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1.1.1.1.1. IntroductionIntroductionIntroductionIntroductionIntroduction

1 The economy has grown around 5.5 per cent per annum since 2000.
2 G. Sugiyarto [2005] ‘Creating better and more jobs in Indonesia: a blue print for policy action’, ERD Policy Brief No.43, Manila: Asian

Development Bank
4 The current growth rate of the labour force is 1.8 per cent per annum.
4 This approach draws on the ‘evidence-based policy making’ [EPB] literature that originated in the UK towards the end of the 1990s.

See W. Solesbury [2001] ‘Evidence Based Policy: Whence it came and Where it’s Going’, ESRC Centre for Evidence Based Policy,
Queen Mary College London, October. For a critique see G.Marston and R. Watts [2003] ‘Tampering with the Evidence: A Critical
Appraisal of Evidence-Based Policy-Making’, The Drawing Board: An Australian Review of Public Affairs, 3[3]: 143-163. Resources on
the EPB literature can be found in www.evidencenetwork.org. While it is indefensible to argue that one should not base policy advice
and decisions on the best available evidence, one must be aware of the rich and complex variety of information that can be
garnered and the fact that the available evidence is often highly contested among experts. Hence, the limits of the EPB literature
need to be recognised suggesting in turn the need for a judicious use of evidence in guiding policy development and implementation.

5 UN [2007] The Millennium Development Goals Report, New York, pp.31. Note that decent work for the population as a whole has
now [in 2008] become a new target under the MDGs.

The Indonesian economy has grown at respectable rates in the post-crisis era,1 but there are widespread
concerns about ‘jobless growth’. Responding to such concerns, the Indonesian government has made a
commitment to halving the nation’s current unemployment rate of 10 per cent by 2009. This target has in
turn been linked with the broader goal of poverty reduction on a sustainable basis. One study suggests that
this will entail the creation of ’50 million … jobs in the next five years’.2

There is little doubt that the large number of projected job entrants compounds Indonesia’s employment
challenge over the next few years3. Responding to this challenge will require a rigorous specification of goals
and targets, a comprehension of the prevailing debates on the state of the Indonesian labour market and the
adoption of a comprehensive diagnostic framework that enables one to evaluate the available evidence in
order to enunciate an appropriate set of policies and programs. One needs, in essence, an evidentiary
approach to policy-making that can circumvent policy improvisations ‘on the run’ and expedient policy
announcements in response to short-term political pressures.4 This report seeks to delineate the features of
such a policy approach as applied to the Indonesian labour market and advocates its propagation within the
government machinery.

Any systematic attempt to develop an evidentiary approach to policy-making needs to commence
with a clear enunciation of goals and targets. What goals should the government focus on? Are they merely
noble aspirations or pragmatic statements that can be monitored by readily available targets?

The resolution of this issue is not as simple as it seems. Should one focus on the aggregate ‘open’
unemployment rate or both unemployment and underemployment? Or should one focus on youth
unemployment? The current global compact on development – as enshrined in the UN’s Millennium
Development Goals – focuses on implementing ‘strategies for decent and productive work for youth’ on the
ground that this will reduce ‘intergenerational poverty’ and attenuate the tendency of unattached and
unemployed youth to become a source of ‘anti-social behaviour, violence or crime’.5 In the case of Indonesia,
which is a signatory to the Millennium Development Goals, its high youth unemployment rate is a major
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6 UN (op.cit)

concern and a major reason behind the current preoccupation with job creation. As the subsequent discussion
will show, policy makers have, as their stated goal, the reduction of aggregate unemployment within a
prescribed time-frame, but the statistical and analytical rigour of some of the goals and targets remain in
doubt. The resolution of such doubts and uncertainties are critical in any credible employment creation
strategy.

