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ABSTRACT

This study aims to analyze the relationship between monetary and macroeconomic variables affecting inflation
and the money supply in Indonesia from 1993 to 2024. Specifically, it examines the effects of the amount of
money in circulation, interest rates, fuel prices, and government spending on inflation, as well as the effects of
inflation, interest rates, exchange rates, and household consumption on the money supply. The research employs
a quantitative approach using secondary data and applies a two-stage least squares (2SLS) simultaneous
equation model with analysis conducted through the EViews program. The results indicate that the amount of
money in circulation has a significant positive effect on inflation, while interest rates, fuel prices, and government
spending show positive but insignificant effects. Conversely, inflation significantly influences the amount of
money in circulation, while interest rates, the exchange rate, and household consumption have no significant
effect. Simultaneously, both model equations demonstrate that the tested variables jointly have a significant
impact on inflation and the money supply in Indonesia. These findings suggest that monetary expansion remains
a key determinant of inflation dynamics in Indonesia, emphasizing the importance of prudent monetary policy
and coordinated fiscal management.
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INTRODUCTION

Economic growth and stability are the main objectives of national development, aimed
at improving the overall welfare of society. Stable and sustainable economic growth enables a
country to continue its development process and provide optimal public services. However,
several macroeconomic factors often disrupt this stability, such as persistent price increases
(inflation) and fluctuations in the money supply. These two variables are closely interrelated
and are central to monetary policy in Indonesia, which is managed by Bank Indonesia as the
country’s central bank.

Historically, Indonesia has experienced fluctuating inflation rates. In 2010, inflation
reached 6.96%, then declined to 3.7% in 2011 before peaking at 8.36% in 2014. During the
Covid-19 pandemic in 2020, economic activity contracted sharply due to restrictions on
mobility, resulting in a decline in household income and purchasing power. Inflation fell to
1.68% during that period, indicating weak demand. After the pandemic, inflation began to rise
again, reaching 5.51% in 2022, before stabilizing at 1.57% in 2024. These fluctuations show that
Indonesia’s inflation remains volatile and sometimes deviates from the government’s target
range of 2-3% under the Inflation Targeting Framework (ITF) implemented by Bank Indonesia
since 2005.

© 2021 The Author.This article is licensed CC BY SA 4.0.
visit Creative Commons Attribution-ShareAlike 4.0 International License.

Journal of English Language and Education volume 10 Number 5 2025 1036


https://creativecommons.org/licenses/by-sa/4.0/
http://u.lipi.go.id/1601871664
http://u.lipi.go.id/1606019127
https://jele.or.id/index.php/jele/index
https://creativecommons.org/licenses/by-sa/4.0/
https://doi.org/10.31004/jele.v10i5.1400
mailto:nelfiaelfita123@gmail.com
https://orcid.org/0000-0002-9747-9374
https://crossmark.crossref.org/dialog/?doi=10.53905/inspiree.v1i2.6&domain=pdf

Copyright (c) 2025 Nelfia Elfita, et al.

Effect of Interest Rates, Rupiah Exchange Rate, Fuel Prices, Household Consumption, and Government Expenditure on Inflation and
Money Supply in Indonesia

One of the key determinants of inflation is the money supply. According to Azizah et
al. (2020), excessive money circulation leads to increased prices of goods and services,
reducing purchasing power. This finding aligns with the Quantity Theory of Money by Irving
Fisher, which posits a direct relationship between money supply and price levels. The role of
Bank Indonesia in controlling the money supply — through instruments such as open market
operations, policy interest rates (BI Rate), and reserve requirements —is therefore critical in
maintaining monetary stability.

Another important factor is the interest rate, which affects both inflation and the money
supply. As stated by Firdaus et al. (2022), the interest rate represents the cost of borrowing
money and reflects the trade-off between present and future consumption. High interest rates
can reduce money circulation and suppress inflation, while low interest rates can stimulate
spending and investment but may also increase inflationary pressure if not managed
prudently.

In addition to monetary instruments, government fiscal policies—particularly
spending and fuel subsidies—also play a crucial role in influencing inflation. According to
Lestari (2022), fuel prices have a significant impact on inflation due to their influence on
transportation and production costs. The Indonesian government often adjusts fuel subsidies
to balance between controlling inflation and maintaining fiscal sustainability. When subsidies
are reduced and fuel prices increase, transportation and logistics costs rise, which can drive
inflation upward. Similarly, higher government expenditure can stimulate aggregate demand,
but excessive spending may also exert inflationary pressure if not accompanied by adequate
production growth.

From historical data, it can be seen that fluctuations in fuel prices and government
spending correlate with inflation movements. For instance, in 2013 and 2014, inflation rose
sharply to 8.38% and 8.36% respectively, in line with significant fuel price increases from IDR
6,500 to IDR 8,500 per liter. These data illustrate that inflation in Indonesia is influenced not
only by monetary factors such as the money supply and interest rates, but also by fiscal and
external factors, including fuel policy and exchange rate dynamics.

