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ABSTRACT

Indonesia’s economic landscape has dramatically changed since the Asian financial

crisis, and President Suharto’s resignation.  Since the fall of his regime, political and

social unrest has affected the economic climate for investment and economic growth.  In

the government’s efforts to attract foreign direct investment, Indonesia has seen income

growth, rising employment and poverty reduction.  Since the financial crisis, Indonesia

has opened its markets and liberalized economic policies to attract more foreign direct

investment and trade and thus, alleviate poverty.  The aim of this study is to analyze the

role of foreign direct investment on Indonesia’s development by evaluating other studies

and running empirical analyses.  Also, this study focuses on sectors that are salient

contributors to growth, explains the challenges in developing those sectors and proposes

a development package.  Lastly, this study analyses how and where the government can

implement the proposal, including ways to find funding.  Based on a literature survey and

empirical analysis, this paper ultimately argues that foreign direct investment and exports

have positive effects on Indonesia’s progress.  
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INTRODUCTION

For over three decades, President Suharto ruled Indonesia forbidding debates over

domestic politics and severely restricting freedom of press.  He especially had reason to

suppress his ascent to power after a violent coup in 1965 where he used the military to

gain the presidency.  Suharto’s fall, coupled with the Asian Financial Crisis, has

depressed Indonesia’s economy since 1998.  Volatile policy swings due to the

discretionary nature of Indonesia’s dictator did little to calm investor panic; the lack of

investor confidence in Indonesia resulted in an exodus of foreign capital and deepened its

crisis (Sachs and Radelet 1998). Poverty headcount rates and unemployment rates have

risen to unprecedented levels.  This paper addresses Indonesia’s political economic

problem, reviews literature on foreign direct investment (FDI) in developing countries

and offers a road-map for the government’s next step.  

1.1. Political History

Sukarno was the first president of the Republic of Indonesia who took power in

1945 after the Japanese and Dutch occupation.  Parliament was split among several

political parties before and after the country’s first nationwide election in 1955 and stable

coalitions remained unstable.  Also, the role of Islam in Indonesia becomes a divisive

issue.  Sukarno defended a secular state based on Pancasila1, which is a philosophical

basis of five principles to guide Indonesian life, while Muslim groups preferred theocracy

or a constitution which subjected adherents of Islam to Shariah rule.

                                                
1 The five principles of Panacila are: Belief in the one and only God; Just and civilized humanity; The
Unity of Indonesia; Democracy guided by the inner wisdom in the unanimity arising out of deliberations
among representatives; Social justice for the whole of the people of Indonesia.
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After 1955, the Sukarno administration became more authoritarian and for six

years, Sukarno imposed an authoritarian regime called “Guided Democracy”.  Only those

loyal to his National Indonesian Party (PNI) were allowed to survive.  Then Sukarno

moved closer to Asian communist states and toward the Indonesian Communist Party

(PKI). In 1965, PKI followers in the military usurped key locations in Jakarta and

massacred six senior generals.  Suharto, the commander of the army strategic reserve

rallied troops opposed to the PKI and reestablished control over Jakarta, the capital city.

In total, 160,000 to 500,000 of alleged communists in rural regions were murdered.  

In 1967, Suharto became acting president while Sukarno lived under virtual house

arrest until his death in 1970.  Under Suharto, Indonesia became a benevolent

dictatorship under the veil of a parliamentary regime.  He changed the party system,

labeled his era the New Order and founded the dominant political party, Golkar.  Suharto

officially becomes president in 1968 and is re-elected by parliament in 1973, 1978, 1983,

1988, 1993 and 1998.  

The Asian financial and economic crisis hit Indonesia in 1997, accompanied by

the worst drought in 50 years and falling prices for commodity exports like oil and gas.

The rupiah plummeted while inflation and capital flight accelerated.  Amidst ubiquitous

civil unrest, Suharto resigned in 1998 and his hand-picked Vice President Habibie

became Indonesia’s third president.  In the next six years, Indonesia had three more

presidential changes.  Abdurrahman Wahid of the National Awakening Party (PKB)

replaced Habibie as president by 1999.  Then in 2001 Megawati Sukarnoputri, daughter

of Indonesia’s first president and vice-president to Wahid, presided.  Lastly, Susilo

Bambang Yudhoyono won Indonesia’s first direct presidential election held in 2004.
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1.2. Economic History

In the 1970’s to early 1980’s, oil exports were fundamental to Indonesia’s

political economy and helped shield the country from market realities.  By 1981, oil and

gas accounted for 82% of all exports and 73% of government tax revenue (MacIntyre,

1994).   Pertamina, the state-owned oil and gas monopoly formed the critical financial

base for the New Order generals and funds are siphoned by the military and New Order

elites.  Like many state-owned enterprises (SOEs), Pertamina is a source of income for

particular-interests groups and individuals.

Since 1969, the government has introduced five-year development plans, called

Repelita.  Efforts to restructure the economy in the 1980s resulted in the average rise of

real GDP growth by 6%.  The 1979-1984 economic development plan, Repelita III,

emphasized the development trilogy of economic growth, equity and national stability.

Table 1 shows that, after Repelita III, Indonesia moved from Tourism & Communication

and Mining & Energy into Industry and Construction.  After Repelita IV, as oil prices

dropped, the government increased its goals to promote private and foreign investment.

This led to an increase in Trade & Transportation, as seen from the table below.  Top

priorities and their growth rates with the next two five-year plans are listed in Table 1.



9

       Table 1

Repelita III
1979-1984

Repelita IV
1984-1989

Repelita V
1989-1994

Tourism &
Communication 15.0% Industry 9.5% Industry 8.5%

Agriculture 14.0%
Transportation &
Communications 5.2%

Transportation &
Communications 6.4%

Mining &
Energy 13.0% Construction 5.0% Trade 6.0%

Education 10.0% Agriculture 3.0% Construction 6.0%
Regional &
Local
Development 10.0% Mining & Energy 2.5% Mining & Energy 4.2%

Agriculture 3.6%
     Source: Asian Development Bank

As shown from Table 1, since 1984, there was shift away from Education,

Agriculture and Mining and Energy towards Industry and Transportation and

Communications.  For Repelita VI, the average GDP was forecasted to grow even faster,

at 6.2% and the estimated per capita income was expected to reach $1000 by 1999.  It

turned out that Indonesia’s goals were met two years early, by 1997, as Southeast Asia

saw unprecedented growth rates from the global hype of investing in emerging markets.

The plan focused on the privatization of several industries and the gradual opening of

foreign investment.  This paper supports the privatization of SOEs and the government’s

plan on opening the economy to foreign investment.    

The World Bank report typifies the optimism of the mid-1990s:

Rapid growth is likely to continue in East Asia, and the pace of change

experienced by these economies should continue to be very impressive.

East Asian economies are committed to an open and cooperative

approach in the evolution of economic relations among themselves

and with the rest of the world, and will use market-based and

competitive means to achieve their goals (World Bank 1996: 126)
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1.2.a. After The Crisis

However, the 1998 disintegration of the economy prompted international aid

agencies to interfere.  This was due to the East Asian Financial Crisis, where several

Asian countries, many considered East Asian Tigers, were hit in July 1997 by an

economic slump.  At the time Thailand, Indonesia and South Korea had significant

private current account deficits and rising external borrowing to maintain a pegged

exchange rate.  This led to excessive exposure to foreign exchange risk in both the

financial and corporate sectors.  When the US increased interest rates to avoid inflation,

Asian exports became less competitive.  Thus, export growth slowed down dramatically

in the spring quarter of 1996, which deteriorated Indonesia’s current account position.

By the summer of 1996, the rupiah crisis began and then intensified in November upon

the release of corporate financial statements.  Firms that borrowed in US dollars faced

higher borrowing costs.  Many reacted by buying the dollar, undermining the rupiah

further.  Throughout Asia, the crisis affected currencies, stock markets and other asset

prices. 

The massive capital flight during the initial months of crisis and panic meant that

investors had already exercised their ‘punishment’ on the government and Suharto no

longer had the incentive to keep his policy promises. Moreover, it became apparent that

Suharto was acting so as to maintain the favor of his power base of business and political

cronies. Regardless of the efficacy of the policies implemented, Suharto’s unconstrained

power to change policy decisions made Indonesia’s overall policy program inconsistent,

compounding the already precarious economic environment.  Investors withdrew their

resources when they had no reason to trust or predict government actions.
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Graph 12 shows how the percentage of Indonesia’ Gross Domestic Product,

consumption expenditure and investment expenditure remained relatively constant until

the financial crisis in 1997-1998.  GDP, Consumption and Investment then declined

dramatically, with Investment and Consumption showing the greatest and least sensitivity

to the economic climate, respectively.    

Graph 1
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Simultaneously, the economy also suffered due to natural disasters and a

decreasing balance of trade from the reduction in prices of commodity exports.  Although

the country is rich in natural resources including crude oil and natural gas, aging oil fields

and the lack of investment in new equipment and infrastructure reduced Indonesia’s fuel

production significantly over the years.  As a result, Indonesia recently became a net

                                                
2 Please see Appendix for more information and data table
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importer of crude oil.  Yet Indonesia continues to subsidize fuel prices to keep them

artificially low despite costing the government USD 7 billion in 2004 (Guerin, 2006).  In

August 2005, the president has mandated a significant reduction of government subsidy

of fuel prices in several stages (BBC News, Aug 2005) and has offered a one-time

subsidy of $10 to qualified citizens to alleviate economic hardships from rising prices.  

1.3. What’s To Blame - Politics Or Economics?

Since the Asian financial crisis, most publications blame Indonesia’s decay on the

risky political climate.  For decades, Suharto ruled as the central decision maker,

liberalizing foreign investment, improving physical infrastructure and easing access to

financing.  Suharto's regime evolved into a steeply hierarchical affair, characterized by

tight centralized control and long-term personal rule. At the top of the hierarchy was

Suharto himself, making policy decisions and carefully balancing competing interests in a

society that was, despite strong centralized rule, still extremely diverse.  His success in

governing the world's fourth most populous and, after India, ethnically most diverse

nation is attributable to two factors: the military's loyalty to the regime and the military's

extensive political and administrative powers.

Nevertheless, ambiguity towards foreign enterprise lingered, resulting in various

idiosyncrasies including dense regulation of select economic sectors, an underdeveloped

financial system dominated by state-owned banks and the expansion of SOEs.  Despite

the rapid growth of family businesses, property rights remained insufficiently protected.

The army also had their hand in business and suppressed trade unions’ independence and
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labor rights movements. Hence, firms found various ways like political patronage to

minimize risk.

Since his downfall, parameters in the business environment changed.  Suharto’s

discretionary power and the lack of checks-and-balances to constrain Suharto from

changing his decisions reduced the credibility of the Indonesian government and

adversely affect investor confidence. This was especially damaging during a crisis when

stability and predictability are all-important (MacIntyre 1999).  The weight of past

wrongs is forcing the complete breakdown of the old system.  Although Suharto was

voted most corrupt by the Transparency International in its Global Corruption Report,

businesses knew what to expect as they were familiar with the system.  Without an

authoritarian, decision making at the state level remains inefficient as institutions remain

too ill-equipped to support a country and underdeveloped.  The question of succession in

a dictatorship is more ambiguous as there are no institutionalized mechanisms to ensure a

smooth transition of power if Suharto was suddenly unable to rule (Haggard 2000).

