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THE ISSUE OF FORWARD RATE DETERMINATION: INTEREST RATE AND INFLATION
OPPORTUNITIES AFFECT THE EXCHANGE RATE (RMB / IDR)

Introduction. This study aimed to examine the effect of the interest rate, inflation in
the RMB exchange rate to Rupiah. Inflation and interest rates are variable that is often used
in the determination of the forward exchange rate. We have chosen inflation because it is
related to PPP (purchasing power parity) theory and has chosen interest rate because it is
related to the theory of IFE (International Fisher Effect).

Purpose. This research purposes to determine the level of significance of influence and
opportunities of interest rate and inflation on the exchange rate. To know opportunities with
influential variables are expected to provide insight on businesses in the determination of the
forward exchange rate.

Method. The analysis in this study has used logistic regression analysis with time series
data. Data that has been taken is the exchange rate, interest rate, inflation in 2007-2017.
Research is already taking a sample of 132 data.

Results. Research has shown that inflation and interest rates are equally affecting the
exchange rate. By odds ratio known inflation opportunity to influence the exchange rate is
greater than the interest rate. Opportunities inflation affects the exchange rate due to the
large Indonesian trade relations and China is strong, the argument based on the theory of PPP.

Conclusions. From this research we know do that inflation and interest rates affect the
exchange rate so that changes in inflation and interest rates can be used as a tool in
determining the exchange rate forward.

Keywords: exchange rate, inflation, PPP, IFE, the interest rate, the forward exchange
rate.
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BaHryH Bigonoko, /lep>xaBHui yHiBepcuTeT (M. MasiaHr), IHgoHe3is
®. lanapaana MypBaHi, /lep>xaBHul yHiBepcuTeT (M. MasaHr), [HgoHe3is
Eni CicBaHTo, /lep>xaBHUl yHiBepcuTeT (M. ManaHr), [H0He3is

MPOBJIEMA BU3HAYEHHA ®OPBAPJHOI0 KYPCY: BIIJIUB BIZICOTKOBOI CTABKH I
IH® AT HA OBMIHHUM KYPC (KUTAMChKUM I0AHB / IHAOHE3IMChKA PYIIIA)

Lle docaidxcenHss mae Ha memi sugYUMU 8N/AU8 NPOYeHMHOI cmasku ma iH@PAsYii Ha
0O0MIHHUU KypcC W0aHie Ha pynit. IHPAAYis ma npoyeHMHI cmasKu € 3MIHHUMU, SIKi yacmo
BUKOPUCMOBYIOMbCS NpU 8U3HAYEeHHI ghopsapdHozo Kypcy. Mu obpaau iHPAAYI0, OCKiAbKU
80Ha nos’sizaHa 3 meopielo PPP (napumem KynigesnbHOI cnpomoxcHOcmi) i npoyeHmHy
CMaskKy, ocKi/ibkKu 80Ha nog’sizaHa 3 meopieto IFE (mixcHapodHull epekm Piwepa).

Lle docaidxcenHs mae HaA Memi 8UBHAYUMU piBEHb 3HAYUMOCMI 8nauU8y i MoxcAugocmet
gidcomkoeoi cmasku ma iHpAAYii Ha 06MIHHUT Kypc. [as mozo, wob 3Hamu Moxcaugocmi
8n/iugy 3MiHHUX 8e/AU4UH, mpeba 3a6e3neyumu po3yMIiHHS ix 8n1ugy Ha 6i3Hec y 8U3ZHAYEHHI
¢opeapdH020 8a1I0MHO20 KYpCY.
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Memod. Y yvomy docaidxceHHI 8UKOpUCMAHO J02icmMU4HUll pezpeciliHull aHaai3 3
daHumMu JuHamivyHux psadie. [aHi, siKi 6y/10 8UKOPUCMAHO - O6MIHHUU Kypc, NpoyeHmHa
cmaeka, iHgasayis 6 2007-2017 pokax. Bysao docaidxiceno 3pasku 132 daHux.

Pe3yabmamu. flocaidxceHHss nokasaao, wo iHgaayiss ma npoyeHmHi cmasku 00HAKO80

gnausarms Ha O6MIHHUU KypcC.

3a koegiyieHmom cniggidHOWEHHSA

iHpasYyia mae

MoxHcAUBOCMI 8NAUBAMU HA O6MIHHUL KYpC 6i1bule, HIJDC npoyeHmHa cmaeka. Bnaug iH@asyii
Ha 06MIHHUU KypcC, 3yMO08/A€HUl MICHUMU mopao8esbHUMU 8idHocuHamu [HAoHesii | Kumato,
3acHoeaHumu Ha meopii PPP (napumem KynigesnbHOi chpomoxcHocmi).

