The Sixth International Conference on Entrepreneur ship and Business M anagement
(ICEBM 2017)
Hanoi, Vietham — November 16-17, 2017
ISSN: 2598-7976 e-ISSN: 2598-7968

THE EFFECT OF DEBT TOWARD BALANCE SHEET EFFECT ON THE MINING
INDUSTRY IN INDONESIA

Hendro Lukmah'?, Marcella Cindy Hermawzah
Universitas Tarumanagara. Jakarta. Indonesia

Corresponding audthor : hendrol@fe.untar.ac.id

Abstract

Mining commodity prices plummeted in the middlethi$ decade as the world economic slowdown and the
financial crisis is still going on in several couies. The mining industry generally rely on debitgoperations,
both in foreign currencies, mainly the US dollandathe domestic currency. The purpose of this sivalyto look
at the impact of the debt by proxy Debt in US Do(laOL), Total Debt (TD), amount of Domestic Debtfwo
Logarithmic in Real Interest Rates (DOMLOG) and DiebRupiah (DOM) toward fixed assets as a proxyhef
balance sheet effect of the mining industry in hredda. Total samples ware 26 mining companies donesia
with the period 2013-2015. By using the procesSR&S.ver 21. This study showed that the DOL, TD béve
an influence on the balance sheet effect even D@ILZOM have negative sig.n Meanwhile DOMLOG nocgffe
It can be concluded that companies using Debt iDld#ar (DOL) and DOM are the main cause of balarsteet
effect. Using debt in US dollars (DOL) less thabtda domestic currency (DOM) for investment sa thay will
decrease in the amount of debt recorded in accawytaand its will cause the Total Debt (TD) hasites sign
toward Balance Sheet Effect. Hence,tTo minimizeetifiect, be advised companies to do the hedgdollar debt
that will mature, issue bonds in domestic curreragyd increase sales in US Dollars.

Keywoards : Balance sheet effect, Debts, Investment, Cuyr&epreciation, Mining Industry,
Introduction

Performance of company can be seen from its filahstatements. Financial Statements are alsosasii@e
information for investor to make an investment (@Gumbanyam and Wild : 2007), and other stakeholtetake
action. The financial statements are consits of @eimensive Income Statement, Retained Earning rSéami
Statement of Financial Position, and Notes to FiferStatements. This reports are generally divisetwo types
that are Income statement which comprises of resultvenue againts to expeses in one periodiccaaement of
Financial Position which figure out the positionassets, liabilities and equities on the certaite.d@he primary
objective of financial reporting is to provide highality financial reporting information concernirggonomic
entities, primarily financial in nature, useful feconomic decision making (FASB, 1999; IASB, 20(Bkest,
Bramm & Boelens : 2009).

The condition of financial statements are prepaaedording to standards that is vulnerable to ealer
factors such as market risk. Market risk is defimedthe risk arising from the movement of markeiaides
(adverse movement) of the portfolio owned by thepgany. Movements of market variables such as clraimge
exchange rates, interest rates, and macroeconawimanetary factors, this can cause the impactafftr loss
for the company in the perspective. According taHita & Vulpoi (2016), risk disclosure “is influeed by the
standard setters’ requirements through the issuaheecounting standards (IAS 32, IFRS 7, IFRS @aRcial
instruments: disclosure, IFRS 9 Operating segmelfRS 13 Fair value measurements) underpinning the
reporting of risk”.

Changes in interest rates are relatively rare e@rstant in a certain period of time, but not sthwhe
exchange rate fluctuations that can change evegnse(velotile). The foreign currency exchange emgainst the
domestic currency may appreciate the strengtheofndpe domestic currency against the foreign cuyermr
depreciate, which means the weakening of the daenestrency against foreign currencies. Howeverdain
certain conditions, the depreciation conditions icenease production and economic growth in sonumties that
have flexible exchange rates (Forbes, 2002). Amathpact has been the increased cost of importingponents
but affecting exporters in terms of cost advantagjative to foreign competitors (Forbes, 2002). ldgar, when
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viewed from the standpoint of the companies’ ded#ifon on transactions in foreign currency, thtugaof debt
will increase the cost of borrowing in which thisndition can reduce the company's wealth. Thisceffecalled
net worth effect. Depreciation can increase the gamy's excellence with a competitiveness effect tan
increase sales, and increase the company's groMith.extreme depreciation of many regional curenaind the
ensuing economic fallout (Yannis, Brown and Klap@2&03).