Without a transparent judicial system or enforceable contractual law, payments to

government officials were equivalent to a corporate tax as they ensured delivery on

promises.  Nearly a decade after his resignation, Indonesians still wait for a system that

can replace the previous ways.

Leaders both within and outside the government are full of ideas, but painfully

slow to execute them. New political rules have not been passed, and few of the 70-odd

nascent political parties have begun to persuade people outside the large cities of their

platform.  Even less have provincial, much less village, branches with the exceptions of
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Megawati’s Indonesian Democratic Party's Megawati Sukarnoputri and Abdurrahman

Wahid of the Muslim mass movement Nahdlatul Ulama.  

1.3.a. Hypothesis and Methodology

Despite the political chaos leading to a poor business climate, perhaps Suharto is

not to blame for the country’s current economic performance.  Perhaps there is no

empirical evidence that can attribute Indonesia’s GDP growth to Suharto’s control.

Using annual data from 1971 to 2005, spanning 34 years, the author conducted an

ordinary least squares regression by regressing real GDP growth (rGDPg) on real

consumption growth (rCg), real government expenditure growth (rGg), real investment

growth (rIg), a dummy variable (S) and a trend variable (T).  The binary dummy variable

(S) equals to zero during Suharto’s administration and one otherwise, after 1998.  The

trend variable (T) is included to factor for the upward trend in real GDP growth over

time.  The equation is as follows:

rGDPgt = β0 + β1 rCgt + β2 rGgt + β3 rIgt + ∂ St + β4 Tt + ut

The hypothesis is that there is no quantifiable, significant discrepancy between

real GDP growth before Suharto’s era and after.  With ∂ as the coefficient of the dummy

variable,

H0: ∂ = 0   H1: ∂ ≠  0

The results are shown below:

Number of Observations 34
R2 0.7631
Adjusted R2 0.7007
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Variable Coefficient
Standard

Error t value p value
Real Consumption Growth 0.4370 0.1140 3.83 0.001
Real Government Expenditure Growth 0.1417 0.1430 0.99 0.334
Real Investment Growth 0.1359 0.0537 2.53 0.020
Dummy Variable 0.0015 0.0256 0.06 0.955
Trend -0.0005 0.0015 -0.33 0.744
Intercept 0.0167 0.0159 1.05 0.308

rGDPgt = 0.0167 + 0.4370 rCgt + 0.1417 rGgt + 0.1359 rIgt + 0.0015 St – 0.0005 Tt 
                   (0.0159)    (0.1140)                (0.1430)             (0.0537)            (0.0256)          (0.0015)

The t statistic for ∂ is 0.06, which is less than 1.96.  Thus, at the 95% significance

level, the difference in real GDP growth before and after Suharto’s era is statistically

insignificant.  So we reject H0 and cannot deduce that there is a statistical significance in

real GDP growth before and after Suharto’s regime.  Given that this is a simplistic

regression that cannot capture the totality of the country’s socio-political and economic

dynamics, this is the most direct method of ascertaining the effects of Suharto’s regime.

The author also did not conduct an Instrumental Variables regression due to the small

sample size as IV regressions will only give a larger standard deviation.  Generally,

sample sizes above 15 data-points for analysis on developing countries are deemed

sound.  Hence, there are other salient factors contributing the Indonesia’s arrest in

economic development.  The author cannot conveniently point a finger at political

instability as the root of all economic evil.  As a result, this paper will focus on the

economic factors instead of the political factors of Indonesia’s growth.

1.4. Demographics

Indonesia, with 206 million people, has long been suspected of undercounting its

population. The country’s Central Statistics Bureau (BPS) and Statistics Indonesia quoted
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220 million while the CIA Factbook estimates well over 240 million.  Java is the world’s

most populous island and many cities are some of the most populous and densely

populated.  Hence, with some hard-to-reach regions, Indonesia’s population statistics are

still difficult to estimate.  

In the past couple of decades, rural-urban migration has risen, along with the

population density of Java.  Unemployment has dramatically risen since the early 1990’s

and peaked at 1995, but was surpassed in five years as the unemployment rate

consistently continued to rise.  The population growth rate fell during the Asian Financial

Crisis and has since remained steady, albeit at a lower rate compared to the pre-crisis

period.  

Graph 23 below shows the population and unemployment rate across time over

two axes.  While the unemployment rate continues to rise, with a peak during the Asian

financial crisis, population growth slowed.  The two indicators seem negatively related

and the graph suggests that the unemployment rate seems to lead the population growth

rate.  Some reasons for rural urban migration include superior career opportunities,

stemming from urban-biased development policies.  The population has been steadily

rising while unemployment rose sharply in the mid-1990s and has continued to rise

dramatically in the early 2000s.  Hence, this has contributed to civil unrest in dense

regions with high unemployment.  
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Graph 2
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Islam is the main religion, with nearly 88% declared Muslim according to the

2000 religious census, making Indonesia the most populous Muslim-majority nation in

the world.  The remaining population is 8% Christian, 3% Hindu and 1% Buddhist.  As

Indonesians are required to declare themselves as one of these official religions, the

author suspects that the numbers are inflated. 

Ethnic tensions, although cooling are also rampant, particularly between

Indonesian-Chinese and the native Pribumis.  Relations are strained because the pribumis

are poorer than the Chinese community.  In addition to inequality, ethnolinguistic

divisions are potentially destabilizing.  Such communal fragmentation can lead to a

higher likelihood of conflict, especially during a crisis when resources are scarce and

                                                                                                                                                
3 Please see Appendix for data table.
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distributional inequities along ethnic lines are more pronounced (Easterly and Levine

1997).  While the Chinese are richer on average, very few Chinese Indonesians and Non-

Muslims hold positions of power and influence in the business and political spheres.  

In the months prior to Suharto’s downfall, approximately 1,200 Chinese were

killed and thousands of their businesses were looted.  Tens of thousands of Chinese fled

the country, taking with them billions of dollars and thus, severely limiting Indonesia’s

source of capital and private entrepreneurial/ industrial activity (US Library of Congress

2003).  Chinese-owned stores and the families living and working in store-front

dwellings were the target of the rioter’s rage.  The 1997 and 1998 riots in Jakarta truly

highlighted the recurring tensions.    The government is trying to cure the problems that

triggered riots but due to widespread dissatisfaction by the poor, ethnic accord has taken

a back seat.  The corruption, collusion and nepotism, which characterized Suharto’s

presidency has bottled-up public resentment and exacerbated ethnic friction.

FOREIGN DIRECT INVESTMENT

2.1. Timeline In Indonesia

Indonesia has been a very lucrative emerging market for foreign investors since

its independence in 1945.  Large multinational corporations (MNCs) have contributed in

manufacturing facilities for trade and provided goods and services to the domestic

market.  In the first step to encouraging FDI, the government introduced the Foreign

Investment Law No.1 in 1967, which provided tax exemptions and guarantees.  However,

oil, gas, banking, insurance and leasing sectors still remained off-limits to foreigners. 
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More recently, the Investment Coordinating Board of Indonesia proposed to adopt more

effective measures of attracting foreign investments.  

2.1.a. Restrictions On Foreign Access

Then in 1970, Indonesia changed its open door policy and blocked foreign access

in even more sectors.  The policies grew even more stringent as the public protested over

the presence of investors from Japan, which was Indonesia’s last colonial master.

Indonesians were concerned that MNCs could use FDI to influence economic and

political affairs.  Those fears were propagated by the belief that FDI was a new form of

economic colonialism and exploitation.  

Moreover, the local affiliates of MNCs were often suspected of dealing in unfair

business practices, such as collusive price fixing through their links with parent

companies.  For instance, foreign investment was geared towards primary commodity

exports, like tea and sugar in Java and rubber and oil in Sumatra.  Sometime this led to

capacity and productivity growth, declining prices of exportable commodities and the

deterioration in Indonesia’ terms of trade, possibly also leading to welfare loss.

Furthermore, the benefits from primary commodity production did not spillover to the

rest of the economy.  Hence, people thought that the gains from capital inflows favored

the investor to the detriment of the host country.

Thus, Indonesia regulated and limited the economic activities of foreign firms by

imposing non-tariff barriers designed to transfer the benefits from the presence of foreign

investors to boost the local economy.  Examples include restricting foreign equity

ownership, local content requirements, local employment requirements and minimum

export requirements.   Foreign investors were also required to form joint ventures and
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invest their capital with a local partner to accelerate the process of transferring ownership

to local businesses.  This carrot and stick approach has been a perennial feature of the

regulatory framework governing FDI in host countries (McCulloch 1991).

2.1.b. Attracting Foreign Direct Investment

The Investment Coordinating Board’s proposal to the government included the

opening of all business sectors to foreigners, except those sensitive to national security

such as religion, culture, environment and small and medium enterprises.  Although a

joint venture with a local firm is still required, this would allow foreign investment in

previously restricted sectors such as print media, television and radio.  It would also

present more opportunities in the telecommunication, air transportation, port management

and utilities sectors and channel foreign firms to desired locations, sectors and economic

activities. 

Graph 34 shows the flow of real net FDI in Indonesia since 1988.  Before 1997,

real FDI steadily rose.  Afterwards, we saw a dramatic drop from over USD 6billion to an

exodus of FDI by about USD 2billion.  By this time, investors had lost confidence in the

political and economic stability of Indonesia as an investment haven.  Investors in

Indonesia were responding not to economic fundamentals but were influenced by the

wave of “rational panic”, triggered by Thailand’s currency depreciation (Radelet and

Sachs 1998).  The slow growth until the 1994 spike coincides with policy guidelines

pertaining to the sectors open to FDI.  During the economic crisis, FDI fell drastically

and dipped below zero.  Indonesia has never fully recovered to pre-crisis levels.  

                                                
4 Please see Appendix for data table
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Graph 3
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Despite the radical drop in real net FDI, the government continues to promote FDI

because of demonstrated positive impacts on growth.  There is also increasing

technological change, globally integrated production and marketing networks, more

bilateral and multi-lateral investment treaties and prescriptions from multilateral

development banks.  Moreover, the dearth of commercial bank lending in the 1980s from

the debt crises forced Indonesia and other developing countries to revise their investment

policies to attract more stable forms of foreign capital.  In the 1980s, FDI was an

attractive alternative to bank loans as a source of capital inflows.  Since 1987, FDI has

increased nearly 15 times at its peak in 1996.  The distinguishing characteristics of FDI

are its stability and ease of service relative to commercial debt or portfolio investment, in

addition to its inclusion of non-financial assets in production and sales processes.     

2.1.c.  Slowdown In Investment Growth

Flows of FDI have seen a rise due to globalization and capital liquidity.  Since the

introduction of the 1967 Foreign Investment Law, the level of FDI approved has reached

over 234 billion (ADB, 2005).  In 1981, FDI was USD 133 million, it reached over USD

6 billion in 15 years. The growing internationalization of trade and investment has

triggered a proliferation of bilateral investment treaties (BITs).  However, collective

action to regulate business frameworks has been more complex than trade liberalization

coordination.  In addition, Indonesia’s uncertain political and economic climate has

scared investors since the Asian financial crisis.  