Closely related to the goal of job creation is the analytical construct of employment elasticity, that is,
job creation rates for any given rate of GDP growth. It is tempting to suggest that policy-makers should
concentrate on employment elasticity on the ground that it represents a useful indicator of employment-
friendly growth. As the paper will subsequently argue, what is more appropriate is to enunciate goals that
focus on productivity-driven growth capable of delivering both job creation and rising real wages. Nevertheless,
as the paper will subsequently argue, employment elasticity –provided the information that it conveys is
judiciously used- can be a useful indicator of labour market outcomes and plays an integral role in undertaking
employment projections.

As a corollary of a framework that is tethered to the twin goals of job creation and real wage growth,
the paper also questions the view that ‘any job’ is better than ‘no job’. There is a growing awareness that
‘unemployment is only one aspect of an underperforming labour market.’ There is a need to move towards
a ‘broader definition of decent and productive work’. This means taking account of the multiple dimensions
of poorly performing labour markets characterised by ‘unacceptably long hours of work under intermittent
and insecure work arrangements…low productivity, meagre earnings, reduced labour protection and
diminished rights’. Understanding these dimensions of labour market performance is vital to understanding
the ‘progress being made towards full employment for all’. 6 From the Indonesian perspective, the idea of
‘full employment for all’ that takes on board the agenda of decent and productive work needs to be stated
with renewed vigour in order to guard against a flawed framework that argues that ‘any job’ is better than
‘no job’. Decent work in turn is an important vehicle for bringing about sustainable reductions in poverty.

Once goals and targets are appropriately specified, the next step is to develop a diagnostic framework
to understand core labour market outcomes. The prevailing hypothesis seems to be that Indonesia is currently
the victim of rigid, and overly generous, labour legislation. This is primarily responsible for making the cost
of labour unsustainably high and thus the key reason behind Indonesia’s current labour market woes. This
so-called ‘cost push’ hypothesis appears to have acquired the status of orthodoxy. While some plausible
evidence has been adduced in favour of this hypothesis, such evidence needs to be subjected to rigorous
empirical scrutiny. One should be wary of any hypothesis that seeks to imply monocausality. While cost-
push factors are certainly relevant, how important are they vis-à-vis other variables, such as aggregate
demand growth and its composition?

An evidentiary approach to policy-making does not merely end with evaluating the available evidence.
It proceeds to utilise the current stock of knowledge to formulate policies and programs that can facilitate
policy-makers to achieve their prescribed set of goals and targets. Here, the key issue is to understand the
appropriate mix of macroeconomic and sectoral policies. Is the macroeconomic policy framework employment
friendly while respecting other policy goals, the most notable of which is price stability? Are sectoral policies
pertaining to the formal sector conducive to job creation? How compatible are these sectoral policies with
the macroeconomic policy setting? In the Indonesian case, there are outstanding issues pertaining to the
tension between price stability and employment creation and the pervasive ‘informalisation’ of the economy
with its adverse implications for attaining the goal of decent and productive work for all.



99999

Finally, an evidentiary approach to policy-making also subjects itself to periodic review and renewal.
The idea is to learn from experience and use it to engage in a sustained process of monitoring and evaluation
in order to foster public accountability of policies and programs. Do specific programs, such as a public
works program, or a suite of ‘active labour market programs’, work in attaining their objectives? What feasible
alternatives exist? From an Indonesian perspective, the notion of subjecting the policy-making process to
periodic review and renewal can go some way towards improving policy effectiveness in meeting the nation’s
employment challenge.