If the net worth effect is more dominant than tlampetitiveness effect. This means that the impéct o
depreciation is negative for firms as this willsithe cost of non-offset debt by increasing sateksnet income.
This condition is called the balance sheet effect.

The Problem of this study derive from weaken pdtenining commaodities has dicline in line with theow
growth of the world's economy which mining producted for energy production. On the other sidentir@ng
industries require large investments that are gdlyeobtained from loans and the loans are mostingithe US
dollar because the basis of their revenue in U&ddlhis condition can trigger a balance effecthis industries.
Bonomo, Martins, and Pinto (2003) who investigatieel balance sheet effect in Brazil, Benavente ahsbn
(2003) in Chile and Prasetyantoko (2007) in Indénedl found that in countries experienced a negabalance
sheet effect. While Bleakley and Cowan (2002) distifaund an inverse result when examining the fain
American countries where the depreciation would/jgl® a positive relationship.

Literature Review

1. Balance Sheet Effect
Prasetyantoko (2008: 234) states many studiescen@ucted on financial turmoil by taking into acnbwmicro-
economic factors, such as the health of the cotpaector, reflected in the condition of the batéagkeet. This
approach is often referred to as a balance shéstteffhe balance sheet effect approach emphatiees
importance of microeconomic factors in explainingammeconomic fluctuations. Corsetti, Pesenti, aadti
(1998) have made it clear that implicit guarante@isencourage behavior that is no longer cautimugnding.
Prasetyantoko (2008: 236), stated that the balaheet effect focuses on the difference in valuassets and
obligations related to fluctuations in exchangesat If the company has foreign currency denomuhaltebt,
then the cost of borrowing depends on the exchaatge Depreciation in exchange rates occurs iratitas
where most firms have liabilities in foreign curces, then the depreciation will be followed byiacrease in
assets (exports), but it impacts much more draalition the liability side (Prasetyantoko, 2008723t is
called the balance sheet effect. This conditioramp why after a large currency depreciation, meoyntries
are in recession and take a long time to recovehasmpact of the 1997 crisis (Krugman, 2000).aBak

Sheet Effect is commonly identified in developinguntries (Eichengreen, Hausmann, and Panizza, 2003)

which means there are special characteristicsciagse a country to be more vulnerable to the balaheet
effect. The main factor is the ownership of debtatainated in foreign currency.
2. Competitiveness Effect vs Net Worth Effect

When exchane rate depreciation occurs, there apepgsible impacts on the company's condition. For

exporters, this impact will be positive because thtie of domestic currency is relatively more engiee
against other currencies so that the income of emiag from abroad will increase. Prasetyantoko §2@36)
said that exchange rate depreciation does not allwaye a negative impact on the condition of tHarua
sheet. For a company that does not have foreigts aelforeign currency, the value of its assetsallt rises
and the debt is relatively unchanged, this conditiocalled competitiveness effect. Companiesubatdebt in
foreign currency denominated, the depreciation @felstic currency leads to increased borrowing costs
Increasing the cost of these loans will reducechmpany's worth. This impact is called a net watiect.
When the crisis of 1997, the balance sheet of coiepan Indonesia became negative (Tarmidi, 1988per
and Harvey (1999) provided evidence of a net weftlct that caused the 1997 crisis to worsen. i dtudy
use investment as proxy of balance sheet effeéntav which effect is stronger between competitiveane
effect and net worth effect. If the net worth efféx greater then the company's investment willpdadter
exchange rate depreciation, it means the baldrest effect occurs, or vice versa.