As shown in Table 2, Indonesia, along with Kazakhstan, left the list as the top ten

FDI destinations in developing Asia.  India and Vietnam has taken their place, with USD

2.4 billion and USD 1.5 billion respectively.  This displacement in the standing of Top 10
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FDI Destinations not only confirm that investors are moving out of Indonesia, business

pessimism will also discourage further investment.  

      Table 2

Top 10 FDI Destinations in Developing Asia
Average Annual Total Inflows (USD billion)

Rank Host 1991-1993 Rank Host 1998-2000
1 China 14.3 1 China 41.6
2 Malaysia 5.0 2 Hong Kong 33.8
3 Hong Kong 3.9 3 Singapore 11.1
4 Singapore 3.9 4 Korea 8.0
5 Thailand 2.0 5 Thailand 5.6
6 Indonesia 1.8 6 Malaysia 3.5
7 Taipei 1.0 7 Taipei 2.7
8 Philippines 0.9 8 India 2.4
9 Korea 0.8 9 Philippines 1.6

10 Kazakhstan 0.7 10 Vietnam 1.5
     Source: Asian Development Bank

What else caused the dramatic slowdown in investment growth from 2002 and

2003?  One explanation is the continued low public investment in infrastructure due to

public budget constraints following the crisis.  Nonetheless, about 70% of investment was

probably private investment by local enterprises (Everhart and Sumlinski, 2003).  Given

that FDI was about 6% of total investment in 1990 to 1997, the trend must have been

determined by investment decisions of private enterprise.  It remains to be seen if private

firms are just postponing investment decisions until Indonesia reaches some political

stability or if new challenges in business have mounted to the point that firms stand

immobile.  

Table 3 shows how little investment growth has contributed to GDP growth in the

early 2000’s.  From the Investment as a proportion of GDP remained relatively constant,

around the low 20%s while real GDP growth and investment growth slowed in the early
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2000’s.  Most prominently, the contribution of investment growth to GDP growth feel

from the high 30%’s to 1%.  This is a dramatic drop, which could be attributed to

political instability as private enterprises withdraw from long-term investment in

Indonesia.  

Table 3

Year
Investment/GDP

(%)

Real GDP
Growth

(%)

Real Investment
Growth

(%)

Contribution of
Investment

Growth to GDP
Growth (%)

1975-1979 21 6.3 11.2 36
1980-1996 25 6.9 10.3 38
2000-2001 22 4.2 7.0 37
2002-2003 21 3.9 0.2 1

Source: BPS (various issues) and EIU (2004)

2.1.d. Foreign Direct Investment By Sector 

Currently, the number of approved foreign investment projects has nearly reached

ten thousand.  These are mainly established in the oil and gas, mining and financial

services industries.  As shown from Graph 45, FDI in those sectors has also permeated to

manufacturing which refines primary products into finished goods or inputs for export.

Two billion has also gone to agriculture, which is the largest sector in Indonesia.

The government sees high potential in Industrials, which is the second largest

export segment.   The US Central Intelligence Agency (CIA) estimates that the industrial

production growth rate in 2001 was 3.1%.   Indonesia's industrial sector has not fully

recovered from the Asian financial crisis, when the weakening of the currency from about

Rp.2,200 down to Rp.20,000 to one US dollar , left just under 80% of its businesses

                                                
5 Please see Appendix for data table
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bankrupt.   After 2001, recovery to pre-crisis levels has been delayed by both internal and

external disturbances, like the Bali-bombing in Kuta Beach Resort in October 2002. 

The government has also given top priority in Industrial expansion, particularly to

those that that are labor-intensive, that will accelerate agricultural production that are

consumer-based.    The government encourages industrial investors, particularly those

who plan to export, to locate in one of its eight bonded zones (BZs): the Batam Industrial

Park, the free trade zone (FTZ) or the export-processing zone (EPZ).   In the period

January to November 2002, 80 foreign projects were licensed in Batam, up from 59

during the same period in 2001. 

The petroleum refining industry has not grown significantly over the last decade. 

In 1992, Indonesia had six refineries, all operated by Pertamina, the state oil company.  

Production of refined products was 573 million barrels, which is 38% higher than the

annual production from Indonesia's now eight state-owned refineries in 2001.   Prior to

1997, these sectors accounted for nearly 80% of exports and 70% of government

revenues.  In 1997, the fuel sector contributed about 20% to Indonesia's foreign exchange

earnings and a waning amount of government tax revenues.   In 1999, the eight oil

refineries contributed to 9% of the GDP in 1999.  
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2.1.e. Foreign Direct Investment By Trade Partner

Major partners include Japan, United Kingdom, Singapore, Hong Kong, China,

Taiwan, United States, Netherlands, South Korea, Germany and Australia.  Java remains

as the main hub for FDI, although Sumatra, Kalimantan and Sulawesi are beginning to

receive more attention.  Graph 56 of total investment by continent shows that Asian

countries contribute the most.  There is a considerable drop in the level of investment

from Western countries like Australia, North America and Europe.  This proves that

investors are abstaining from Indonesia due to unfamiliarity with the market and high

                                                
6 Please see Appendix for data table
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perceived risk.  There is a large capacity for America, Europe and other OECD to invest

in Indonesia if they ensure investors more security.

Graph 5
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When capital flows and financial liabilities because increasingly short-term and

volatile, it occurred not as a result of mobilized social forces, but of the actions of capital

controllers like enterprises and individuals (Winters, 2000).  The investment process and

movement of capital tends to be psychological (Pempel, 1999).  In the early 1990s,

Indonesia, along with Thailand and Malaysia, were hyped as superior places to invest and

they received massive inflows of capital.  The flows became indicators of economic

health so even more capital flowed in.  Once that exuberance was broken, the exodus and

contagion effects were overwhelming.  Investors began to question the underlying

fundamentals of the economy.  



28

2.2. Income Distribution, Poverty And Growth 

The conventional definition of poverty refers to the lack of income to meet basic

needs.  Other dimensions of poverty include powerlessness and isolation from society at

large and other socioeconomic infrastructure (Okidi, 2000).  It is a multifaceted problem,

stemming from a variety of factors.  The World Development Report 2000 cites

institutional, social, economic and human factors at the roots of poverty.  The impact of

FDI on growth and poverty reduction can be analyzed by comparing economic

performance without FDI in the Old Order under the first president Sukarno and

performance supported by FDI and foreign debt in the New Order beginning with

Suharto.  

2.2.a. The Old Order

From 1949 to 1966 during the Sukarno era, the economy shut its doors, especially

on FDI from the West, and had an inward-focused development policy.  This policy,

combined with political chaos, led to grave neglect of hyperinflation, food production and

the stagnating manufacturing industry.  As a result, the economy collapsed.  

During the transition between the Sukarno and Suharto administration in 1966,

80% of the population lived on small and scattered farms where hunger was ubiquitous

(van der Eng, 2000), with an average food intake of less than 1600 calories each day.

The average annual Indonesian wages was about USD 50 and most people had limited or
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no access to basic healthcare or amenities such as drinking water and shelter.  Nearly

60% of adults were illiterate and 65% of the people lived below the poverty line.  

2.2.b. The New Order

When Suharto took power, he needed to consolidate political power and establish

economic security.  There was a dire need of donor assistance and the provision of food

aid.  Thus, the government motioned to found the food logistics agency to stabilize food

prices and protect farmers’ incomes.  When some political steadiness was restored after

Repelita7 I, the first 5-year economic plan, capital began to arrive in 1969.  Investments

grew with improved fiscal control as the government suppressed inflation from 500%

from the end of Sukarno’s era to less than 10%.  Major investments stimulated

agriculture by enhancing irrigation, fertilization and food distribution and introducing

high-yield strains of rice.  

In the beginning of the New Order, the reform framework prioritized economic

stability and reconstruction with an emphasis on agriculture.  The green revolution was

closely followed by industrialization, which precipitously increased the output of labor-

intensive manufactured exports.  Also, large strides in sustained economic deregulation

and the opening of markets accelerated export growth, which allowed manufactured

imports to lead job creation by the late 1980s (Timmer, 2004). 

2.2.b.i. Improved Welfare

                                                
7 Repelita is an acronym from Rencana Pembangunan Lima Tahun (Five Year Development Plan), and a
pun on pelita (lamp, or light).  It was the planning unit adopted by New Order Indonesia under Suharto to
coordinate the country's "accelerated modernization".
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Continued support of FDI from industrialized countries and the World Bank and

improving technical expertise propelled real income per capita and adult literacy.

Moreover, primary education enrollment was nearly universal and has remained at 95%

since the early 1980s.  Life expectance at birth rose by a fifth from 55 years in 1970 to 66

years in 1997.  For those born in 1980, the expected mortality rate of children below five

years of age fell from 125/1000 to 52/1000 for those born in 1998 (World Bank, 2001). 

Other social indicators also improved significantly as shown from Table 4.  Most

dramatically, Indonesia beat the Low & Middle Income Countries in infant mortality per

1000 births and life expectancy at birth rates.  It still lags in the improvement of primary

and secondary gross enrollment and adult literacy though.  

              

    Table 4

Welfare Indicators 1970 2000
Average Per Capital GDP (1999 PPP) ° 940 2882
Infant Mortality (per 1000 live births)

Indonesia 90 42
Low & Middle Income Countries 86 59

Life Expectancy at Birth (years)
Indonesia 55 66
Low & Middle Income Countries 60 64

Primary Gross Enrollment Ratio (%)*
Indonesia 107 113
Low & Middle Income Countries 96 107

Secondary Gross Enrollment (%)*
Indonesia 29 56
Low & Middle Income Countries 22 59

Adult Illiteracy (% aged 15 and above)
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Indonesia 13 M, 27 F 9 M, 19 F
Low & Middle Income Countries 22 M, 39 F 18 M, 32 F

    °Three year averages centered at year shown
    *1997 data
    Source: Balisacan et al. (2002)

2.2.b.ii. Income Equality & Poverty

However, not everything was in poor shape at the end of the Old Older.  The Gini

ratio, based on consumption expenditure, was low and remains just above 0.3 despite

some fluctuations since the 1980s.  Since 1980, Indonesia’s Gini coefficient shows that

the country is more equitable compared to other ASEAN, OECD, newly industrialized,

Latin American and South Asian countries.  However, a large underground market and

rampant tax evasion problems keeps us skeptical of the official data.  Nonetheless, the

author can safely conclude that there is at least lower income inequality.  Table 5 shows

the Gini coefficient remaining stead for 20 years at the low 30’s.  The number is much

lower compared to Latin America and comparable to OECD countries.