Therefore, it is essential to analyze comprehensively the interrelationship between
inflation and the money supply in Indonesia, considering both monetary and fiscal variables.
This study aims to examine the effects of the money supply, interest rates, fuel prices, and
government spending on inflation, as well as the reciprocal effects of inflation, interest rates,
the exchange rate, and household consumption on the money supply in Indonesia during the
period 1993-2024.

After 2014, inflation declined again, reaching its lowest level in 2020 at 1.68%, with fuel
prices also dropping to 6,450 rupiah per liter. However, inflation rose again in 2022 to 5.51%,
with fuel prices soaring to 10,000 rupiah per liter. In 2023 and 2024, inflation declined again to
2.61% and 1.57%, respectively, but fuel prices remained high at 10,000 rupiah per liter. This
demonstrates that, despite inflation fluctuations, fuel prices remain a significant factor
influencing people's purchasing power.

Chart 7 above shows that in 2010, government spending was 6.96%, along with
inflation at 8.36%. However, in 2011, government spending increased while inflation
decreased to 3.79%. However, in 2015, although government spending still increased by 9.7 %,
inflation dropped drastically to 3.35%, indicating that fiscal policy was beginning to be
effective in stabilizing prices. Then, in 2020, government spending increased by 9.7% amid low
inflation at 1.68%, likely in response to the impact of the COVID-19 pandemic. In 2021,
government spending increased again by 9.21%, with inflation remaining low at 1.87%.
However, in 2022, A decline in government spending to 7.7 %, coupled with a surge in inflation
to 5.51%, demonstrates the challenges of budget management amid price pressures. In 2023,
government spending will continue to decline, reaching 7.5% with lower inflation at 2.61%,
and in 2024, government spending will increase again to 7.7% while inflation remains under
control at 1.57%. When the government spends more, aggregate demand will increase and
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production capacity will be unable to meet this demand, resulting in rising prices for goods
and services.

Based on the explanation of the above phenomenon, the author wants to examine in
more depth regarding the "Influence of Interest Rates, Rupiah Exchange Rates, Fuel Prices
(BBM) and Government Spending on Inflation and the Amount of Money in Circulation in
Indonesia".

METHOD

Based on the formulation, limitations, and objectives of this study, the research type
used is quantitative research. According to Anas et al. (2024), quantitative research is a
structured and systematic approach that measures and analyzes phenomena using numerical
data and statistical techniques, emphasizing objectivity, validity, and reliability. This method
enables hypothesis testing and the formulation of generalizable conclusions.

This study aims to analyze the effects of interest rates, exchange rates, fuel prices,
household consumption, and government expenditure on inflation and the money supply in
Indonesia. Given the interdependent relationship between inflation and the money supply,
where each variable potentially influences the other, this research applies a Simultaneous
Equation Model (SEM) using the Two-Stage Least Squares (25LS) estimation method.

The 2SLS model is selected because it effectively addresses the endogeneity problem,
which occurs when explanatory variables are correlated with the error term due to reciprocal
causality. In the context of this study, inflation can affect the amount of money in circulation,
while the money supply can also influence inflation, creating a simultaneous relationship that
violates the assumptions of the Ordinary Least Squares (OLS) method. By using 2SLS,
consistent and unbiased parameter estimates can be obtained, allowing for more accurate
inference of causal relationships between variables.

The data used in this research are secondary data collected from official publications
of Bank Indonesia, the Central Bureau of Statistics (BPS), and the Ministry of Finance. The
study covers the period 1993-2024 with 32 annual observations. The analytical process was
conducted using the EViews statistical software, which facilitates simultaneous equation
estimation and hypothesis testing.

FINDINGS AND DISCUSSION

Determinants of Inflation in Indonesia

Based on the simultaneous equation estimation using the Two-Stage Least Squares
(2SLS) method, several variables were found to influence inflation in Indonesia, either
significantly or insignificantly.

Effect of Money Supply on Inflation

The regression results show that the money supply has a positive and significant effect
on inflation, with a coefficient of 0.939997 and a probability value of 0.0000 (<0.05). This
finding indicates that a 1% increase in the money supply will raise inflation by approximately
0.94%, assuming other variables remain constant. These results confirm the Quantity Theory
of Money (Fisher), which states that excessive growth in money supply increases aggregate
demand and leads to higher prices. Similar findings were reported by Muttagien et al. (2023),
emphasizing that monetary expansion contributes significantly to inflationary pressures in
Indonesia.

Effect of Interest Rates on Inflation

The interest rate shows a positive but insignificant effect on inflation, with a coefficient
of 0.501540 and a probability value of 0.0762 (>0.05). This means that changes in Bank
Indonesia’s policy rate do not immediately or strongly influence the inflation rate. Although
higher interest rates may reduce credit demand and consumption, other factors such as global
commodity prices, fiscal stimulus, and supply-side constraints appear to play a stronger role.
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This finding aligns with Amaliyah (2022), who found that interest rates had a limited short-
term impact on inflation dynamics in Indonesia.