The rest of the paper is organised as follows. Section 2 critically reviews the goals and targets as prescribed
by the Indonesian government and as they pertain to the Indonesian labour market.  Section 3 reviews the
dominant paradigm that ‘cost push’ factors, driven by rigid and onerous labour legislation, have led to poor
labour market outcomes in Indonesia and proposes an alternative diagnostic framework to frame the analysis
of the labour market.  Section 4 of the paper draws on the debates and diagnoses of the Indonesian labour
market to offer a review of policies and program, highlighting areas in which progress has taken place and
areas in which there is scope for improvement.  Section 5 of the paper offers a summary of key findings and
recommendations and concludes with a statement on the role of monitoring and evaluation as a means of
developing an ethos of public accountability of policies and programs.
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2.2.2.2.2. Goals and targets

7 S.B. Yudhoyono [2005] ‘Indonesia: The Challenge of Change’, The Singapore Lecture, Institute for Southesast Asian Studies, February
16.  At the time the speech was delivered, the Presidency of SBY was three months old.

8 M.A. Hasoloan [2006] ‘The Indonesian Labour Market’, Country Report presented at the OECD Form on the restated OECD Jobs
Strategy.

In an important speech that he delivered in February 2005, the current Indonesian President Susilo
Bambang Yuhoyono [SBY] laid out his vision for a ‘triple track strategy’ for Indonesia entailing:

Promoting growth through exports and investment
Promoting employment by stimulating the real sector
Reducing poverty by promoting agriculture and rural development.

Describing the triple track strategy as ‘pro-growth, pro-jobs, pro-poor’, he proclaimed:

“Over the next [five] years, my government is aiming an annual average growth of 6.6 per cent but,
more importantly, we want that growth to help reduce poverty from 16.6 per cent to 8.2 per cent and we
want growth to [halve] unemployment from 9.5 per cent to 5.1 per cent by 2009.”7

These statements of explicit goals were a succinct reflection of the Indonesian governments Medium
Term Development Plan [RJPM 2005-2009] that ‘focuses on attaining an annual average growth rate of 6.0
per cent, job creation, environmental sustainability and achievement of the Millennium Development Goals
[MDGs].’8 Indeed, there is now a plethora of documents pertaining to overarching goals and targets with
direct and indirect implications for the Indonesian labour market. These documents include [in addition to
the aforementioned medium-term development strategy]:

Poverty Reduction Strategy Papers
Indonesia Millennium Development Goals
Regional, Provincial, and District level Government Policies and Programs.

Unemployment, job creation targets and employment elasticity

The presence of explicit goals and targets pertaining to employment does not necessarily signify that
they have been carefully chosen because of their empirical and analytical adequacy in representing the core
objective of providing decent and productive work for all Indonesians who are able and willing to work and
the nexus between decent work and poverty alleviation. There is a presumption that there has been a sharp
increase in unemployment in recent years, with some evidence of a deceleration since 2006. For example,
data compiled by the Indonesian Statistical Agency [BPS] show that the aggregate open unemployment rate
went up from 9.9 per cent in 2004 to 11.2 per cent 2005 before tapering off to 9.8 per cent in February 2007.
These are the statistics that the government relies on to set and monitor its goals and targets.
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Unfortunately, definitional changes have rendered the aggregate unemployment rate non-comparable
with thresholds before 2001. One can detect a significant jump in unemployment between 2000 and 2001.
At 9-10 per cent, the currently published unemployment rates are among the highest in the Asian region
and in the world and justif iably a source of concern for the government. However, the aggregate
unemployment rate drops to six per cent – which would bring Indonesia close to regional and global norms
- when these definitional changes are omitted to derive a consistent series. On the other hand, trends are
not affected significantly. Both the ‘old’ [that is, based on a consistent definition] and the ‘new’ [that is, based
on a changed definition] unemployment series record a rise in unemployment between 2001 and 2005,
although the rate of increase varies noticeably. One could argue that the government is not engaging in any
analytical obfuscation as long as it sticks to one series. Yet, there are lingering concerns. The ‘new’
unemployment series, unlike its predecessor, now include cohorts that would not ordinarily be regarded as
part of the stock of the unemployed. What this does, therefore, is to magnify the scale of the unemployed
and thus the scale of the response in terms of growth and related interventions that the government needs
to tackle the problem of joblessness.