            

  Table 5

Average Gini Coefficient
Country 1970 1980 1990
Indonesia 0.33 0.31 0.30
ASEAN* 0.44 0.43 0.45
Newly Industrialized Countries° 0.36 0.36 0.37
South Asia^ 0.34 0.36 0.30
OECD 0.33 0.34
Latin America 0.50 0.49

*Average of Indonesia, Malaysia, Thailand, Philippines
°Average of Hong Kong, South Korea, Taiwan, Singapore
^ Average of India, Bangladesh, Pakistan, Sri Lanka
Source: BPS various issues, and Deininger and Squire (1995, 1996)
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Indonesia’s historical experience shows that economic growth, driven by FDI, is

the salient engine for poverty reduction.  As MNCs are mainly located in Java, FDI

mostly impacts urban poverty as foreign firms soak-up the urban labor force and have ties

with nearby domestic firms.  By implication, in examining the presence of FDI on

poverty, the distinction between urban and rural poverty is relevant.  Graph 6 below

shows the Gini coefficient of consumption expenditure over time.   Urban and rural Gini

coefficients typically move together, except for the early 1970’s where job opportunities

in the city encouraged rural-urban migration into Jakarta and increased income

inequality.  Social unrest, such as crime due to unemployment, resulted as there were

more migrants for each job vacancy.  The unemployed moved into the informal sector,

where they saw a new opportunity, and even more rural dwellers entered the city,

specifically to enter the informal sector.

Graph 6
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Gini Coefficient of Consumption Expenditure
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Table 6

Gini Coefficient of Consumption Expenditure

Year Urban Rural National
1965 0.34 0.35 0.35
1970 0.33 0.34 0.35
1975 0.35 0.31 0.35
1980 0.36 0.31 0.34
1985 0.32 0.28 0.33
1990 0.34 0.25 0.32
1995 0.35 0.27 0.35

Source: BPS (National Socio-Economic Survey) various issues

Before the crisis during the new order, the decline in poverty occurred in both the

rural and urban regions.  Before 1980, poverty incidence in the rural was higher than in

the urban area.  Then from 1980 to 1993, with the exception of 1984, the reverse was

true.  Then data shows that Indonesia returned to its pre-1980 scenario.
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As Timmer (2004) puts it: 

“Economic growth in Indonesia has always benefited the poor.  There

are episodes when income inequality increased and episodes where it

decreased so Indonesia has experienced both “weak” and “strong” pro-

poor growth.  During economic decline and crises, the poor have been

badly impacted.  But there were no periods where the poor were worse

off during the periods of economic growth (with the possible exception of

rural areas during the “Dutch Disease” era in the mid- to late-1970s)”  

Nevertheless, the low income inequality level has helped in poverty reduction and

economic growth (Chowdhury, 2002).  Sustained economic growth also reduced poverty

incidence as the percentage of Indonesians below the poverty line dropped from 40% to

11% in 1976 to 1996.  Poverty incidence dropped consistently up to the Asian financial

crisis and even faster in the earlier period.  Before 1993, BPS Statistics Indonesia defined

the national poverty as the total expenditure required to satiate an energy requirement of

2,100 calories per capita each day.  Since then, BPS has adopted the basic needs approach

for both food and non-food calculations based on a basket of 52 food items.  Their

quantities amount to 2,100 calories and the National Socio-Economic Survey implicit

prices have been used to derive the poverty line.

The decline of poverty during the Suharto period was driven mostly by macro-

economic policy, especially through better fiscal management, monetary control and

trade and investment policies (Timmer, 1997, 2002).  Due to the strong interface between

tradable and non-tradable sectors, there is a tight interaction between macro-policy and

poverty reduction.  Rapidly rising demand for the goods and services produced by the

non-tradable sector, especially in the rural region, behave as the short-run driver for

bringing employment to the rural regions and thus, bring them out of poverty.  
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Suharto also made huge investments in agricultural and rural infrastructure on

roads, communication networks, ports, irrigation and water systems.  Many projects were

constructed as labor-intensive public works, creating millions of jobs for the unskilled

labor force.  Such investments, coupled with the suppression of rice prices, made

economic growth mostly pro-poor (Papanek, 2004).  Graph 78 shows the gradual decline

of the ratio of Indonesians below the National Poverty Line, which is in Rp42,032. 

Graph 7

                                                
8 Please see Appendix for data table.



36

Indonesians Under the Poverty Line

0

5

10

15

20

25

30

35

40

1976 1978 1980 1982 1984 1986 1998 1990 1992 1994 1996 1998 2000 2002 2004

Year

Pe
rc

en
ta

ge
 o

f T
ot

al
 P

op
ul

at
io

n 
(%

)

Asian Financial Crisis

Source: BPS



37

As shown from the graph above, when the economic crisis hit Indonesia in 1997

and 1998, the economic contraction more than doubled the percentage of people under

the poverty line from 11.3% in 1996 to 24.2% in 1998.  Several studies conducted by the

Asian Development Bank (2000), Skoufias (2000) and Suryahadi et al. (2000) argue that

the number of people who fell below the line is greater than the official data announced

by BPS.  However, this underestimation of poverty headcount could have also been due

to the increase in the poverty line from Rp42,032 to Rp96,959 per capita per month (Daly

and Fane, 2002).  Daly and Fane argued that, because of Indonesia’s anti-poverty

programs that provided benefits in kind, which are not captured.  Real poverty is actually

less of a problem than what the statistics show as subsidies in food, health and education

have yet to be taken into account.  According to their calculations, grounded on the

former poverty line, the rate only rose 6% from 1996.  In contrast, based on the new

poverty line, the rate of Indonesians below the National Poverty Line would have been

18% in 1996 and 24% in 1998.

In Indonesia’s modern history, FDI has shifted the country’s focus from

agricultural and the exploitation of raw materials into the export of manufactured

products.  Although Indonesia was one of the most open economies and leaders of

growth in Southeast Asia before the crisis, the country has been unable to continue

attracting FDI in the face of competition from China and India.  

2.3. Empirical Analysis: Impact Of Investment On Growth
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Empirical research has extensively studied the relationship between FDI and

economic growth, producing mixed results.  Some have found positive econometric links

between FDI and growth.  Ito (1999) used annual data of eight Asian countries across 21

years, from 1976 to 1997, to find a positive econometric link between one-year lagged

FDI and annual growth rates.  However, his model remains simple as he only controlled

for contemporaneous expansion in the US and Japan.  De Mello (1999) also found a

positive relation between FDI and growth, contingent on the recipient country’s trade

regime, by tracking FDI flows for five Latin American economies (Brazil, Mexico,

Venezuela, Chile and Columbia) from 1970 to 1991.  Specifically, countries with export

promotion approaches tend to perform better than countries with import substitution

strategies.

On the other hand, through studying the direction of Granger-causality between

FDI and growth for Brazil, Chile, Mexico, Singapore and Zambia from 1970 to 1990,

Kholdy (1995) found that growth is a crucial determinant of FDI but the reverse does not

hold.   Furthermore, as a more sophisticated version of Ito’s study, Carkovic and Levine

(2002) used panel estimators for a broad cross-section of countries, from 1960 to 1995 to

resolve some of the estimation problems plaguing previous macroeconomic studies.  The

authors found no significant cross-country evidence that FDI accelerates economic

growth independent of other growth determinants.  Also, in contrast with the spillover

hypothesis, Kholdy Balasubramanyam (1998) concluded that FDI can be a potent

instrument of development only in the presence of a threshold of human capital, sound

infrastructure facilities and a stable economic climate.  Thus, “FDI is a rich country

good” and only the most advanced developing countries are able to benefit from FDI.
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2.3.a. Hypothesis and Methodology

From the literature review, findings of the relationship between FDI and

economic growth in Indonesia remain inconclusive.  Public attitude holds that foreign

investments are mostly pocketed by the political elite.  Also, according to the Global

Corruption Report’s findings of pervasive corruption, collusion and nepotism, the author

finds that FDI may not be channeled to the intended recipients and, therefore, does not

contribute to the gross domestic product (GDP).  Nevertheless, this paper hypothesizes

that FDI is a salient driver of growth and has a positive effect on the economy.

To ascertain the effect of FDI on GDP, the test spans across 34 data-points9 in US

dollars, from 1971 to 2005.  The model regresses real GDP growth (rGDPg) on real FDI

growth (rFDIg), a dummy variable (D) and a trend variable (T).  The dummy variable

equals to zero before the Asian financial crisis and equals one after.  The regression

equation is as follows:

rGDPgt = ∂0 + β rFDIgt + ∂1 Dt + ∂2 Tt + ut

If β is the coefficient of real FDI,

H0: β ≥ 0   H1: β < 0

  The results are shown below:

Number of Observations 34
R2 0.7339
Adjusted R2 0.6940

                                                
9 Generally, macro-level regressions on developing countries are sound with at least 15 observations.
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Variable Coefficient
Standard

Error t value p value
Real FDI growth 0.0016 0.0003 5.21 0.000
Dummy -0.0784 0.0212 -3.70 0.001
Trend 0.0034 0.0015 2.30 0.032
Constant 0.0343 0.0156 2.18 0.041

rGDPgt  =  0.0343  – 0.0016 rFDIgt – 0.0784 Dt + 0.0034 Tt
                    (0.0156)       (0.0003)               (0.0212)           (0.0015)

The author rejects the null hypothesis H0 because the t value of β, |   tβ | = |5.21| >

1.96.  As the above equation shows, 100% increase in real FDI growth leads to a 2%

growth in real GDP.  This is significant as FDI is only about 20% of GDP.  Hence,

nominally, increments in FDI can have a large nominal effect on GDP.  All the

independent variables are significant as the modulus of each of their t value is above

1.96.  The high value of the adjusted R2 suggests that these three independent variables

closely account for fluctuations in the dependent variable.  

2.4. Impact Of Foreign Direct Investment

Aside from macroeconomic factors, FDI can accelerate economic growth through

three mediums.  It can contribute to the local stock of economic assets and improve

Indonesia’s allocation of resources and productivity of employed factors of production.

Although these mediums are likely to operate congruently, productivity enhancements

have the greatest potential for improvements under conditions of long-run economic
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growth, especially in open economies near full employment10.  Hence, we will focus on

FDI’s impact on under macroeconomic and microeconomic conditions.

There are three main ways through which FDI influences productivity: through

direct improvements in efficiency by a more productive allocation of resources, through

indirect improvements from positive externalities such as spillovers and through

increasing market competition.  

2.4.a. Direct Improvements On Productivity

Through a more optimal allocation of resources, productivity can directly be

enhanced.  Since domestic firms are likely to be more familiar with and have better

access to local markets, a foreign firm entering the market must also have compensating

advantages (Graham and Krugman, 1991).  For example, foreign firms may have superior

management skills, more advanced technology, and better access to international

markets.11  With a problem of scarcity, welcoming foreign entities will likely rearrange

the allocation of factors of production to maximize productivity.  Thus, FDI is expected

to increase overall productivity within the economy.  

2.4.b. Positive Externalities 

FDI supporters uphold that FDI introduces an array of highly productive

resources into the economy, including production and process technology, managerial

                                                
11 Note there is nothing in the theory to suggest that domestic investment cannot achieve the same gains if it
comes with the attendant skills, technology and market linkages.
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expertise, accounting and auditing standards and familiarity with international markets.

The host economy is challenged to find how to benefit from the MNCs’ investment and

how to appropriate the accrued income from productivity growth.  For example, to

improve the quality of inputs, MNCs may transfer technology and know-how to local

suppliers (Rodriguez-Clare, 1996).  In addition, local competitors might benefit by hiring

employees from foreign affiliates with firm-specific knowledge (Fosfuri, Motta and

Ronde, 2001).   Local manufacturers may also benefit from the supply of more

sophisticated intermediate inputs.  These rewards originate from the beneficial exchange

and accidental spillover of know-how and technology between local and foreign firms.

