.355583LnM¢1 + 0.694028L.nDEH; + (1.029581LnREER; + LnP®") -2.287992LnR;
LnP; =-6.086290 - 0.110955LnM; + 0.018622LnY; + (1.043581LnREER; + LnP™)
Ln(REER;) = 10.83820 + 0.270497LnP-0.226884LnP"-0.349818LnP ",

4.2. The Influence of World CPO Price to the Supply of Money

The amount of money circulating in the first lag (the previous three-months period) significantly influences the
amount of money circulating at the 10% level, standing at positive value at 1.355583, meaning that if the circulating
money increases 10%, the amount of money circulating at the present time will increase as much as 1.355583. This
supports the result of the previous research by Aprina (2014), where the growth of money in the first lag
significantly influence the growth of money at 5% level positively at 0.875031. Thus, if the growth of money in the
first lag increases by 10%, the growth of money at this rate will increase as much as 8.75031 percent, assuming that
other variables are constant. This indicates that the growth of people’s need from time to time continously increases.
Human beings in general can never be satisfied with their possessions, and therefore, the growth of money
circulating in the previous period is assumed to increase the needs of money at the present time. The similar case
also happened in Columbia, as Edward (1986) found. He successfully proved the positive influences of the first
three lags of circulating money growth to the growth of money circulating at the present time.

The influence of budget deficit is significant against the amount of money circulating at 10% level at positive value
of 0.694028. This means that if budget deficit increases by 10%, the amount of money circulating will be
appreciated at 6.94028 percent, assuming that other variables are constant. This result is not in line with the theory,
because if the government suffers deficit in the national budget funds, the government must issue a policy which
allows addition of money. This means that there will be an addition in the amount of money circulating. This
supports the previous study by Prayitno et al (2002), who suggest that in the long term the variable of government’s
expenses is significant against the amount of money circulating (M2), because government’s expenses are covered
in Rupiah; therefore, it directly affects the amount of money circulating in general sense (M2). This result is
confirmed by Riwayati and Bellia (2008), who suggest that government’s expenses, foreign exchange reserves, and
the doubling figure for money give partially significant and significant influence to the amount of money circulating
(M2) for 2005-2008 period, which if the government expenses, foreign exchange reserves, and the doubling figure
for moneyrise, the amount of money circulating will also increase.

The movement of real exchange rate of Rupiah and world CPO price against the money supply gives significant
influence at 10% level with positive value at 1.029581, meaning that if the two increase by 10%, the supply of
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money at the present time will increase by 1.029581 percent. Because Rupiah is depreciated against foreign
currency, it increases the export demand, while the import value decreases (if the export and import demand are
realistic enough); therefore, the supply of money will increase. This is in line with the theory of money quantity
which is a theory of direct correlation between changes in the supply of money and changes of price of goods. This
supports the finding of Edward (1986) in which the real exchange rate and world CPO price are crucial factors that
influnce the domestic price of a commodity; therefore, the sum of two variables can mean the growth of domestic
price. Based on the above estimation, it can be concluded that the growth of CPO’s domestic price significantly
influences the supply of money. The increase of domestic price against CPO will improve the needs of money.
Meanwhile, the research result conducted by Iskandar (2015) reveals that the change of world market’s price of
CPO gives positive influence to the supply of money. This means that the increase of world CPO price increases the
supply of money.

Interest rate brings significant influce on the supply of money at 10% level at negative value of -2.287992. It means
that if the interest rate falls, people will tend to borrow money and so the supply of money isincreasing. When the
interest rate increases, people will save more, meaning that the supply of money decreases by -2.287992. The higher
the interest rate, the lower the demand of money. This means that one of the key factors of bank’s success in the
future is to maintain the interest rate for credit to remain low so that it accelerates the growth in the real sectors
especially in credit investment and work capital, which can mean the demand of money increases. It means that
when Bank of Indonesia increases their rate, banks need not to increase their credit interest rate. It is advised that
banking constantly decrease their credit interest rate so that people can have more money to do transaction as well as
to invest. This is in line with the research conducted by Oktavia et al (2013) who suggest that if interest rate is
depreciated, the supply of money will experience appreciation. Conversely, the increase of interest rate will decrease
the demand of money. The supply of money in Indonesia is determined by the domestic interest rate in reverse flow.
This is caused by the monetary policy in overcoming inflation, wherein the inflation is high, one of the monetary
policies is to lower the inflation by increasing interest rate. This results in investors coming to Indonesia to invest
their capital in Indonesia. The decrease of domestic prices of goodscan be controlled or experience decrease. The
decrease in prices will cause the supply of money falls. Conversely, when the interest rate falls, the supply of money
will rise.

