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ABSTRACT

The general objective of this study was to assess empirically the causal links
and transmission processes between key macroeconomic variables described by a
simple open monetary model, particularly, to see the movements of foreign reserves,
exchange rates, prices, real output and government revenue and expenditure for
Indonesia from 1971 to 1992. A monetary model of an open economy based on the
monetary approach to the balance of payments has been used with the starting point of
the disequilibrium condition in the money market.

The model is estimated by 2SLS method. The results indicate that an increase
in real output and a decrease in domestic credit can accumulate foreign reserves. A
contractive fiscal budget by raising foreign borrowing to meet its balanced budget
spirit has been squeezing domestic credit creation and therefore indirectly affects
foreign reserves accumulation. Accumulation of foreign reserves has reflected the
central bank's intervention in the foreign exchange market, and it significantly
depreciates nominal exchange rates. The role of price differential on the nominal
exchange rate, however, is outweigh the central bank intervention. There is no conflict
found between nominal exchange rate depreciation and the price level. This led to an
increase in the country's external competitiveness causing an increase in real output.
The later has been significant in causing an increase in government domestic revenues.
The role of government domestic revenues, however, is not significant in covering the
domestic component of the budget deficit and therefore it has no role in reducing
domestic credit creation.

On the basis of these findings, some policy implications are noted and
directions for further study are offered. These policy implications include more foreign
borrowing, to influence the labor and goods markets in order to stabilise price
expectations to increase productivity and to improve external competitiveness. A
policy implication to maintain the inflation differential to keep external competitiveness
suggests the needs of adopting a flexible exchange rate.
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