The magnitude of exchange of positive externalities also depends on the absorptive

capacity of local firms, and their ability and motivation to cooperate with, learn from, and

invest in foreign technology and ideas.  According to the theory, spillovers will only

ensue if there is a small disparity in technology and knowledge among foreign and local

firms.  

2.4.c. Increased Competition

The arrival of foreign affiliates can have two effects on domestic market

competition.  It can either lead to greater market concentration and monopoly or intensify

market competition, leading to higher productivity, lower prices and more efficient

resource allocation.  The former is more probable if the host country constitutes a

separate geographic market; the barriers to entry into the industry are high; the host-

country market is small; the entrant has an important international market position; or
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host-country competition laws are weak or weakly enforced (OECD, 2002b).

Theoretically, however, competition policy should not differ under effects FDI and other

forms of investment.

Vigorous competition, reinforced by competition policy, also helps to optimize

the benefits of FDI by encouraging participating firms to construct modern production

facilities, implement training programs, transfer new technology and prevent the

exploitation of consumers (WTO 1998, 8).  Even Indonesia’s Investment Coordinating

Board argues that investment liberalization will strengthen competition and boost

efficiency in Indonesia’s industrial sector.  This would benefit the general public as the

competition in the open sectors would force companies to operate efficiently and cut

prices to steal market share.  

2.5. Foreign Direct Investment and Economic Growth: Evidence

Empirical research has extensively studied the relationship between FDI and

economic growth, and in particular the existence of spillovers.  In the comparison of

economic growth across countries, FDI along with other conditional variables is an

explanatory variable.  The hypothesis is: large foreign investment is associated with

faster economic growth, ceteris paribus.  Bende-Nabende (1998) researched if FDI

caused spillover effects that lead to economic growth in ASEAN countries from 1970 to

1994.  The paper shows that FDI stimulated growth by influencing workforce training

and skill-upgrading, technology transfer, international trade and learning by doing, in that

order.  
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Still, the effects of FDI are not definitive.  A number of both macro and micro

studies have shown mixed conclusions about the relationship between FDI and economic

growth.  Micro studies usually find no positive relationship while macro studies find that

FDI positively affects economic growth under certain conditions. Balascubramanyam et

al. (1996) and Bhagwati (1973) find that foreign capital positively impacts growth, labor

and exports, in that order.  The methodologies in studies used to recognize links between

FDI and growth generally has a macroeconomic or microeconomic foundation.

Macroeconomic approaches often use econometrics on data spanning across different

countries while microeconomic evidence is often generated through case-studies.  

2.5.a. Macroeconomic Evidence

Most macro-economic studies place economic theory aside and model the

empirical relationships between economic growth and FDI flows.  These studies take a

broad cross-section of countries, while trying to control for other, usually not exhaustive,

determinants.  For example, Ito (1999) found a positive econometric relationship between

FDI (lagged by one year) and annual growth rates, only controlling for the simultaneous

expansion of the US and Japan.  

Other studies, using a cross-country regression framework on data on FDI from

industrial countries to developing ones, like Dollar and Kraay (2001) and Kolstad and

Tondel (2002) also support that FDI is imperative to increase economic growth in

developing nations.  Borensztein et al (1998) tested the effect of FDI on economic

growth using the same framework.  They found evidence of crowding-in effects, that FDI

complements domestic investment.  A dollar increase in FDI inflow corresponds to a

larger than proportionate increase—from 1.5 to 2.3—in total investment.  This is



45

attributed to the attraction of complementary activities that dominate the displacement of

domestic competitors.  Still, the majority of the effect of FDI on growth probably comes

from efficiency gains instead of higher investments.  

On the other hand, Nair-Reichert and Weinhold (2001) assert that the traditional

panel data and time series estimators often impose homogeneity assumptions across

countries in studies of the relationships between FDI and growth.  However, their studies

proved the opposite.  The authors used mixed, fixed and random panel data estimation to

test for causality between FDI and economic growth in less developed countries.  There

is strong evidence of heterogeneity across countries, indicates that assuming a

homogenous dataset could lead to bias estimates and faulty policy implications.  Albeit

heterogeneous across countries, the study found evidence that the efficacy of FDI is

greater in open economies.  Additionally, it finds no statistically significant role for

human capital in economic growth.  However, before dismissing human capital, the

author may predict that the relationship between the two is more complex than what can

be sufficiently captured in a linear model.  

Besides the human capital aspect, the introduction of superior technology depends

on whether or not technology permeates to other firms or capture positive externalities.

Also, FDI typically results in increased domestic investment.  Next, competition rises as

the entry of a new firm in a nontradeable sector increases the industry output and may

reduce prices, leading to a net welfare enhancement.  In an analysis of panel data for 58

developing countries, Bosworth and Collins (1999) found that one dollar of capital inflow

leads to a two-dollar increase in domestic investment.  However, when the capital inflows

are FDI, there is a near one-for-one relationship between FDI and domestic investment.  
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Other studies use some economic theory, although the econometric specifications

often remain questionable.  These studies usually supplement growth specifications with

proxies for the various methods and conditioning variables that are assumed to affect the

relationship between FDI and growth.  For example, Blomstrom (1994), Blomstrom et al

(1994), de Mello (1995), Balasubramanyam (1998) and Alfaro et al (2001) typically

found positive relationships between FDI and growth, conditional on various variables

including trade-liberalization, human capital training, initial wealth, financial

development and other proxies for host country absorptive capacity.

Some current studies use sophisticated statistical techniques in regressions to

control for simultaneity bias, country-specific effects and the use of lagged dependent

variables.  These studies tend to find no positive causal relationship from FDI to growth.

For instance, Kholdy (1995) finds that growth Granger-causes FDI, but the reverse is

false.  More recently, for a variety of specifications and data sets, Carkovic and Levine

(2002) found no reliable cross-country evidence that FDI single-handedly accelerated

growth.  Thus, macroeconomic studies that were heavily specified did not produce direct,

unconditional relations among FDI and growth.  At a minimum, sizeable levels of FDI

are insufficient as host economies also need the absorption capacity to acquire knowledge

or assimilate technology from foreign affiliates.  

The type of FDI and presence of foreign firms also affect the extent of

employment benefits for Indonesia.  For the past fifteen years, most of the FDI

worldwide has come in the form of mergers and acquisitions (M&A) instead of

investment in new plants and factories, which contributes the most to economic activity

and physical production (Jenkins and Thomas, 2002).  In the short run, M&A may have
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less benefits and larger costs than investments in Indonesia as it does not expand

productive capacity.  The change in ownership of companies may also disrupt production

and from rationalization by the acquirer, it may also adversely affect employment

(UNCTAD, 2002).  The possibility of market dominance of strategic sectors by new

owners and the elimination of domestic firms is also a concern.  However, this is unlikely

due to restrictions of foreign involvement in national security-sensitive sectors.   

2.5.b. Microeconomic Evidence

Early microeconomic evidence of spillovers was based on case studies of large-

scale FDI.  A recent example is an examination of Malaysia’s manufacturing sector,

Batra and Tan (2000).  Foreign firms in Malaysia are more likely than large locally

owned firms to sub-contract to suppliers, and rely more heavily on local ones.  Results

show that having any subcontracting links with other firms is strongly and positively

associated with higher productivity.   On average, sub-contractors were 45% less

productive when they first became suppliers compared to the survey point.  More

recently, more studies on the economic impacts of FDI have been conducted using firm-

and industry-level cross-section and panel datasets.  Although these latter studies have

advantages over earlier studies, especially those using panel data, many still suffer from

potentially significant specification problems.

2.5.b.i. Case Studies

Some case studies have examined the channels through which spillovers could

occur, with an emphasis on technology transfer.  Findings from these studies are mixed

and inconclusive.  For example, Rhee and Belot (1990) suggest that foreign entrants led
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to the creation of booming domestic textiles industries in Mauritius and Bangladesh.  Yet,

Mansfield and Romeo (1980) surveyed 26 US-based MNEs and reported that FDI seldom

accelerated local competitors’ access to new technology.

2.5.b.ii. Microeconometric Studies

Previously, microeconomic studies usually focused on spotting statistical links

between various proxies for foreign presence and labor productivity, while controlling for

obvious determinants of production like labor and capital.  These studies made use of

cross-sectional data sets, most often manufacturing censuses.  Examples include Chuang

and Lin (1999) for Taiwan, Lipsey and Sjoholm (2001) for Indonesia and Blomstrom and

Wolff (1989) for Mexico.  In general, these studies were consistent with the spillovers

hypothesis, where there are positive associations between the degree of foreign presence

in an industry and the average productivity of competing firms, consistent with the

spillovers hypothesis.  

Now, due to the availability of using firm- or plant-level panel data and, in

recognition of the econometric shortcomings of previous studies, more rigorous studies

have been conducted.  Results have been varied though.  For example, Aitken and

Harrison (1999) found evidence of negative spillovers for local Venezuelan

manufacturing plants.  They addressed contradictory findings by attributing the positive

results of previous studies to the tendency of MNCs to invest and establish themselves in

productive sectors and plants. However, other studies using panel data did find evidence

of positive spillovers.  For example, Aitken, Hanson and Harrison (1997) looked at panel

data for over 2000 Mexican manufacturing plants between 1986 and 1990.  The authors
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used a two-stage probit model to test the hypothesis that MNCs act as export catalysts.

They found that export volume is uncorrelated with exporters, suggesting that export

spillovers are particular to MNC activity.   

Also, to compare with developed countries, Girma and Wakelin (2001) sought to

estimate the impact of FDI on UK plants while controlling for changes in the degree of

competition to isolate FDI spillover effects.  They found evidence for positive spillovers,

although the estimated productivity effects for UK plants were small.   Secondly, Keller

and Yeaple (2003) investigated international technology spillovers to 1,100 US

manufacturing firms from imports and FDI for the years 1987 to 1996.  They concluded

that FDI leads to significant domestic productivity gains for firms.  They found that FDI

spillovers accounted for 14% of productivity growth in US firms between 1987 and 1996

and attribute this effect to foreign affiliate activity.  

Therefore, literature on FDI impacts (Fan, 2003; Lim, 2001; Moran, 2002) finds

that the host economy benefits are contingent, across and within countries.  Despite

continual research, micro-econometric evidence on FDI-related spillovers remains varied.

Older studies, although less methodologically robust, tend to agree with the spillovers

hypothesis more than the recent studies.  Since the micro-econometric evidence remains

inconclusive, spillovers are likely to be context-specific.  Determinants of the magnitude

and direction of spillovers include: the nature of the new technology; the compatibility of

local and foreign firms to create linkages; the learning capacity of local firms; and the

complementarities between the activities of the foreign affiliate and the structure of the

host economy.
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Hence, policies, the commercial environment, institutional quality and supply-

side capacities are crucial in determining the distribution of these benefits.  On the other

hand, regime instability and nationalist sentiment are also crucial as they can

substantially discourage FDI and domestic investment.  As Indonesia loses comparative

advantage in labor-intensive activities, MNCs will shift their low-tier activities to other

locations like China and India.  Thus, policy makers must play a creative role in

managing the upgrading process.

