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Abstract. The objective is linking the monetary policy to stable price indexes market in
Indonesia. The monetary policies are BI rate (BI rate 7 days Repo) and Inflation.
Meanwhile, Stable price market indexes are FTSE Indonesia, 30 Index, Development
Board Index, Miscellaneous Index, Sharia Index, and LQ-45 Index. The method is used
Markov Switching 2 Regimes. The data are monthly 5 years behind from March 2015
to February 2020. The results are that only can inflation negatively affect bearish
markets and can BI rate negatively influence bullish markets.
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1. Introduction

Bank Indonesia has the objective to achieve and maintain the stability of the value of the
rupiah. This goal as stated in Law No. 23 of 1999 concerning Bank Indonesia, as amended by
Law No. 3 of 2004 and Law No. 6 of 2009 in article 7. The stability of the rupiah referred to
has two dimensions. The first dimension of the stability of the value of the rupiah is the
stability of the prices of goods and services reflected in the development of the inflation rate.
Meanwhile, the second dimension is related to the development of the rupiah exchange rate
against other countries' currencies.

In an effort to achieve these goals, Bank Indonesia has adopted the Inflation Targeting
Framework (ITF) monetary policy framework since July 1, 2005. In this framework, inflation
is an overriding objective. Bank Indonesia consistently continues to make various
improvements to the monetary policy framework, in accordance with changes in dynamics and
economic challenges that occur, in order to strengthen its effectiveness (1).

In implementing monetary policy, Bank Indonesia adopted a framework called the
Inflation Targeting Framework (ITF) with the use of interest rates as operational targets. This
framework has been formally applied since July 1, 2005, after previously using monetary
policy that applies base money (base money) as the target of monetary policy.

In Indonesia stock market, there are 6 market indexes that are stability markets that have
bullish market and bear market. The others are volatility market classification (2). It is
supported by another research such as, in Turkey, monetary policy is more effective in bull
market periods. It seems that discretionary policy has no a good impact in bearish market
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periods (3). From those, researchers want to associate between the monetary policies such as
BI rate and Inflation and stability market index that can be divided bearish and bull markets.

2. Literature Review

Several studies have discussed about the relationship between monetary policy and stock
market return. In the long run, the interest rates have relationship to stock returns (4) (5), (6).;
interest rates increase one percent will decrease stock market return 12.3459% (7). In 40
countries, interest rates significantly affect stock returns in developed economies within fallen
interest rates (8). The large alterations in monetary and fiscal policies have strong relationship
to stock market returns (9), (10).. Interest rate increase and exchange rate depreciation in
China have induced market down (11). In Turkey, when stock market during bull market and
bear market monetary policy rate has affected in bull market (3). Central banking policies in
emerging countries have affected in financial market performance depending on the
policymakers (12). Monetary policies increase expected returns and actual returns (13). Short-
term seems to be relevant to explain several dimensions regarding equity risk premia (14)

Stock price majorly lead inflation in France, Germany, Belgium, Netherlands, and Portugal
and lead industrial production in the four countries that both of them have a positive
correlation. Inflation can be important factor to be predictive and the tools of policy makers
using probit model (15). Inflation, default spread yield, and the term spread are useful in
forecasting bear market, in particular default yield spread that can predict three month ahead
(16). The major determinations of risk premium are vacancy rate, The FTSE 100, new
monetary index and autoregressive parameter (17). US monetary policy has affected
international output, equity prices, and exchange rates against US (18).

However, there were several researches that found that Monetary policy easing not
correlate to stock market but it correlates to exchange rate (19) when the macro condition has
problem (Echekoba, Ananwude, & Lateef, 2018); interest rate correlate to bonds for emerging
economies (20), and sharia monetary.correlate to sharia index (21) and asymmetry is
hypotheses to connect . (22).

Stock market can be clearly more explained by market-frictions and sentiment’s investor
rather than fundamental value (23), (24). Contrary, when co-movement has been revisited
there is no longer any meaningful evidence from either an economic or statistical standpoint
(25), such as paying-dividend stocks (26).

