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The objective of this thesis is to study the adjustment to the equilibrium of real
exchange rate. Base on Vector Autoregressive (VAR) approach. VAR model consists
of 8 variables i.e. real exchange rate, manufactoring production index, consumer price
index, international reserve, current account balance, capital and financial balance,
money supply and interest rate and useing secondary data of time series during 1998-
2003.

Checking stationary properties of the data by ADF-test found that the capital
and financial balance and interest rate are stationary status at level 1(0), and the other
are stationary status at the first differencing I(1) when checking optimal lag length by
log likelihood ratio test (LR-test). The study suggest that 4 lags length is the LR test
fail to accept the null hypothesis at 95% significant confidence.

The Impulse Response Function of the real exchange rate showing magnitude
and direction at difference period after the one standard deviation shock occur. The

study indicates that the real exchange rate shock, interest rate shock, current account
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balance shock, capital and financial balance shock and manufactoring production
index shock have positive relationship with the real exchange rate. However the
international reserve shock, consumer price index shock and money supply shock are
response to the real excﬁange rate in negative.

The pettern of the real exchange rate respone to all shocks seemed to have
more variation in a long term for adjust to the equilibrium.

The Variance Decomposition results suggest that in the short run the real
exchange rate shock, international reserve shock, and interest rate shock were the
important explanatory variables of the real exchange rate fluctuation; about 92 percent.
In the long run the real exchange rate shock, consumer price index shock, manufactoring
production index shock, money supply shock and current account balance shock are
explain the the real exchange rate fluctuation by about 82 percent. However, in the
long run, the influence of the real exchange rate shock, international reserve shock, and
interest rate shock are decline then the shock of manufactoring production index, money
supply, consumer price index, current account balance, and capital and financial balance

would have more influence on the real exchange rate.
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