TRADE AND EXPORTS

3.0. Foreign Direct Investment & Trade

MNCs are playing an increasingly prominent role in the global economy, with

crucial implications for countries pursuing an export-oriented development strategy.

Compared to a decade or more ago, FDI will commonly be more export oriented, less

likely to be attracted by the old tariff factory model of production for a protected

domestic market and account for an increasing share of host economy exports (Yusuf,

2003).  In a most successful case of an industrial cluster production operation that

constitutes a seamless web is the SIJORI-Singapore-Johore (Malaysia) –Riau (Indonesia)

triangle.  Nevertheless, it is harder for late-bloomers to achieve high rates of export

growth without MNC participation (Urata, 2001).  

In the literature, export growth is commonly linked with trade liberalization.  The

author needs to address the trilogy between economic growth, exports and FDI.  Between

growth and exports, Grossman and Helpmann (1991) and Lucas (1988) show that export
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growth stimulates economic growth by providing access to international markets,

technology, intermediate and capital goods, raw material, increased economies of scale

and market competition.  Winters et al. (2002) add that quasi-permanent economic

growth often requires a combination of sound investment policies.  Next, between FDI

and exports, Thomsen (1999) reviews the impact of FDI on economic development in

Indonesia, Malaysia, Philippines and Thailand.  FDI was found to be a key factor

motivating export-led growth as foreign firms were leaders in the fastest growing sectors.

However, local capabilities were mostly still unripe to ensure sustainable development.  

This shows that exports are important to Indonesia’s continued development

because if offsets decreases in direct investment, as shown from Table 7.  The sectors

attracting the most FDI were transport, storage and communication; chemicals and

pharmaceuticals and construction.  Generally, direct investments and exports have

increased with time due to the simultaneous liberalization of trade and FDI regimes, the

reduction in transaction costs and advances in production technologies.  During the

financial crisis, although export levels fell in 1999, it rebounded within a year to near pre-

crisis levels.  Furthermore, as the economy worsens as in 1998, exports play an

increasingly important part in GDP.  

Nayyar (1978) argued that MNC involvement in export expansion from the newly

industrializing economies was mostly low by international standards.  As shown in Table

7, this low export level by global standards, along with a favorable exchange rate

weakening, may have been a reason for the continued increase in export levels in

Indonesia, despite a drop in direct investment.  From Table 7, FDI dropped to negative

levels in 1998 and worsened through to 2000.  There is a small recovery in 2004,
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although values have not returned to the pre-crisis days.  Although FDI continued to

decline in 2000, exports had already recovered from its dip in 1999.  Hence, to find

solutions to the country’s continued growth, the author must address the advocacy of

exports.

Table 7

1987 1997 1998 1999 2000 2004
Direct investment
(USD million) 385 4,525 (241) (1,866) (4,550) 1,043 
Export of goods and services
(USD million) 25,745 121,158 134,707 91,864 116,194 

664,463 

Exports of goods and services   
(% of GDP) 23.9% 27.9% 53.0% 35.5% 41.0% 30.9%
Average Exchange Rate
(Rp/USD) 1,644 2,909 10,014 7,855 8,422 8,939 

Source: Asian Development Bank

POVERTY INCIDENCE

4.0 Poverty Alleviation and Foreign Direct Investment

Fundamentally, FDI may help poverty reduction in three ways: creating

employment, improving technology and increasing welfare handouts to the poor,

financed by tax credits collected from foreign investors.  In most third world countries

insufficient job opportunities are the result of inadequate levels of investment due to the

accelerator effect investment has on growth (Jenkins and Thomas, 2002).  Furthermore,
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low investment also hinders poverty alleviation if the population growth exceeds

economic growth as more people are trapped below the poverty time.  

Due to low savings, developing countries have low per capita incomes, low

export-to-GDP ratios, poor financial intermediation and inadequate domestic resources to

meet their investment needs (UNECA, 1995).  Hence, they are in even more need of

foreign investment to close the gap between desired gross domestic investment and

available domestic savings.  

Two World Bank economists, Dollar and Kraay (2000), investigated the link

between income of the poorest 20% of the national distribution and the per-capital GDP.

They analyzed 80 countries spanning over 40 years and compared trends across time,

across developed and less developed countries and across periods of crises and normality.

They concluded that as income rises, incomes of the poor increased by the same rate

regardless of how they grouped the data points.  With respect to policies and institutions,

they found that trade liberalization raises GDP per capita and thus, also raises the

incomes of the poor.  Hence, FDI and growth are essential to lifting the poor out of

poverty.   Graph 8 shows that the poorest fifth are not forgotten but see a proportionate

rise in income.  

Graph 8
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Source: Dollar and Kraay

4.1. Income Inequality

In Indonesia, many MNCs are in process manufacturing because of lower labor

costs, such as Nike’s shoe factories.  Some argue that this type of foreign investment not

only skews income inequality, but also crowds out local investment.  However, while

wages rise for a small fraction of the labor force employed by the foreign investor, this

favored indigenous group is in neither the lowest nor highest income group.  Hence, it

does not dramatically affect the income disparity within Indonesia.  Moreover, average

wages may rise, which would help the remaining 20% of the poorest in Indonesia.  In the

long run, given the right policy environment, leakages and linkages emerge to produce a

reputation that influences other potential investors.  Hence, by encouraging investment,
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Indonesia has the potential to enter a virtuous cycle of above-average wages offered by

foreign investors and better absolute and relative working conditions.  

Generally, literature exploring the connection between trade expansion and

poverty is still in its early stages.  The debate has two main arguments.  On one hand,

trade expansion creates new opportunities in provide access to new markets.  On the

other hand, it can also favor the elite and in the short run, domestic markets can be

destroyed (McCulloch, 2004).  However, empirical evidence is still limited to general

market reform and economic growth studies because of the intricacies in the relationship.

Nevertheless, if FDI causes export expansion, it will increase GDP.  Dollar and Kraay

(2001) then examined the effects of trade volumes on incomes of the poor and concluded

that the increase in growth rates that complements expanded trade leads to proportionate

increases in the incomes of the poorest 20% of the population.  

Winters et al. (2002) finds that there is little empirical evidence to decisively portray the

relationship between poverty and trade.

There can be no simple generalizable conclusion about the relationship

between trade liberalization and poverty, so that the picture is much

less negative than is often suggested in popular debate.  In the long run

and on average, trade liberalization is highly likely to be poverty

alleviating, and there is no convincing evidence that it will generally

increase overall poverty or vulnerability.  But trade reform also

involves important adjustments and there is evidence that the poor may

be less well placed in the short run to protect themselves against

adverse effects and take advantage of favorable opportunities.
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Thus, the precise growth-poverty relationship in Indonesia hinges on the policies

the government pursues that enable low-income groups to take advantages of growth

opportunities. 

REFORMATION

To increase the level of FDI and maximise the benefits associated with it, the

government needs to implement appropriate policies.  Optimally, the best policies for

promoting FDI promote the mobilization of resources for productive investment.

Examples include efficient regulatory and competition policies, maintaining a stable

macroeconomic environment, an education system that promotes basic numeracy and

literacy skills along with higher-learning, infrastructure development, science and

technology policy that promotes innovation, and enterprise development policies that

promote absorptive capacity.  If incentives are used to attract foreign investors, they

should take the form of, or be coupled with, initiatives that promote spillovers to

domestic firms (Durham, 2000).

5.1. Foreign Direct Investment Policy

The relationship between economic development and FDI hinges greatly on the

host country’s policy structure.  The mounting evidence that investment can make

significant contributions to domestic development has accelerated the propagation of

incentives to attract FDI.  Indonesia must find a way to leverage the MNCs’ presence by

encouraging them to establish deep local roots and by technologically catching up

through implementing R&D programs and training facilities.  By easing permission to
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own 100% of the business, foreign operations would more likely develop strong local

supply and content networks given a secure environment (Moran, 2002).

Internationally, FDI offers advantages with respect to export market access from

foreign firms’ economies of scale in marketing or from their ability to attain market

access abroad.  The probability that a domestic plant will export was found to be

positively correlated with the proximity to MNCs (Aitken et al. 1997).  By implication,

governments can cluster potential exporters in Special Economic Zones or Export

Processing Zones and even offer incentives such as duty-free imports of inputs,

subsidized infrastructure, to reduce barriers to entry in foreign markets.  

Besides that, FDI can help bridge a host country’s foreign exchange gap to aid in

purchasing imports, which is closely tied to increased investment.  This is because

growth may be stalled if there is insufficient savings to support capital accumulation or

insufficient foreign exchange to buy imports.  If domestic savings are insufficient or face

barriers in being converted to foreign currency to acquire imports, then this could also

stunt growth.    

Lastly, incentives for foreigners and benefits to the host economy are negatively

related with investments directed toward small and protected domestic markets.

Protectionism offers incentive for foreign investors to harvest a second set of oligopoly

returns from dated technology.  Hence, the government should direct FDI from small

markets to large ones that are open to heavy competition.  

5.2. Poverty Alleviation Through Investment
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Pro-growth strategies concentrate on economic opportunities of the poor,

including their access to assets, resources and employment.  This would empower them

to secure a decent material standard of living and widen their options for human

development.  Generally, if growth is to reduce poverty, resources should be allocated

disproportionately to the sectors and areas with the highest poverty incidence.  The

government should channel FDI to build the agriculture and infrastructure sectors, mainly

in the rural regions.  The longer-term goal of economic development is to shift the

workforce, especially the poor laborers, out of low-productivity sectors, poorly resourced

locations and low-skilled employment to a more modern industry.    

In Indonesia, poverty mostly pertains to self-employed and agricultural

households, especially in the informal sector.  Therefore, in a large agrarian economy the

most important source of poverty is the lack of development in agriculture.  Mason and

Baptist (1996) argue that only agricultural sector interventions have serious claim to

poverty reduction.  The ways that policy can help reduce poverty is through improving

the operation of product, land and capital markets, especially where the regulatory

environment currently proceeds to lower farm profitability or inhibit entry to productive

enterprises by the poor.  If industry can grow sufficiently rapidly and generate

employment, poverty rates will be reduced due to higher earnings.  

The agricultural sector has the highest poverty incidence, as shown from the chart

below.  Agriculture accounts for over 50% of poor families per 1000 while the services

sector accounts for the second largest portion.  This shows that poverty incidence is

consistently the highest and contributes the most to the total number of poor people.

Hence, those in the agricultural sector have always been relatively poorer.  Furthermore,
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the sector remains the largest source of employment, which may also explain the lower

average real income per capita compared to other sectors.  Thus this explains the

persistence of the agricultural as the largest feed of people living below the poverty line

and should be the first focus of government aid.  