BucHog8Kku. 3 yb020 00CAIONCEHHS MU 3HAEMO, WO [HPAAYIS ma npoyeHmMHi cmasku
gn/uearms Ha 06MIHHUU KypCc mak, wo 3MiHU iHAaYil ma npoyeHmMHuUX cmagok Moxcyms
6ymu 8uKkopucmati sik iIHcmpymeHm 015 8U3HA4Y€HHS 06MIHHO20 KYpCY.

Kawuoei caosa: o6MiHHUU

Kypc,

ingasayis, PPP (napumem KynigesabHoi

cnpomodxcHocmi), IFE (mixcHapoOHull epekm ®iwepa), npoyeHmHa cmaska, 6ezomiskosuil

KypcC.

Introduction. Trade between Indonesia and
China established a strong, it can be seen from
the number of Chinese products are marketed in
Indonesia. In trade from China to Indonesia or
Indonesia to China is very important to know the
exchange rate, because it can affect the profit or
loss in trading transactions. So both the State
adopts a free-floating exchange rate that ranges
change.

Exchange rate changes slowly or quickly
could pose risks or exposures that can be
experienced by the company. There are 3 types
of exposures arising from changes in the
exchange rate that transaction exposure,
translation exposure, the exposure operation [3,
p. 275]. To determine the appropriate hedging
actions and hedging appropriate financing need
to know the magnitude of the forward exchange
rate. Therefore, knowledge about the exchange
rate for SMEs and for companies engaged in
business with an international scope to be
important to learn, so that research in the field
of exchange rate changes is important.

Selection of inflation and interest rates as
independent variables as inflation and interest
rates may affect the exchange rate. The
influence of inflation on the currency exchange
rate supported the theory of PPP (purchasing
power parity), the difference in interest rates is
supported by the interest rate parity theory and
international fisher effect [3, p.203].

Literature. Research about the currency
exchange rate is influenced by inflation have

been carried out as research by Taylor [10] who
claimed that the inflation effect on the real
exchange rate of 20 developed by the period
1870-1990. Likewise, a study conducted by
Chowdhury [2] who try to examine the
developing countries, namely Bangladesh,
reveals that inflation affects the real exchange
rate in that country. From these two studies can
be known inflation effect on the real exchange
rate.

Meanwhile, Rime [9] tried to examine new
things that the exchange rate daily nominal with
the independent variable is the CPI (customer
price index), the GDP (gross domestic product),
Trade balance. The study yielded the same result
that the CPI, in this case, represents the inflation
effect on the daily exchange rate. However, the
different results obtained by Baharumshah [1]
which examines the influence of PPP in
Southeast Asia against the currencies of
developed countries proves that the PPP does
not necessarily apply in the exchange rate, but
still fit for use in forecasting the exchange rate.

From the above research contained some
controversies neighbor PPP to the exchange rate
effect. The controversy began to get a response
from lyke study [5] to study Zambia and Lesotho
exchange rates against the United States found
that the enactment of the PPP is affected by the
level of trade is done, the stronger the trade that
exists between countries is getting stronger
enactment of the PPP.
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Research of the effect of the interest rate on
the exchange rate made by Mauleon [7] found
that the exchange rate is affected by the interest
rate. But the differing results obtained from
studies [11] that examines China's exchange rate
against the USA found that is not always the
exchange rate is influenced by the interest rate
but only for a specific period only. According to
research Molick [8], the effect of interest rate
changes on the exchange rate based on the
period is due to the interest rate does not
necessarily affect the cash flow circulating.

Purpose. From the previous research that has
been presented that the level of influential
inflation and interest rates on the exchange rate
so that the results vary more research is needed
to examine the effect of the different countries.
Therefore, this study aims to examine the
degree of influence of inflation and interest
rates on the exchange rate as well as figure out
the probability of influential.

Hypothesis.

H1: inflation a significant effect on the
exchange rate Rupiah-Yuan.

The hypothesis we set Based on previous
studies belong Rime [9] which reveal that
inflation based on the CPI significant effect on
the exchange rate. The basis for determining the
hypothesis is also supported by the findings
belong to lyke [5] that inflation will affect the
countries that have strong trade ties, such as
Indonesia and China have strong trade ties.

H2: the interest rate significantly influence
the exchange rate Rupiah-Yuan.

The hypothesis we set based on research lyke
[5] states that there is a strong influence of the
exchange rate with the interest rate. The study
reinforced the IMF claim stating that the interest
rate can influence the exchange rate.

Method.