It seems that, at some point, the Indonesian government would have to take a strategic decision on
how to set its goals and targets pertaining to unemployment. Should it persist with an index that incorporates
cohorts that should not really be included as part of the unemployed, or should it draw attention to an
alternative series? Doing this could invite a backlash in which critics could argue that the government is
simply trying to minimise the unemployment problem. On the other hand, in the interest of transparency,
greater public accountability and for enlightened public debate, a good case can be made that the government
should strive to produce a consistent unemployment series and use that as the basis for its goals and targets
on the labour market.

A relative index, such as the aggregate unemployment rate, does not provide any indication of the
absolute magnitude of unemployment as well as both ex-ante and ex-post job creation rates. In 2006, for
example, the total number unemployed stood at 10.9 million. This statistic, along with data on a growing
labour force, enables one to work out the total job creation rates in order to reduce the stock of the currently
unemployed as well as absorb new entrants to the labour force. Hence, in setting goals and targets, the
Indonesian government should set job creation targets over a given time-frame rather than focusing on the
aggregate unemployment rate per se. The focus on formal employment creation is more relevant, especially
when there is a large informal and agricultural sector characterised by under employment or disguised
unemployment.

In delineating requisite job creation rates, employment elasticity plays a critical role as they are the
basis for employment projections. This is where the use of appropriate statistical techniques is important.
Ad-hoc, back-of-the envelope estimates are useful for illustrative purposes but inadequate for policy-making
purposes. Current estimates using pertinent statistical techniques show that under a ‘business-as-usual’
scenario with a prevailing growth rate of 5 to 6 per cent, the government will fail to meet the relevant job
creation targets by 2009. For example, with 5-6 per cent economic growth, the total stock of the unemployed
will reach 8.2 million implying a total unemployment rate of 7.3 per cent, which will still be in excess of the
proclaimed target of 5.1 per cent.  Furthermore, the manufacturing sector will not play a leading role in the
job creation process. Over the relevant period [2006 to 2009], the manufacturing sector is expected to add a
mere 200,000 workers. Significant employment creation is expected in agriculture, trade and construction –
which are not necessarily high-productivity sectors.
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9 A.R.Khan [2007] ‘Asian Experience in Growth, Employment and Poverty: An Overview with Special Reference to Recent Case Studies’,
Colombo, UNDP Regional Centre

It should be emphasised that, given the inevitable imprecision of statistical estimates and associated
margins of error, policy makers should construct a ‘confidence interval’ for publicly announced job creation
targets. This means imposing both a lower bound and upper bound for such targets. If actual trends and
projections reveal that even the lower bound is not being met, then it can trigger the need for further
analysis and remedial action.

There is, in addition, the issue of whether policy-makers should use employment elasticity as ex-ante
policy goals. This is more problematic, given that beyond a certain threshold, high employment elasticity
implies lower productivity. Some practitioners have thus suggested, based on the historical experience of
the high-growth East Asian economies that successfully managed to overcome their labour-surplus phase
that employment elasticity in the 0.5 to 0.7 range represents a good benchmark.9 While a useful suggestion,
it is clear that the proposal is based on historical norms rather than first principles. Given that employment
elasticity is really an indirect measure of productivity, it makes sense to focus on productivity growth as a
broad policy target. Both from an analytical and normative perspective, the aim should be productivity-
driven growth that entails a virtuous combination of rising employment and real wages.

What role, then, is left for employment elasticity in monitoring the labour market? Pertinent resources
and intellectual energy should be expended in ensuring that one can obtain statistically credible employment
elasticity at sufficiently disaggregated levels to engender reliable employment projections and to work out
required growth rates to meet pre-announced job creation targets. If this exercise is carried out on a regular
basis, it will represent an important contribution to tracking goals and targets pertaining to the Indonesian
labour market.