3. Investment (INV)
Investment is a large expense financed by the coynfar the purchase of assets used for its operatio
generate income.lnvestments in companies are nmadecapital goods such as land and buildings, plant
machineries and equipments, and inventories (Camati2010: 61-62). In deciding the form of investiméme
decision is based on reasonable (rational) corsides determined by the expected rate of retudnrisk cost
of investment (Tandelilin 2014: 9-10). Bleakley abdwan (2002), investment variables (INV) were oisd
by the following calculations:
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Inventories ) — Invenories;(;) + Fixed Assets,] — Fixed Assets()

INV'= Investment(,)

4. Debt in US Dollar (Foreign Currency Debt)
Foreign Currenty Debt (FC) Are loans denominatedaHars that are converted into local currencye@&ey
and Cowan, 2002). In this case, most companiesdariesia use the loan in foreign currency in USdbpko
it uses the Debt in US Dollar (DOL). Simandjunt@®@4: 190) stated that debt is defined as the atitig of
the debtor to pay the amount of money arising ftbe debt agreements (credit agreements) in the &rm
principal debt and or interest. Debt can dominatei§n currency, generally in the form of UD Dol@arEuro.
This foreign currency loan will experience excharngéue from foreign currency to domestic currenaijted
exchange rate. The exchange rate can cause thestioroarrency to be depreciated as the value of the
domestic currency relative to the foreign curreimzyeases, or appreciates the higher as valub@ddmestic
currency compared to the foreign currency. The Beption will make the debts denominated in foreign
currencies multiplied, thus exacerbating the comjzafinancial balance (Krugman (2000). Rothig, Sden,
and Flascher (2005) drew the conclusion that thgatiee effects of the exchange rate on corporakenba
sheets can be minimized by applying risk managemettices. Bleakley and Cowan (2002) studied 5808 n
financial corporations in Latin America show thahem depreciation occurs, companies that have foreig
currency debt invest were higher. While Prasetyant¢2007) gave the opposite result, where during
depreciation in Indonesia in 1997 showed the dsangaof investment made by companies. This study is
line with Aguiar (2004) who examined the balanceetheffect in the Mexican state. Allayanis, Brownd
Klapper (2003) also gave similar results in caseésian countries, Bonomo, Martins, and Pinto (9003
Brazil, Gilchrist and Sim (2007) in Korea, De Bru@andelman and Barbieri (2002) in Uruguay, as \asll
Benavente and Johnson (2003) in Chile, all stuttiedd that the balance sheet effect occurred ircthumtries
they studied. This ratio aims to see the impadhefuse of dollar debt on investments and to inyat what
factors influence the company's decision to uséadalebt in conducting business operations (Bleakled
Cowan, 2002). The formula is:

DOL = Debt in Foreign Currency Dollag
Investment; .1

5. Total Debt (TD)
Kasmir (2008: 151) stated that the ratio of solyeocleverage ratio was the ratio used to measwextent to
which the companies’ assets were financed with.dehis means that how much debt burden borne by the
companies compared to their assets. Total delitt@red from short-term and long-term debt in biddimestic
and foreign currency denomination. In this stuéygkage ratio is calculated is the ratio of tottcto capital
goods (inventory and fixed assets). This ratimisée how much influence the company to make imexst by
borrowing from domestic and abroad (Bleakley anev&w 2002). It is measured by :

TD = Total Debty
Investment; .1

6. Domestic Debt with Logarithmic in Real InterBstte (DOMLOG)
DOMLOG is a debt that is influenced by inflationdamterest rates (Bonomo, Martins, and Pinto, 2003)
DOMLOG is calculated by comparing domestic debtisi#jd for inflation and real interest rates dividgcthe
firm's capital goods (inventories and fixed asse#sycording to Bonomo, Martins, and Pinto (2003),
DOMLOG is measured by:
Local Currency Debg.1y x ALn Interest Rate (IRy
DOMLOG =

Investement; 1

7. Debt in Rupiah (Local Currency Debt)
In this study, Local Currency Debt is called DabRupiah (DOM). Pratap and Urrutia (2004) conclutieat
rupiah debt is the short-term and long-term ligie#i held in the form of domestic currency that trues paid
by a company. Debt in this domestic currency is adjusted in advance with the existing interestgand
inflation rates that occur, but this debt is a lestithe pure weight of loans made by the compding formula
used is (Bonomo, Martins, and Pinto ,2003) :
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Local Currency Dely.qy
Investment;; .1

