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ABSTRACT

This research is mainly aimed 1o analyze retationship between infiation and economic growth in
Imdonesia from 1980 to 2007. This research is conducted by using Ordinary Least Square (OLS)
Method to identify relaticnship between inflation and economic growth and using structural break
term to find out what level of infiation that may have jeopardize effect on economic growin, The
results show that there s statistically pegalive and significant relationship between inflation and
economic growlh. Furthermore, there is significant existence of structural break point and the
structural break point of inflation is 7%. Whenever the inflatien jumps over the struciural break point
them it will cause hamiful effect on economic growth. In order o find this point, the writer conducts
atout 14 regrassions with structural break term.
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CHAPTER 1
INTRODUCTION

1.1 Background

Inflation as one ol important subjects is reparded as an economic
phenomenon. It can be defined as a permanent increase in the aggregate price
level which implies & diminishing of purchasineg power and increase the cost of
living (Osama D, 2004). Since inflation diminish purchasing power and increase
living cost, it is generally believed that imflation may have hamful effzct on
economy as o whole, one possible undesirable consequence of high inflation rate
15 Lo increase inflation uncertainty about future profitability of investment projects
eapecially when high inflation is also associated with inereased price vanabilify,
This leads to more conservalive invesiment sirategices, ultimately leading to lowier
levels of investmenl and t.:l.;unmlnit prowth.

Tnflatien may not only affect the economy through s uncertainty but also
may reduce a country’s international competitiveness, by making s exports
relatively more expensive, thus impacting on the balance of payments. Moreowver,
inflation can interact with the tax svstem to distert borrowing and lending
decisions. Firms may have to devole more resources 1o dealing with the effects ol
inflation for cxample, more vigilant monitoring of their competitors” prices o see
il any increases are part of a general inflationary trend in the econamy or due 1o
mare industry specific causes (Vikesh Gokal and Subria Hanif, 2004,

The relationship between economie growth and inflation 15 one of the most

important macroeconomic problems which are not only experienced by emerging



countries but also advanced countries. Indonesia mav alwavs deal with this
macreeconomic problem,

There are preat number of literatures that study the relationship between
inflation and economic growth, This relationship has been debated in econamics
literature and these debates have shown differences in relation with the condition
ol world economy. The results show that the possibility o bave either 2 positive
or negative relationship between inflation rate and ceonomic srowth exists,

With the World Economic Crisis of 1929, Kevnesian policies have been
effective on the countries. In sccordance with these policies, increases in the toal
demand have caused increases nol only in products but also in inlation, However.
inflation was not regarded as a problem in that period; instead the view stating
that inflation has a positive effect on the economic prowth was accepted. Amaong
these views, Phillips Curve comes in the first place which hypothesizes that high
mflation positively allects the ceonomic growth by contributing creation of a low
unemplovment rate.

When it came to the 1970s, the fact that growth rates began 1o decrease in
countrivs with  high  mmflation  rates  amd  especially  high inllations  and
hypermilations oceurred in Latin American couniries in the 1980s has caused the
emergence ol the views stating that inflation has negative effcets on the economic
growth instead of the views siating that inflation has a positive effect on the
ceonemic growth and strengihened these views.

Capital Formation assumes paramount importance in the context of policy
making by a country, [t acts as an indicator in the measurement of econamic

growih af & country, It reveals the potentially of the investments in the public as
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CHAPTER VI
CONCLUSIONS AND RECOMMENDATIONS

6.1 Conclusions

This research 35 mainly simed 10 analyee the relationship between inflation
and economic growth in Indonesia period 1980 10 2007, In sddition it alse aimaed
to analyze the effect of money supply on economic growth and o analvze the
effect of Gross Fixed Capital Formation on economic growth.

In order to achieve those aims mentioned above, the writer employs
Ordinary Least Square (OL5) method. First step, the estimating mode]l s
repressed by using ordinary least square (OLS), without the structural break. By
using this method, the writer has found the relationship among independent
vartables and dependent wanable, Mext step. in order to find what level of
inflation may have harmtul effect on economic growih: the estimating model 15
repressed with the structural break term.

Estimated model without structural break point resulis shows that there is
nesalive and significant relationship between inflation and economic growth. 1%
mcrease in inflation rate leads 1o reduce cconomic growth by 0317%
Furthermore, the results also show positive and sigmificant relationship between
GFCF and economic growth, 1% increase in GFCF [eads to increase GDP for
about (,092%. But negative relationship between M2 and economic growth, this
15 nal the same as hypothesis; however the data is insignificant that can be seen
from the simple i-test sugpesting coefficient regression which is insignificant.

Fstimated model with structural breakpoint results show what level of

inflation mayv have jeopardize eflect on economic growth, 7 % is emerped level in
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