Monetary policies have not connected to firm-level stock returns (27), slower to small
stocks (28), but those connected to investable firms (29), asset bubbles in housing (30),
aggregate earnings (31), bank’s stock price (32),. Volatility on that day when quantitative
easing is announced (33).

Investor chose the stock based on price (34). It generates lottery-like stocks (35). In the
Eurozone, fund investors allocate their portfolio investment from money market into riskier
equity market (36).

Unfortunately, the others have found that the impacts of monetary policies on asset prices
be biases because many variables react to them. The findings contain the estimated effects on
stock prices emerge too small and those on Treasury Yields too large (37). Also, unexpected
reserve ratio made market overreacting but the expected reserve ratio change made market
underreacting (38).



3. Methods

Data are secondary data from www.bi.go.id and www.investing.com. Monetary policies
are used BI rate and Inflation (Consumer Price Index). Index Markets are FTSE Index, Index
30, Development Board Index, Miscellaneous Index, Liquid 45 Index, and Sharia Index. The
data are monthly from March 2015 to February 2020. It uses data level that is not stationer. X1
is inflation ate and X2 is BI Rate. Meanwhile Y1, Y2, Y3, Y4, Y5 and Y6 are FTSE Index,
Index 30, Development Board Index, Miscellaneous Index, Liquid 45 Index, and Sharia Index.
Estimated Equation are:

State 1
Y =C()+ C(2)*X1 + C(3)*X2 )]

State 2
Y =C(4) + C(5)*X1 + C(6)*X2 2)
SIGMA = @EXP(C(7) 3)

Unconditional Probability is
Unconditional Probability (t) =
p(S; = x|all known information known at time t) x = 1(bearish)or x =

2(bullish) Where po < “4)
The method of segmentation bullish-bearish is markov switching model that is formulated by
Hamilton (1989) as:
Y= Hst T €, €~ N(O,Gstz) (5)

Transition Probability use

[pn lel (6)
Pim - Pum
The Probability of Functional Transition is written equation by:
Pi; (7)
P,: i = 2
1+ pjj
The expected duration of state j can be written where i = state i, j = state j, as follow:
®)
E(D) =
D) 1-P;

4. Results and Discussion

We find that monetary policies influence market indexes that are stability in Indonesia
with different regimes. First, Inflation has affected FTSE, IDX 30, Development Board Index,
Sharia Index and Liquid 45 Index in bearish. The expected durations of FTSE, IDX 30,
Development Board Index, Sharia Index and Liquid 45 indexes are affected when bearish
occur are 48.01470 months, 45.83930 months, 54.63640 months, 13 months, and



44.93446 months. Second, BI rate inversely influence from Inflation. BI rate affects the
bullish markets. BI rate affects FTSE, IDX 30, Development Board Index, Sharia Index and
Liquid 45 Index in bullish markets except Miscellaneous Index that is influenced in bearish
market by BI rate. The durations of those are 16.07261 months, 15.88598 months, 34.61814
months, 36.70339 months, and 15.96429 months, and 12.43526 months.

When market bearish takes place inflation is the best way to increase price market index.
The effect of inflation negatively influences. If the bearish occur the effect inflation can
predict duration from 13 months to 48 months at 5 indexes mentioned. Bank Indonesia must
stay the inflation low so that the price market index does not sink too deep. When bullish
market occurs the BI rate can support it through low interest. If the bullish occurs the effect of
BI rate can have the expected duration from 12.43256 months to 36.70339 months. Bank
Indonesia must decrease the interest rates so that the price market indexes can continue in
bullish market.

5. Conclusion

To conclude, interest rates cannot affect price indexes stable market in bearish and bullish.
It can only influence in bullish market and it loses its power in bearish market. Only can
inflation manipulate price indexes market retaining bearish markets. We discover BI rate and
inflation cannot affect to whole times and only in data level which means short impact for the
movement of price market.
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