Data. For the data of this study, we use the
secondary data. These data, we take from
several websites, such as on sites bi.go.id for
Indonesian interest rate and free sites for
Chinese interest rates, investing the site (for
data exchange per month), and the site
inflation.eu (to the inflation data from the two
countries). The data we collect from each site is

monthly data with a span of January 2007 until
December 2017. The time span along it, we
decided to look at the effects of inflation and the
interest rate on the exchange rate of the litas
governance regime. That way we can see the
effect of inflation and exchange rate regardless
of the political conditions in both countries.
From these data retrieval n = 132.

Inflation data processing we do by looking for
value ratio. The ratio of the value we get from
the results of a comparison of inflation in
Indonesia with China's inflation. The method we
do is based on the theory of PPP contained in
Madura [6, p.214; p.216]. As for the model
equations in the inflation, the process is:

R=(1+1Id):(1+If)) -1 (1)

Note: R is the rate of China;

Id is inflation in Indonesia;

If is the inflation of China.

Similarly, the inflation data, the data we do
the processing rate by looking for value ratio.
Values obtained ratio is a comparative value
interest rate in Indonesia with China interest
rate. The method we do with the basic theory of
IFE. The IFE equation model obtained from
Madura [6, p.227) is:

1+1d
o ~4HD 2)
(+1f)
Note: ef — Chinese exchange rate,

interest rate Indonesia
Id = If — the interest rate abroad.

For the redirection of data exchange in a way,
we did the binary encoding. The encoding we do
with calculating the difference between the spot
exchange rate at the previous exchange rate. If
the difference is negative worth it shows the
rupiah strengthened, and we give the code 0,
while the difference is positive indicates
otherwise, and we give the code 1.

Model Analysis. Models present study; we
used logistic regression models contained in
Gujarati [4, p.557]. The model included as well
as all independent variables that affect the
dependent variable. As for the method we
choose because this method can identify
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opportunities influential as inflation, interest
rates on the exchange rate. As our analysis
models as below:

Li= (%) = ﬁa +ﬁ1X1 +ﬁ2X2 (3)

Note: Y — the dependent variable worth
1 so not written into the equation;

X1 — Independent variable inflation;

X2 — Independent variable interest rate;

ﬁo — constant;

,31,,32 — coefficient of each variable.

Result. In Table 1 shows the p-value of fit
test, p-value for the inflation of 0007 while the p-
value for an interest rate of 0.00324, Both of
these variables has a p-value less than 0.05 so that
it can be said both variables significantly
influence the exchange rate. In addition, the
value of z value of the t-test results helped
reinforce the fit test results, the z value figures
show more than 1.96 to inflation and less than
1.96 for the interest rate. It showed that the
attachment of independent variables with the
dependent high. From these findings, it is known
H1 and H2 are accepted..

Table 1 Logistic Analysis results

estimate Std.Error zvalue p-value Odd's ratio

(Intercept) 3.3709 1.1267 2,992 * 0.00277 ** 29.1058806
Ratio inflation 0.2913 0108 2697 * 0007 ** 1.3381617
interest rate ratio -2.8024 0952 -2944 * 0.00324 ** 0.06066435

Note: *, ** Significant code p-value <0.05, white adjusted standard error, n=132.

So for the chances of influential trend
variables with other variables can be seen from
the odds ratios appear in Table 1. The odds ratio
of inflation1.338161, it is clear that every
1338.1610f inflation which is already affecting
the exchange rate in every 1000 yet. While the

odds ratio value of the interest rate is
0.06066435, these values show there is
60.66435 interest rates have affected the

exchange rate compared to 1000 have not
affected the exchange rate. So for the chances
of inflation in influencing the exchange rate
22.05844124 fold greater than the interest rate.

Based on the findings of this research note
that inflation is a very significant influence and
have a strong attachment to the nominal
exchange rate. This is consistent with the theory
of PPP Madura [6, p.214; p.216], which states
that inflation will affect the exchange rate
between the two countries caused by the high
demand for the products of high inflation
country to country low inflation, boosting
demand for currencies of countries with low
inflation high. Applicability of PPP in Indonesia is
probably caused by strong trade between
Indonesia and China, it is in line with the findings
lyke [5] that the PPP theory applies to the two
countries that have strong trade ties. But in

addition to the strong problem of trade between
countries, forecasting the exchange rate with
reference PPP should also consider the costs of
trade, as expressed by Eitman [3, p.180]
purchasing power parity does not always apply
because they have to consider the costs of the
customs of each country that caused the price
difference is not much different. So forecasting
future exchange rates with the theory of
purchasing power parity is usually done with the
terms established strong trade relations
between the countries with the light of
international trade barriers.