This result is also supported by research conducted by Maria et al (2017). The influence of interest rate to the supply
of money is at -0.021 with significance level at 0.753. This means that the interest rate gives significantly negative
influence to the supply of money. The interest rate increases as the supply of money decreases, because people tend
to save their money in the bank to gain higher income through higher interest rate. In contrast, when the interest rate
is getting lower, the supply of money is getting higher, because people tend to withdraw their money from the bank
for investment and consumption.

4.3. The Influence of Supply of Money to Inflation

The supply of money is not significant but the coefficient sign is negative at -0.110955. This means that when the
supply of money is at 10%, inflation will be level down by -0.110955 percent. This is caused by the fact that the
supply of money in general sense consists of the circulating money, foreign currency, and quasi-money. It is
assumed that the percentages of quasi-money consisting of termed deposit, savings, and foreign currency accounts
owned by private domestic holders are big enough. Quasi-money in this case is non-liquid value; therefore, even if
the value is high it is not enough to affect the increase of inflation. This is explained by Langi et al (2014), who
suggest that the change of percentage in supply of money in short term (DinJUb) shows negative correlation and is
not significant against the change of percentage of inflation rate in Indonesia when the other variables do not show
changes as much as -3.660953 percent. This is not in line with the theory in which higher supply of money will
increase the percentage of inflation in Indonesia. This means that when the change of supply of money increases by
1 percent, the change of percentage of inflation is depreciated at -3.660953 percent. This supports Hartomo (2010)
in which normality test (J-B Test) in Ordinary Least Square (OLS) method shows that the supply of money gives
negative influence on inflation rate. This way, the inflation rate is going to rocket when the prices of goods increase
constantly due to the high supply of money and the rise of exchange rate of Rupiah against American Dollar, which
consequently causes crisis.

Economic growth does not show any significant influence to inflation with positive value at 0.018622. This means
that when the economic growth reaches 10% level, it will be appreciated by inflation by 0.018622. This is due to the
fact that when the economy is growing, investors will come in flocks to invest their capital in the respective country.
When investors invest their capital, there will be employment which can increase the income of people. When
people’s income increases, the need for consumption will also increase. When demand goes up, the prices of goods
will consequently go up, causing an inflation. When the inflation rate is high, the wealth will be allocated for
physical capitals. Furthermore, some developmental theories suggest that inflation can be used as a mean to
mobilize sources as accumulation of capital. This is supported by research conducted by Aprina (2014) who states
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that the economic growth shows positive sign in inflation at 3.92%. When there is an increase in the economy at
10% level (3.92%), the economic growth of a country can cause inflation. This claim is supported by Mugrobi and
Pujiati (2011) who suggest that the economic growth and inflation have two positive courses.

The correlation of the movement of real exchange rate of Rupiah and world’s inflation against domestic inflation
shows significantly positive value at 1.043581. This means that when there is a movement in the real exchange rate
of Rupiah with world inflation rising by 10%, the domestic inflation will be appreciated at 1.043581. This is caused
by the fact that inflation describes the level of increase in the prices of goods in the community. The increase of
prices of goods triggers the inflation, which also causes the purchasing power of a certain good to decrease because
the same amount of moneyin the previous year cannot be used to purchase the same good in the present year, which
then causes Rupiah to be appreciated. This supports the claim by previous research, Aprina (2014), which suggests
that the appreciation of exchange rate by world inflation gives significantly positive influence to the inflation. In the
model, the two variables possess similar coefficient, which is 1.38.

This means that the growth of exchange value (appreciation) or world inflation at 10% will increase the domestic
inflation level by 1.38. This result is supported by Saputra and Dharmadiaksa (2013) who show that the exchange
rate gives positive and significant influence in inflation in Indonesia. When the exchange rate of Rupiah experiences
appreciation, the prices of exported goods will increase, causing the cost of raw materials for import to increase. The
rise of prices of import raw materials causes the production result to fall, which in turn causes the scarcity of goods
and thus triggers the increase of prices of domestic goods in general, and thus inflation. From demand side, the
depreciation of exchange rate causes the prices of foreign goods to become relatively higher compared to domestic
products. This causes the increase of demands for domestic goods both from foreign demand and domestic demand
against the exported goods. This condition causes the rise of prices of goods which induces inflation to be
appreciated.

