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ABSTRACT 

This thesis is concerned with developing a dynamic long run macroeconomic model 
of Indonesia, focussing upon the contribution of oil developments upon that economy's 
income, investment, wealth, balance of payments, and trade performance. The model 
mcorp orates the main characteristics of the oil sector m the Indonesian economy, 
emphasising the crucial role of government in the distribution of oil production for domestic 
usage and for export, and the spending of oil generated revenue upon consunqition 
(routine) and investment (development) (equivalent to a caphal transfer to the private 
sector) expenditure. While focus is placed upon oil developments, the model is sufficiently 
general for analysing the economic eflfects arismg from non oil shocks and that arising from 
a wide range of poUcy options. 

A niunerical simulation procedure is adopted to identify how the domestic economy 
is affected by oil related shocks, and how such outcomes can be altered through the 
adoption of altemative poUcy responses. The roles of ahemative nominal exchange rate 
poHcies, combined with diflferent degrees of control over mtemational capital mobihty, are 
also incorporated, in order to capture the impact of such pohcies upon the domestic 
economy. This is particularly prevalent in the context of an economy such as Indonesia's, 
which is engaging in extensive economic hberaUsation. 

The study indicates that the influence of the oil sector on the Indonesian 
macroeconomy has been significant over the long run, and that this has been more so from 
oil price shocks in comparison to that of oil production shocks. A dynamic and long run 
analysis is adopted in order to identify the most appropriate poUcy responses in order to 
moderate the possible Dutch disease effects, and to enhance the benefits arising from such 
oil shocks. 

The major results of this study suggest that adopting a more development-oriented 
poUcy (investment) towards additional oil revenue, would moderate the Dutch disease 
consequences, inqirove the longer term economic development of the economy, and also 
smooth the adjustment process. The opposhe would be so from stimulating consun^tion 
expenditure. Adoptmg a more export oriented poUcy towards oil production worsens the 
Dutch disease consequences, however this would be compensated by a greater 
accumulation of net foreign asset stocks and vice versa. 

It is also found that a flexible exchange rate policy, combined with perfect 
intemational capital mobihty, is a preferable response to an oU price increase, wMst 
adopting a flexible exchange rate, together with high degree of control over intemational 
capital mobihty, is a preferable response to an oil production increase. Hence adopthig a 
more market oriented policy, that leads to a greater role for the private sector and closer 
mtegration with the global market economy, is found to be preferable for the case of 
Indonesia. 
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