Our research also proves that the theory of
IFE effective as against the exchange rate
between Indonesia and China, but it should be
noted that the IFE's own theory applies in
certain periods such as research Molick [8]. IFE's
own theory applies relative, bleak as described
by Madura [6, p.223; p.224] applies his theory of
the relativity IFE result of the behavior of
investors who do not always follow the flow of
the movement of interest rates to invest.
Therefore, forecasting forward exchange rate
with the IFE must consider the factors that affect
the other investors in making policy.

Conclusion. From has this study, it can be
seen that inflation and interest rates affect the
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exchange rate, with the chance of an effect likely
in inflation by the odds ratio. The study also
reinforces previous studies that support the
effect of inflation and the interest rate on the
currency exchange rate. Also, strengthen IFE and
PPP applies his theory on the currency exchange
rate of the renminbi / Yuan against the rupiah.
With the research we've done, it is known
that the conditions of inflation and interest rate
conditions of the two countries can also become
a factor in the determination of the forward
exchange rate for SMEs and other businesses in
Indonesia which are engaged in trade between
Indonesia and China, or vice versa. However, the
forward exchange rate determination by
reviewing the inflationary conditions must also
consider the conditions of international trade
policy made by the state. In addition to
international trade policy also takes into
consideration the cost of transportation that
helped influence. While the determination of
the forward exchange rate with the interest rate

of the data review should take into account
other factors that drive policy for investors in
putting money.

Research Limitations. Inflation examined in
this study only CPI inflation-based approach
(customer price index), while others have not
been so having the negative impact on the
accuracy of the results of research in describing
the probability of the true effect of inflation. No
inclusions of interest rate indicator in this study
have an impact on the interest rate does not
image opportunities to influence the exchange
rate as well. This study only examined the
effects of inflation and interest rates in the
exchange rate without taking into account other
macroeconomic variables and government
policies that participate affect the exchange
rate. Though these variables are interrelated
with each other, so that the bias caused by the
variable is not measurable with clear, as well as
their impact on the accuracy of the research is
not yet known.

References:

1. Baharumshah, A. Z. Aggarwal, R. and Haw, C. T. (2013), “East Asian Real Exchange Rates and PPP: New Evidence
from Panel-Data Tests”, Global Economic Review: Perspectivesb on East Asian Economies and Industries, vol. 36, no. 2,

pp. 103-119. doi:10.1080/12265080701374024.

2. Chowdhury, I. (2007), “Purchasing Power Parity and the Real Exchange Rate in Bangladesh: A Nonlinear
Analysis”, Journal of the Asia Pacific Economy, vol. 12, no. 1, pp. 61-75. doi:10.1080/13547860601083736.
3. Eitman, D. Stonehill, Al and Moffett, M.H. (2013), Multinational Business finance edisi1l3. New York: Person

Education.

4. Gujarati, D. and Porter, D. (2009), Basic Econometrics Fifth Edition. Boston: McGraw-Hill.
5. lyke, B. N. and Odhiambo, N. M. (2017), “Foreign exchange markets and the purchasing power parity theory
Evidence from two Southern African countries”, African Journal of Economic and Management Studies, vol. 8, no. 1,

pp. 89-102. http://dx.doi.org/10.1108/AJEMS-03-2017-147.

6. Madura, J. (2008), International Financial Management. USA: Thomson South-Western.

7. Mauleon, I. (1998), “Interest Rate Expectations and the Exchange Rate”, International Advance in economic
research, vol. 4, no. 2, pp. 179-191. doi:10.1007/BF02295489.

8. Mollick, A. V. (2003), “Real exchange rates and interest rates targets in a simple VAR model”, Portuguese
Economic Journal, vol. 2, pp. 195-218. d0i:10.1007/s10258-003-0025-4.

9. Rime, D. Sarno, L. and Sojli, E. (2010), “Exchange rate forecasting, order fl ow and macroeconomic information”,
Journal of International Economics, vol. 80, no. 7, pp. 72-88. doi:10.1016/ j.jinteco.2009.03.005.

10. Taylor, A. M. (2002), “A Century of purchasing-power parity”, The Review of Economics and Statistics, vol. 84,
no. 1, pp. 139-150. https://doi.org/10.1162/003465302317331973.

11. Fu, Tze Wei and Lin, Monli (2012), “Interest rate, unemployment rate and China’s exchange rate regime”,
International Journal of Emerging Markets, vol. 7, iss. 2, pp. 177— 90. http://dx.doi.org/10.1108/17468801211209947.

La poboTa niueHsosaHa Creative Commons Attribution 4.0 International License

231