       Table 8

Distribution of Poor Families by Occupation
Number of families per 1000 

1999 2000 2001 2002
Unemployed 4.06 3.56 2.35 3.07
Agricultural 26.00 20.11 23.38 20.61
Industry 6.07 5.38 4.40 4.47
Services 11.84 9.78 6.98 7.57

Total 47.97 38.83 37.11 35.72
        Source: BPS (SUSENAS, various issues)

Graph 9
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From Graph 9, poor families in the agricultural sector are dominant.  The

percentage of poor families in the agricultural sector rose in 2001, while those

unemployed, in the services or industry sectors fell.  Thus, the most immediate way for

policy to contribute to reducing poverty is to focus on improving agricultural productivity

and therefore, increase the competitiveness of outputs and the real income per capital of

agricultural workers.  Indonesia’s agriculture is still underdeveloped, even to neighboring

countries like Thailand and Malaysia.  Its declining productivity and competitiveness has

been attributed to the shortage of private-sector investment, which is the precursor to the

lack of infrastructure, supporting industries and technology.  Hence, with an influx of

FDI, it would be most beneficial for the government to take steps to enhance productivity

and the quality of agricultural products.  

5.2.a. Pro-Poor Public Investment

To be most conservative, the author assumes that growth-oriented public

investment can have crowding-in effects on private investment.  Increasing demand

through public investment and loosen supply constraints on long-term growth.  However,

crowding-in may not automatically apply if public capital expenditures are carefully

oriented as part of a pro-growth and pro-poor strategy.  Then, multipliers for government

expenditure can be significant if such investment boosts the productivity of labor and

capital.  Moreover, the multipliers for government expenditure can be significant if the

capital injection enhances productivity.  Moreover, a higher marginal propensity to

consume, excess capacity in the economy and limited liquidity of households in

Indonesia, compared to developed countries, will further increase those multipliers

(Hemming, Kell and Mahfouz 2002).  
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To address concerns of a large public deficit, possibly leading to inflation,

exchange rate devaluation and higher real interest rates, literature shows that there is little

evidence that public investment crowds out private investment through changes in the

interest rate or exchange rate (Ibid, p.36).  In addition, since multipliers are large and

crowding out is minimized, as long as deficits are used to finance public investment and

expand aggregate supply, the aggregate demand effects should not be inflationary.

In Indonesia, public investment in rural areas helped disperse the benefits of

growth, even when growth was driven by urban-based manufactured exports in the

1980s.  However, such capital expenditures have been falling since Indonesia began

opening its trade doors, especially the financial sector, in the late 1980s.   Gross capital

formation as a percentage of GDP dropped from 31 per cent in 1990 to 17 per cent in

200112.  Capital expenditures as a share of total government expenditures dropped from

43 per cent in 1990 to 24 per cent in 2000.  The growth rate of GDP dropped

correspondingly to 3.8 per cent in 1990-2001(compared to 6.1 per cent during 1980-

1990).  Since the Asia Financial Crisis, growth has remained low at around 3.5%

annually.

5.2.b. Focus Of Pro-Poor Investment

Currently, there is also a back-log of 91 priority infrastructure projects with an

estimated value of USD 22.5 billion.  The government described its sectoral development

plans in breakout sessions focusing on power, roads, ports, telecommunications and water

and sanitation.  Currently, there is a lot of room for development in infrastructure.  For

example, 45% of Indonesian households are still unconnected to the electricity grid.  The
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president has made infrastructure development a top priority in his five-year economic

development strategy, under which he hopes to reduce unemployment from 9.0% to 5.1%

and lower income poverty from 16.6% to 8.2%.  

President Yudhoyono and his ministers will also welcome the private sector in

propelling growth.  Private enterprise is expected to finance USD 80 billion of

Indonesia’s estimated USD 150 billion infrastructure needs over the next five years.  This

will require the development of a range of innovative financing mechanisms that can be

attained by the partnership of the public and private sector.  In this direction, Finance

Minister Jusuf Anwar has taken a calibrated step toward resuming government risk

sharing for private infrastructure projects.

Thus, as FDI flows into Indonesia, the government must channel the money

towards one of the 91 investment projects so that the country continues on track to

infrastructural development.  Table 9 shows the distribution of the 91 projects by the type

of sector they involve and the total value of investment, as published by the national

statistics board.  Although this may mean that SOEs will not receive preferential

treatment in bids on commercially viable projects, the government must remain discipline

in allowing market signals allocate resources.  The projects and their respective value are

listed below.  They are all commercially viable and supported by engineering studies,

according to the Ministry for Economic Affairs.    The appropriate ministries should

conduct the tender process for the projects as FDI and foreign aid filters into Indonesia.

Although it currently takes a year before tender decisions are announced, it is possible for

the duration to be cut to three months instead.

                                                                                                                                                
12 World Bank, World Development Indicators 2003 (Tables 4.9, 5.2, 6.10)
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            Table 9

Sector Number of Projects USD (million)
Toll Road 38 9,428
Electricity 12 5,897
Gas Pipelines 6 2,888
Telecommunications 1 1,600
Seaport 4 1,485
Airport 5 709
Water 24 386
Railway 1 77
Total 91 22,470

               Source: BPS

5.3. Mitigating Risks

It is unrealistic to expect the implementation of a turn-around set of policies on

over 200 million people in the short run.  Even if the bills passed and laws got the stamp

of approval from parliament, the success story of one country may not be replicable on

Indonesia.  However, there are a few steps the government can single-handedly take to

improve future growth.

For instance, Indonesia can open its markets further so that firms are increasingly

subjected to market discipline.  Moreover, an open economy would reveal economic

mistakes quickly with capital mobility as a prominent indicator.  Simultaneously, the

government can identify particular MNCs that would be useful for future industrial

growth and fund some of their local R&D initiatives.  This would induce them to stay and

grow while improving the country’s human capital.

Although the government may not be prepared to reduce uncertainty,

asymmetrical information and transparency, it can reduce transaction costs by reducing

the red tape faced by foreign investors.  Securing economic and political stability is also

unlikely as ethnic turmoil and the rawness of ‘presidential musical chairs’ will be
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remembered for years to come.  More tax breaks and subsidies are also less feasible in

Indonesia because of the small budget.  Nevertheless, the size and expected growth of the

underlying market, supply of trainable or skilled labor and modern infrastructure is more

important.  Hence, a mixture of both financial incentives and rule-based measures can be

used to attract capital.   

New policies should manage and mitigate non-commercial risks such as political,

legal and project risk:

 Political risk: The government can improve coordination with the military and police

to protect investments in infrastructure.  Finding a solution to the Aceh13, Papua and

Ambon conflicts along with protecting citizens against terrorism is an ideal but

unrealistic short term target.  

 Project risk: The government can include the private sector in the provision of

infrastructure to diversify project risks.  It can supply financing instruments in special

cases such as the use of land, facilities and incentives in government-supported cases.  

 Legal risk: Rather than attempting to implement impartial justice for all and the

eradication of corruption, it is sufficient for Indonesia to keep consistent and relevant

in reforming the law.  This would give investors less reason to flee from Indonesia.

5.4. Exports Reformation

Historically, import-substitution strategies generated employment across the

board and increased labor productivity and wages.  Now, strategies emphasizing the

                                                
13 From 1976 to 2004, Aceh was torn by a separatist conflict waged by the Free Aceh Movement against
the Indonesian government, due to control of resources, cultural and religious issues.
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exports of manufactures have succeeded.  Thus, Indonesia, with a vast land size, can

establish special economic zones (SEZ) to encourage FDI and promote exports.  A SEZ

is a geographic area that has different economic laws from the rest of the country,

receives tax incentives and special privileges.  They are often developed as independent

communities with limited government interference.  Incentives and privileges could

include the reduced bureaucracy in securing licenses and permits by establishing one-stop

shops, duty-free imports of inputs and capital goods, tax concessions, the provision of

facilities for customs clearance within the zone, subsidized utility and rental rates and

reliable infrastructure.  Additionally, total foreign equity should be permissible for firms

locating in SEZs.

It is of primary importance to attract foreign investment so that Indonesia can

leapfrog technology.  As shown in Table 10, in 2002, there were no patent applications

filed by residents while there was nearly ninety-one thousand filed by non-residents.  

      Table 10

Licensing: Intellectual-Property Indicators Year
 Estimated level of software piracy 2004 87 %

 Estimated retail losses due to software piracy
2004 US$183m    

 Patent applications filed by residents 2002 0
 Patent applications filed by non-residents 2002 90,922

 Sources: World Bank, World Development Indicators, 2005 and Economist Intelligence Unit, Country
Forecast Indonesia, December 2005 

The SEZ would provide an internationally competitive and conducive

environment for export production.  This would help Indonesia’s foreign exchange

earnings, develop export-oriented industries and generate employment, especially in the

manufacturing, trading and services sectors.  All trading operations of SEZ units would
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be on a self-certification basis but must net foreign exchange earners within a certain

number of years starting operations.  As a gauge, India delineates three years, although it

does not subject SEZ units to a predetermined value addition or minimum export

requirements.  This would reap returns for the monetary investment that the government

places on the SEZs.  

As the government plays a large role in Indonesian business, it would be most

probable that the public sector or a joint private and public venture sets up the SEZ.  As

baby steps, the government can encourage export processing zones so that they can

mature into SEZs in various parts of Indonesia.  Furthermore, this would buy the

government time to facilitate the development of necessary infrastructure, such as

warehouses, roads, utilities and drainage.   

A favorable policy framework of transparent rules on entry and operations,

equitable standards of treatment between foreign and local firms and the proper

functioning and structure of markets (UNCTAD 2003a) is required.  This may prove to

be a challenge for Indonesia where corruption, collusion and nepotism is rampant

because it would also involve improving the quality of immobile assets, such as

institutions, legal and physical infrastructure.  However, since the SEZ will be a

physically delineated area, separate from the local economy with different rules, the

government can implement and maintain the necessary policy framework.  

This reform cannot be undertaken hastily as SEZ projects must be carefully

planned and the government must be careful in granting incentives to foreign firms.

What matters is the efficiency of foreign investments so that the economic environment

for domestic and foreign investment is sustained.  The government must balance this,
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while striving to lower uncertainty, asymmetrical information and transaction costs faced

by investors.  Hence, although the government needs to be selective in granting SEZ

permission, they must also reduce the time and requirements faced by investors in

attaining approval.  

Ultimately, SEZ will provide job creation which is a crucial factor for Indonesia

to address.  As shown from Table 11, unemployment reached unprecedented levels of

10.3% last year, which is more than twice the rate before the financial crisis despite

Asia’s full-recovery.  Even the increase in the GDP growth rate failed to cure the

unemployment problem.  Often, the contribution of SEZ firms is not enough to make a

significant different in unemployment rates.  However, the growth of employment in the

informal sector from selling the goods and services these newly employed laborers

require would vastly improve the quality of life in the SEZ regions.

Table 11

1996 1997 1998 1999 2000 2005
Unemployment Rate 4.1 4.6 5.5 6.4 6.1 10.3
Real GDP Growth 7.8 4.7 -13.1 0.7 4.9 5.7

Source: CountryData

Nonetheless, it is important to couple trade liberalization efforts with poverty-

alleviating interventions, such as the building infrastructure in rural regions, financing

agricultural development or the providing credit to small and medium enterprises.