M ethods

Methods in this study using multiple regression rghie proxy of the effet balance sheet is an itmvest as
dependent variable. While the independent variathlaswill be used are Debt in Debt in US DollalQD), Total
Debt (TD), Domestic Debt with Logarithmic in Reaitérest Rate (DMLOG) and Debt In Rupiah (DOM). The
hypothesis model in this research is as follows:

Fig.1. Hyphotesis Model
DOL (Xy)

D (Xo) Balance Sheet Effect
DOMLOG (X3) - Investment (Y)

DOM (Xa)

|

l

The hyphotesis of this studied as follows :

1. Many companies use foreign currency loans for timviestments primarily in fixed assets where thecpase
of fixed assets generally use US Dollar excepidad and buildings. Beleaky and Cowan (2002) shotliat
DOL has a positive and significant influence towBalance Sheet Effect with investment as proxy
H,: DOL has a positive relationship and significarftience on Balance Sheet Effect with investmerngragy

2. Not all debts can be obtained in the form of fone@yrrency. Similarly investment does not always the
American dollar as a means of payment. Purchasdanof and buildings generallyser local currency
(Rupiah), while purchasing from equipment can bid p& rupiah or US dollars. Therefore, total debtised as
a factor to see if there is an effect on the balasiwet effect with investment as a proxy.
H,: TD has a positive relationship and significarflLiance on Balance Sheet Effect with investmeniragy

3. The interest rate factor on domestic currency itelliiiess (DOMLOG) directly or indirectly affects the
companies’ expenses in paying interest as theigatidn. The interest rate is an external factat th difficult
to predict by companies. This will be one of thensiderations of companies in making debt-financed
investments, in line with studied by Bonomo, Mastand Pinta (2004)
H;: DOMLOG has a positive relationship and significarluence on Balance Sheet Effect with investnant
proxy

4. Financing for purchase of fixed assets may use dtieneurrency (Rupiah) debt. This financing is gaiig
done for investments that use domestic currencyi@®) without taking into account of the intereater
change
H, : DOM has a positive relationship and significanfiience on Balance Sheet Effect with investment as

proxy.

The Samples are companies in the mining industtosdisted on the Indonesia Stock Exchange inpiréod
2013-2015. The number of companies is 36 compaaidlsat and the eligible data for three years 8re 7

Result and Discussion
Result

The classical assumption test conducted on theatataned showed that no autocorrelation problecabse
value for this regression model is 1.855, and alingrto the Durbin-Watson test table, if k = 4, and 78, then
dU obtained by 1.7415, and 4-dU of 2.2585. The ltefuNormality Test by using One Sample Kolmogorov
Smirnov Test showed the data has a significancaevaf 0.096, is greater than 0.05, which meangltte are
normally distributed. The result of multicollinefgritest showed that DOL, TD, DOMLOG, DOM have talece
values below 0.10 and VIF values above 10 whichckmied that this regression model is not found
multicollinearity problem. Meanwhile, the Heterodastic Test by using Glejser Test showed thatit@ficance
value of DOL, TD, DOMLOG, DOM have significance ual above 0.05. Finally, t-test obtained results as
follows:
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Unstandardized Standardized Collinearity Statistics
Coefficients Coefficients )
Model T Sig.
Std.
B Tolerance VIF
Error
(Constant) .097 071 1.368 176
DOL -772 .049 -.976 -15.599 .000 252 3.965
TD .814 .027 1.608 30.529 .00D .356 2.805
DOMLOG -.012 011 -.038 -1.165 .248 916 1.092
DOM -.970 135 -.365 -7.161 .000 .381 2.625