4.4. The Effects of Inflation Against the Real Exchange Rate of Rupiah

The effect of inflation on the real exchange rate gives significantly positive influence by 0.270497 percent. If the
inflation experiences an increase, the movement of exchange rate of Rupiah is also increasing. However, this finding
goes against the existing theory wherein the increase of inflation causes the exchange rate of Rupiah to decrease.
Inflation has significant effect on the exchange rate of Rupiah, meaning that there needs to be an inflation control by
the government in order to minimize the level of inflation so that it can decrease the exchange rate value. This, in
turn, will give significance for the domestic and international economy players in the international market.

This finding supports the claim of previous research by Istigomah (2011) in which the regression result shows that
the coefficient of the price level gives significantly positive effect. It means that the IHK experiences increase by
1% or inflation happens at 1% rate, and therefore, the exchange rate of Rupiah against US dollar is appreciated at
0.366829 percent. This result shows that higher inflation level in Indonesia can cause the exchange rate of Rupiah to
be appreciated against US dollar. This is in line with the research conducted by Aprina (2014) which concludes that
the relation between the real exchange rate and inflation gives significant influence. Oktavia (2013) suggests that the
relation between inflation and the exchange rate is positive. Based on the Purchase Power Parity approach, when
inflation occurs, in order to maintain the balance of Law of One Price, the exchange rate needs to be depreciated.

The world inflation against the exchange rate is not negatively significant at -0.226884 to become -2.26884 percent.
This is caused by the fact that inflation in other countries happen due to the rise of imported goods’ prices. This can
be caused by high production costs in foreign countries or the increase of import tariff; therefore, the value of
currency is depreciated. The currency which experience decrease or imbalance causes the country’s economy to be
affected as well. This becomes the cause of inflation in a country. When the value of a currency decreases, the prices
of goods consequently will increase. This is supported by the research by Madura (2006) who explains that when the
inflation in a country increases, the demand of their currency will decrease due to the decrease of export (caused by
high prices of goods). This finding is also consistent with the findings of Oriavwote andEshenake (2012) which
conclude that world inflation causes the real exchange rate of Rupiah to be depreciated.

The world CPO price against the real exchange rate of Rupiah shows negatively significant value at -0.349818. This
means that the export price of CPO experienced decrease by 10%, meaning that the development of real exchange
rate of Rupiah experienced appreciation at -3.49818 percent. The decrease of world CPO price caused the exchange
rate to be appreciated. This support the previous research by Aprina (2014) who concludes that the world CPO price
gives significantly negative effect against the exchange rate at -0.2 percent. This means that the growth of world
CPO price experiences increase by 10%, even though the growth of exchange rate is depreciated by 2 percent. The
rise of CPO price will increase the demand of Rupiah from the importer’s price, and so the value of Rupiah will be
depreciated. This result is also consistent with the research finding by Iskandar (2015) which reports that the
increase of CPO price in the international market causes the exchange rate of Rupiah to weaken. The depreciation of
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Rupiah is expected due to the increase in the demand (need) of foreign exchange in the needs of paying CPO import
to Indonesia.

5. CONCLUSION

According to the testing using 2 SLS model, the direct effect of world CPO price to the mechanism of changes of
real exchange rate of Rupiah is negative and significant, but the indirect effect of world CPO price to the mechanism
of changes of real exchange rate of Rupiah through the supply of money, interest rate, and inflation is positive and
significant. The decrease of world CPO price increases the supply of money; therefore, to decrease the supply of
money, the government decreases the interest rate which causes businessmen to increase their loans in order to
expand their business which eventually leads to employment opportunities. The increase of work force causes the
supply of money to increase which eventually leads to inflation. The government’s policy in lowering the inflation is
to decrease the prices of goods in foreign market while at the same time increase the domestic value of money which
causes the real exchange rate of Rupiah to be depreciated.

Departing from the conclusion above, the government needs to implement an intervention policy because Bank of
Indonesia as the central bank in Indonesia still frequently performs intervention in the foreign exchange market.
This causes pseudo-stability of exchange rate. The economy policy performed by Bank of Indonesia as a monetary
authority in controlling or managing the economy to a better or desired condition is by moderating the supply of
money and the interest rate. This monetary policy aims to control the supply of money in order to avoid over supply,
which leads to the worsening money value. The government can intervene in shaping the prices in the market. This
measure is taken by the government in order to control the price and protect producers and the consumers while at
the same time controlling inflation rate which is intended to maintain the price of Indonesian CPO to stay
competitive in the international market. This way, CPO as an export commodity can stay unaffected by the change
of real exchange rate of Rupiah.
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