Otherwise, trade liberalization can exacerbate inequality and bypass the poor in rural

regions.  To be most effective, liberalization of trade should be designed carefully to be

simultaneously implemented with strategy.
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FINANCING THE REFORMS

6.0. Financing Source 

Pro-Poor Growth Strategies was first introduced from “The Role of Economic

Policies in Poverty Reduction” (UNDP 2002).  These strategies place a premium on

boosting domestic savings and public investment, instead of the orthodox focus on

allocative efficiency and low inflation, to encourage private investment.  This implies a

larger government role and larger revenue base to finance and direct capital expenditures

to poverty-reduction purposes.

6.1. State Owned Enterprises

To raise the government budget, the government can look into privatization.

Reforming overstaffed SOEs, instead of restricting FDI, is the solution to economic

development.  Furthermore, this would place the government back on their efforts to

privatize SOEs before the financial crisis.  Increasing export-oriented and labor-intensive

FDI will easing the necessary yet painful process of structural adjustment.

In 2005, privatization came to a near halt as the budget deficit improved.  Partial

divestitures of Bank Mandiri, Bank Negara Indonesia, Bank Rakyat Indonesia and

Perusahaan Gas Negara (PGN) have been postponed because of concerns over foreign

dominance in “strategic” industries like banking, telecommunications and cement.  Last

year, the government failed to reach its target of Rp. 3.5 trillion in receipts from the

privatization of SOEs due to larger than expected dividend income from the SOEs..
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Although the president believes in a free-market system, his opponents believe

that the assets only be divested to plug the budget deficit.  Nevertheless, this proposed

privatization is still feasible in 2006 because of two reasons: the end of the Paris Club

debt-repayment moratorium and the government’s goal of Rp 4.5 trillion in privatization

2006.  Moreover, the government plans to reduce the number of SOEs from 158 to 85

over the next five years. 

The Indonesian government can sell parts of its SOEs.  Not only would this raise

funds, it would foster partnerships with MNCs and private equity firms.  For instance, the

government sold 12.72% of its cellular subsidiary Telkomsel in 2003 to Singapore’

SingTel for a cash payment of USD 429 million.  

There is no lack of SOEs that the government could sell part of their stake in.  As

shown from Table 12, the government owns enterprises and often monopolies in nearly

every major industry.  Assuming that Telkomsel’s value reflects the average value of

other major state-owned SOEs, if the government sold 5% of their stake in each of them,

it would raise over five billion dollars.  Furthermore, by privatizing some of its holdings,

it would be less painful for the government and the economy if SOEs received less

government privileges.  This would also reduce import protection and barriers to entry.
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Table 12

Major State-Owned Enterprises

Firm Activity

State
Ownership

(%)
Angkasa Pura I* Airport management 100
Asuransi Ekspor Indonesia Insurance 100
Asuransi Kredit Indonesia* Insurance 100
Bank Ekspor Indonesia Banking 100
Danareksa* Financial 100
Garuda Indonesia* Airline 100
Kereta Api Indonesia Railway 100
Krakatau Steel Steel 100
Merpati Nusantara* Airline 100
Pertamina Oil and gas 100
Perusahaan Umum Bulog Logistics 100
Perusahaan Listrik Negara Electricity 100
Pos Indonesia Postal service 100
Tambang Batubara Bukit Asam Coal mining 100
Bank Negara Indonesia* Banking 99.1
Kimia Farma* Pharmaceuticals 90.0
Kawasan Berikat Nusantara* Industry 88.7
Indofarma* Pharmaceuticals 80.7
Bank Mandiri* Banking 70.0
Antam Tbk Mining 65.0
Timah Tbk Mining 65.0
Perusahaan Gas Negara* Energy 61.0
Bank Rakyat Indonesia* Banking 59.5
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Telekomunikasi Indonesia* Telecommunications 51.2
Adhi Karya* Construction 51.0
Pembangunan Perumahan* Construction 51.0
Semen Gresik Cement 51.0
Jakarta Industrial Estate* Industry 50.0
Surabaya Industrial Estate* Industry 50.0
Indosat Telecommunications 14.7
Sources: Economist Intelligence Unit compilation; BUMN Online, Indosat form 20-F, May 2005.

6.2. Taxation

As tax revenue has declined from 1990 to 2000, raising additional public revenue

from more public resources that would not adversely affect the poor should be a priority.

Thus far, many developing nations have half the tax-revenue to GDP ratio of industrial

countries (18 per cent versus 38 per cent) (Tanzi and Zee, 2001).  Consequently, many

states are missing the public resources required to finance essential economic and social

services.    Hence, raising additional revenue is critical to financing public investment,

which can accelerate growth.  

The government can impose taxes on foreign subsidiaries to raise the government

budget available for social development programs.  The government has a strong need for

poverty alleviating projects that target health and education.  The projects these tax

revenues would sponsor should alleviate poverty, develop labor-intensive economic

activities and support domestic capital-intensive industries.  However, two preconditions

must be fulfilled:

Firstly, the tax arrangement in Indonesia should still attract investment by

remaining comparatively low.  Taxes in the region are levied mostly at the rate of 30% or

lower. For instance, if corporate tax rates are too high compared to Indonesia’s

neighboring countries, China or India, it would deter foreign investment and may lead to

an exodus of MNCs.  The tax structure should also discourage transfer pricing, which
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directs the income earned in Indonesia abroad.  This would be counter-effectual as it

would reduce tax revenue.

Secondly, policies and agreements must be in place to ensure that tax revenue and

royalties are collected so that the government budgets are sufficiently filled.  However,

this may prove difficult as foreign firms often use transfer pricing to minimize their tax

burden.  Although reforms to restrictions on profit remittance and double taxation treaties

should have lowered the use of transfer pricing, developing countries still face a

challenges (UNCTAD, 1999).  UNCTAD estimates that 84% of developing countries in

their survey believed that affiliate companies move income to parent firms to reduce tax

liabilities.  To stop income from being withdrawn through the use of transfer pricing,

action on the national level and in the context of international investment arrangements is

required (Jenkins and Thomas, 2002).  Currently, transfer pricing is not very actively

policed.
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CONCLUSION

Indonesia is at a delicate state in mollifying corruption, ethnic and religious

tensions and political chaos.  The country has also come a long way from its closed-door

policy era and is now taking measures to encourage foreign access, which is supported by

empirical literature.  The models in this paper show that Indonesia’s continued

underperformance cannot only be attributed to Suharto’s oust and that FDI contributes to

GDP growth.   To increase the level of FDI and maximise the benefits associated with it,

the government needs to implement appropriate policies that promote the mobilization of

resources for productive investment and poverty alleviation.  

Indonesia’s experience has proven that FDI and exports can make significant

contributions to economic development.  It also shows that the impact of FDI on the poor

is contingent on pro-poor policies so the government should optimize the benefits of FDI

to the impoverished by limiting possible negative effects of the presence of MNCs.

Historical empirical data also teaches us that developing infrastructure and the export

business will also alleviate poverty.  Nevertheless, in developing countries, there is

always an untold story yet to be captured due to the lack of data and archives.   

Still, many fundamental questions are left unanswered.  A study to reconcile the

discrepancy between macro and micro studies of the effect FDI has on economic growth

would be most insightful.  Also, studies to quantify and demonstrate the relative

importance of the difference channels of spillovers, would provide a better understanding

of which sectors will spearhead growth.  Furthermore, empirical evidence detailing the

equality of economic growth and the effects foreign firms have on the Gini coefficient in

Indonesia would shed light on the best poverty alleviating process to take.  All these

questions are crucial for Indonesia’s projected growth and have yet been answered.  
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Appendix

Graph 1: Data Table

(In billion rupiah)

Year Real GDP
Real Private
consumption

Real Gross Fixed
Investment

1980 547,306 291,550 103,619
1981 587,840 321,177 116,950
1982 585,903 341,184 124,109
1983 563,661 289,915 124,927
1984 606,354 309,646 100,846
1985 630,035 314,957 108,121
1986 675,326 328,380 123,387
1987 719,709 349,092 130,526
1988 769,938 374,204 154,007
1989 839,884 402,121 176,979
1990 915,491 472,535 205,433
1991 997,229 510,732 231,937
1992 1,062,280 542,542 240,247
1993 1,146,790 586,354 256,106
1994 1,233,260 632,249 291,333
1995 1,334,630 711,815 332,104
1996 1,438,970 781,008 380,309
1997 1,506,600 842,083 412,894
1998 1,308,830 790,145 276,605
1999 1,319,190 826,754 225,009
2000 1,389,770 856,798 275,881
2001 1,442,980 886,736 293,793
2002 1,506,120 920,750 307,585
2003 1,579,560 956,593 310,777
2004 1,660,580 1,003,810 359,604
2005 1,747,800 1,040,410 401,255

Real Percentage Growth
Year GDP Consumption Investment

1990 9.00% 17.51% 16.08%
1991 8.93% 8.08% 12.90%
1992 6.52% 6.23% 3.58%
1993 7.96% 8.08% 6.60%
1994 7.54% 7.83% 13.75%
1995 8.22% 12.58% 13.99%
1996 7.82% 9.72% 14.52%
1997 4.70% 7.82% 8.57%
1998 -13.13% -6.17% -33.01%
1999 0.79% 4.63% -18.65%
2000 5.35% 3.63% 22.61%
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Graph 2: Data Table

Source: Asian Development Bank
Population Growth
Rate (%)

Unemployment
Rate (%)

1988 2.0 2.8
1989 2.0 2.8
1990 2.0 2.5
1991 1.7 2.6
1992 2.2 2.7
1993 1.1 2.8
1994 1.7 4.4
1995 1.7 7.2
1996 1.8 4.9
1997 0.5 4.7
1998 1.2 5.5
1999 1.2 6.4
2000 0.9 6.1
2001 1.3 8.1
2002 1.3 9.1
2003 1.3 9.9
2004 1.3 10.8

Graph 3: Data Table

Source: IFS

Year
Real Net FDI

(Rp. bln)
Change

(%)
1988 1,097
1989 1,181 7.6%
1990 1,756 48.8%
1991 2,192 24.8%
1992 2,471 12.7%
1993 2,579 4.4%
1994 2,518 -2.4%
1995 4,723 87.5%
1996 6,194 31.1%
1997 4,155 -32.9%
1998 -122 -102.9%
1999 -828 577.9%
2000 -1,861 124.8%
2001 -1,043 -44.0%
2002 48 -104.6%
2003 -189 -493.3%
2004 302 -260.0%
2005 1,174 289.2%



78

Graph 4: Data Table

Source: BKPM in Indikator Ekonomi 1980-1997

Sector
USD
million

Oil and Gas 56.14
Industrial Products 38.17
Mining 3.73
Agriculture 1.96

Graph 5: Data Table

Source: BKPM in Indikator Ekonomi 1980-1997

Country
Export
(USD million)

Japan 38.31
Korean 16.79
Taiwan 16.00
Singapore 12.22
China 8.39
Malaysia 6.98
Australia 0.66
Europe 0.48
N America 0.16

Graph 7: Data Table

Year Poverty Headcount (%)
1976 40.1
1978 33.3
1980 28.6
1982 25.2
1984 21.6
1986 18.4
1998 16.4
1990 15.1
1992 14.2
1994 13.0
1996 11.3
1998 24.2
2000 19.1
2002 18.2
2004 16.6
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