a. Dependent Variable: Investment
Source : SPSS V21

From the table above, DOL has significance infleehat negative relationship to Balance Sheet effaitt
Investment as proxy. This result is in line witbrbes (2002), Galindo, Panizza and Schiantare®0382,
Bonomo, Martin and Pinta (2004), Pratap and Urr(2@04), Sahminan (2004), Prastyantoko (2007), Jarbt,
Garcia and Novaes (2008), but opposite with Bleaky Cowan (2002) which DOL has positive relatidmstith
Balance Sheet Effect. Meanwhile, the result of Thibves that TD has significant influence and positive
relationship. This results opposite with Bonomo,rfitaand Pinta (2004), and Prastyantoko (2007). Fhest
result of DOM as same as DOL result. This resulhiline with studied by Pratap and Urrutia (2Q08ahminan
(2004). Finally, DOMLOG has no significant influencand negative relationship to Balance Sheet with
investment as proxy. This result is opposite witm8mo, Martin and Pinta (2004), meanwhile Forb@922 had
result DOMLOG has significant influence with negatielationship to Balance Sheet effect. Therefaceprding
the t-test result above, only TD has significafiuience and positive relationship with Balance $hee

Dicussion

Given the limitations of this study, such as asteafew companies in the mining industry in Indsiaghat are
accessible (only public companies), and lack odrimiation on the use of debt in US dollars or iralazurrency
for certain investments, the results of this stody be explained below.

The results can be interpreted that companieshigth US Dollars debt (DOL) have a significant irghce on
the Balance Sheet but have a negative relation$hip.balance of US dollar debt relies heavily am ittovement
of the exchange rate of the local currency agdirestJS Dollar. If there is a depreciation of thedbcurrency, it
will raise the interest expense on the debt, sbdbapanies reduce investment, and vice versa.

What can be concluded from this result. Interessralo not affect the impact on the level of défeiced
investment, but the size of the debt itself and ltkelihood of debt increase due to the value of thollar
deposited due to depreciation of the rupiah.

To solve this problem, companies hedge on dollat teat will mature, issue bond in domestic curgerand
increase sales in US Dollars so as to reduce patdéogses in the financial statements. The resfltsypotheses
on domestic currency debt (DOM) indicate that DOa4 Ithe same result with DOL that has significafit@nce
but has a negative relationship to the Balance t3fiféect. This is because DOM value of debt is cleinged due
to changes in exchange rates. Furthermore, theesiteate factor on domestic currency indebted(@€8VILOG)
also shows similar results with DOM, which indicatéhat changes in interest rates do not affectBéance
Effect due to relatively small interest rate chamgghis will be different if the country is in aag of financial
crisis or heat economy.

However, Total Debt (TD) consisting of DOL and DOids significant influence and positive relationstup
Balance Sheet Effect, it can happen because ineesthhy mining companies in Indonesia where investiie
funded with DOM portion bigger than DOL and donengitaneously, so in aggregate TD has a positive
relationship.

Refer ences:

Aguiar, M. (2004). Investment, Devaluation, and étgn Currency Exposure: The Case of Mexi@dorking
Paper, Federal Reserve Bank of Boston.
12



The Sixth International Conference on Entrepreneur ship and Business M anagement
(ICEBM 2017)
Hanoi, Vietham — November 16-17, 2017
ISSN: 2598-7976 e-ISSN: 2598-7968

Allayannis, G., Brown, G.W., & Klapper L. (2003)afital Structure and Financial Risk: Evidence frbareign
Debt Use in East Asidournal of Finance. (58)pp. 2667-2709

Beest, v.F., Bramm.G., & Boelens. S. (2009). Qualif Financial Reporting: Measuring Qualitative
Characteristics. NiCE Working Paper 09-108. ApriDQ.

Benavente, J. M., Johnson, C., & Morande, F. (20D&bt Composition and Balance Sheet Effect of Brge
Rate Depreciations: A Firm-Level Analysis for Chitemerging Markets Review. (44)p. 397-416

Bleakley, H., & Cowan, K. (2002). Corporate Doldebt and Depreciations: Much Ado About Nothikgdrking
Paper, University of Chicago, US.

Bonomo, M., Martins, B., & Pinto, R. (2003). Debb@position and Exchange Rate Balance Sheet Effect i
Brazil: A Firm Level AnalysisPrinceton Universitypp. 1-40.