Effect of Fuel Prices on Inflation

Fuel prices have a positive but insignificant effect on inflation, with a coefficient of
0.001479 and a probability value of 0.3076 (>0.05). This suggests that although fuel price
adjustments increase production and transportation costs, their impact on overall inflation is
temporary and moderated by government subsidies and fiscal control. This is consistent with
Sarbaini (2023), who argues that inflation in Indonesia is more sensitive to food prices and
monetary variables than to fuel prices.

Effect of Government Spending on Inflation

Government spending also exhibits a positive but insignificant effect on inflation, with
a coefficient of 2.292408 and a probability value of 0.4061 (>0.05). This implies that fiscal
expansion, though capable of stimulating aggregate demand, has not been a dominant driver
of inflation. The result aligns with Ningsih and Rozani (2023), who note that Indonesia’s fiscal
policy tends to balance inflationary risks through targeted expenditure and prudent budget
management.

Joint Effect of Variables on Inflation

The simultaneous F-test indicates that the money supply, interest rate, fuel prices, and
government spending jointly have a significant effect on inflation in Indonesia, with an F-value
of 21.54 > 2.62 and a significance level of 0.0000 (<0.05). The coefficient of determination (R?)
of 0.768 shows that 76.8% of inflation variation can be explained by these variables, while
23.2% is influenced by other factors outside the model.

Determinants of Money Supply in Indonesia

The second equation examines variables affecting the amount of money in circulation
in Indonesia.

Effect of Inflation on Money Supply

Inflation has a positive and significant effect on the money supply, with a coefficient
of 0.504168 and a probability value of 0.0301 (<0.05). This finding supports the two-way
relationship between inflation and money supply, indicating endogeneity between these
variables. When prices rise, the demand for money increases as people need more cash for
transactions, prompting monetary expansion. This result is consistent with Parulian and
Utami (2024), who found that higher inflation leads to greater money demand and
consequently expands the money supply.

Effect of Interest Rates on Money Supply

The interest rate has a negative but insignificant effect on the money supply, with a
coefficient of -0.107552 and a probability value of 0.7204 (>0.05). This shows that although
higher interest rates can encourage savings and reduce money circulation, the magnitude of
this effect is small. The weak relationship suggests that other factors, such as liquidity
preferences and digital payment systems, play a greater role in determining the money supply
(Mariska et al., 2025).

Effect of Exchange Rate on Money Supply

The rupiah exchange rate shows a positive but insignificant effect on the money
supply, with a coefficient of 0.064273 and a probability value of 0.3385 (>0.05). This indicates
that fluctuations in the rupiah value against foreign currencies do not strongly affect domestic
liquidity, as Bank Indonesia’s monetary interventions help stabilize currency movements and
prevent excess volatility.

Effect of Household Consumption on Money Supply

Household consumption has a negative and insignificant effect on the money supply,
with a coefficient of -0.100345 and a probability value of 0.8058 (>0.05). Although consumption
is a key component of aggregate demand, its direct effect on money supply appears limited,
possibly due to substitution toward non-cash transactions and financial digitization.

Joint Effect of Variables on Money Supply
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The simultaneous F-test reveals that inflation, interest rates, the rupiah exchange rate,
and household consumption jointly have a significant effect on the money supply in Indonesia,
with an F-value of 18.13 > 2.62 and a significance level of 0.000017 (<0.05). The coefficient of
determination (R?) of 0.736 indicates that 73.6% of variations in money supply are explained
by these variables, while the remaining 26.4% are influenced by external factors not included
in the model.

CONCLUSIONS

This study examined the relationship between inflation and money supply in
Indonesia using the Two-Stage Least Squares (2SLS) simultaneous equation model. The
findings reveal that the money supply has a significant positive effect on inflation, confirming
that excessive liquidity in the economy contributes to rising prices. Conversely, inflation also
significantly affects the money supply, indicating a reciprocal relationship and the presence of
endogeneity between the two variables. Interest rates and fuel prices were found to influence
inflation, although their effects were not statistically strong, suggesting that monetary policy
adjustments and fuel price changes only partially explain inflation movements. Similarly,
government expenditure showed a limited impact on inflation, reflecting the effectiveness of
fiscal management in maintaining price stability. On the other hand, factors such as interest
rates, exchange rates, and household consumption influence the money supply but not
significantly, implying that other structural or external factors —such as financial innovation
and global economic conditions—play a role in determining liquidity levels. Overall, the
results highlight the interdependence between inflation and money supply in Indonesia. This
underscores the importance of coordinated monetary and fiscal policies, particularly by Bank
Indonesia and the government, to maintain economic stability and control inflation within the
targeted range.
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