Corsetti, G., Pesenti, P., & Roubini, N. (1998). AViICause The Asian Currency and Financial CrisIBER
Working Paper No. 6834.

Curatman, A. (2010)Teori Ekonomi MakroYogyakarta: Swagati Press.

De Brun, J., Gandelman, N., & Barbieri, E. (2008yestment Equations and Financial RestrictioRiah Level:
The Case of uruguay, Latin American Researctwbidt Working Paper R-462. Washinton, DQGnited
States: Inter-American Development Bank, ReseraapaBment

Eichengreen, B., Hausmann, U., & Panizza, U. (20G8)rency Mismatches, Debt Intolerance and Orig8ia:
Why They Are Not The Same and Why It MatteZambridge: National Bureau of Economic Reseamh 1-
62.

Forbes, K. (2002). How Do Large Depreciations Afféerm Performance@Tambridge: National Bureau of
Economic Researclpp. 1-37.

Galindo, A., Panizza, U., & Schiantarelli, F. (200Bebt Composition and Balance Sheet Effects afr€hicy
Depreciation: Empirical Evidencénter-American Development Bank Banco Interamericale Desarrollo
(BID) Research Department Departamento de Invesitgapp 1-29.

Gilchrist, S., & Sim, J.W. (2007). Investment DwiThe Korean Financial Crisis: A Structural Econtnue
Analysis.Working Paper no. 1331pp. 1-52.

Janot, M. M., Garcia, M. G. P., & Novaes, W. (200Balance Sheet Effect in Currency Crises: Evidefnom
Brazil. Working Paper Series 16@p. 1-45.

Kasmir. (2008)Analisis Laporan Keuangadakarta: Raja Grafindo Persada.

Krugman, P. (2000). Crises: The Price of Globailiw& Global Economic Integration: Opportunities and
ChallengesFederal Reserve Bank of Kansas Citgl. 75-106.

Nichita. M.E., & Vulpoi. M. (2016). Relationship Beeen Risk and Transparency in The Financial Stegsnof
Professional Services Entitie&udit Financial YearxXIV.540. No.5 (137)/2016, 540-550. ISSN: 1583-8381
ISSN on-line: 1844-8801.

Prasetyantoko, Agustinus. (200Bencana Finansial Stabilitas sebagai Barang Puhlakarta : Buku Kompas

Prasetyantoko, Agustinus. (200Debt Composition and Balance Sheet Effect of Ceyd@risis in Indonesia
Jakarta : School of Business, Atma Jaya University.

Pratap, S., & Urrutia, C. (2004). Firm Dynamicsydatment, and Debt Portfolio: Balance Sheet Effet$he
Mexican Crisis of 1994Cambridge: National Bureau of Economic Reseapages 1-33.

Roper, Andrew H., & Harvey, Campbell R. (1999). TAsian Bet.National Bureau of Economic Research
(NBER).pp. 1-45.

Rothig, A., Semmler, W., & Flaschel, P. (2005). Hied), Speculation, and Investment in Balance-Sheaggered
Currency CriseCenter for Empirical Macroeconomidgdniversity of Bielefeld.

Sahminan. (2004). Balance Sheet Effects of Exch&taje Depreciation: Evidence from Individual Comoiegr

Banks in IndonesidDepartment of Economics The University of Northdiaa at Chapel Hill.pp. 1-26
Subramanyam, K. R., & John J. Wild. (200F)nancial Statement Analysis. L @dition.New York : McGraw —
Hill

Tandelilin, E. (2014)Portofolio dan Investasi: Teori dan Aplikadogyakarta: Kanisius (anggota IKAPI)

Tarmidi, Lepi. (1998)Krisis Moneter Indonesia: Sebab, Dampak, Peran IM&n Saran Jakarta : Universitas
Indonesia

Yannis, G. A., Brown. W. G., & Klapper. E. (2008)apital Structure and Financial Risk : Evidencarfrieoreign
Debt Use in EastAsid.he Journal of Financevol LVIIIl. No.61.

13