Underemployment and informal sector employment

The aggregate ‘open’ unemployment rates as well as aggregate job creation targets are unreliable
indicators of the provision of decent and productive work. More attention should be given to the issue of
underemployment. The annual labour surveys enable one to estimate the incidence of both voluntary and
involuntary underemployment. The former is defined as those who willingly work less than 35 hours in a
week, while the latter is defined as those who work less than 35 hours even though they would be prepared
to work longer hours if given the opportunity to do so. There is a tendency in public discourse to conflate
both types of underemployment that turned out to be 30.5 per cent of the work-force in 2006. As part of
setting goals and targets for the labour market, the convention of reporting only the overall underemployment
rate should be avoided. The focus should be on the incidence of involuntary underemployment. It underpins
meagre incomes and low productivity, while voluntary underemployment might be interpreted to mean
activities that supplement primary incomes.

The available statistics show that the index of involuntary unemployment increased moderately from
13.1 per cent in 2004 to 14.4 per cent in 2006 even as the aggregate open unemployment fell over that
period. This divergence between the two indicators fortifies the case for incorporating the incidence of
involuntary underemployment – in terms of both relative and absolute magnitudes – in the government’s
enunciation of goals and targets for the labour.
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10 The ILO, in charting progress in the reduction of decent work deficits at the country-level, now uses the notion of ‘vulnerable
employment’ as a surrogate for measuring the ‘informalisation’ of the economy. Vulnerable employment is defined as the sum of
own-account workers and contributing family workers as a proportion of the work-force. This indicator is now part of MDG 1. See
World/IMF [2008] ‘Monitoring the MDGs’, Washington DC

Another striking feature of the Indonesian labour market is the preponderance of informal sector activities
– a feature that is unlikely to be reflected in the aggregate unemployment rate. A standard refrain is that, in
the absence of a comprehensive and well-functioning unemployment benefits scheme, few can afford to
stay openly unemployed for long periods and hence seek refuge in the low-productivity informal sector
working intermittent hours for modest incomes. During the 1997 financial crisis and its aftermath, many
displaced workers sought refuge in the informal sector. Even after the resumption of growth, there is little
evidence that the pervasive ‘informalisation’ of the economy is on a significant downward trend. In fact,
between 2002 and 2006, informal sector employment grew at a rate of 4.5 per cent, while the formal sector
employment grew at 2.2 per cent.10 In 2006, the incidence of informal sector employment was 63 per cent,
only slightly lower than the threshold [approximately 65 per cent] witnessed in the wake of the financial
crisis.

Developments between 2006 and 2007 suggest a more promising picture, in which the formal sector
employment grew at a faster rate than informal sector employment. It remains to be seen whether this is the
onset of a long-term trend or merely a short-run, cyclical phase.

In sum, lack of any significant long-term progress in the reduction of involuntary underemployment as
well as the preponderance of the informal sector mean that, despite some progress in reducing the overall
unemployment rate, the government has not been able to make much headway in its quest to provide
decent and productive work for its citizens. This fundamental lacuna should motivate policy-makers to revisit
their goals and targets and review their employment strategies.

Youth unemployment and gender dimensions of labour market
experience

The global MDGs report has proposed, as one of its targets, the provision of decent and productive
work for young adults in developing countries [defined as those between 15-24 years]. In addition, attaining
gender parity in labour market and educational outcomes is also a key element of the global development
agenda.

Indonesia has adopted the MDGs in its national development policies, but current assessments suggest
that it will fail to meet the target of providing decent and productive employment for its young adults by
2015, much less by 2009. As recorded in 2006, there were about seven million unemployed youth. The youth
unemployment rate was 30.6 per cent in 2006, representing more than 60 per cent of the total stock of
unemployed. These are rather unfavourable numbers when judged from the perspective of regional norms.
Developments between 2006 and 2007 hold some promise as the youth unemployment rate has fallen
noticeably [to about 25 per cent nationally].

The issue of youth unemployment cannot be seen in isolation from the extent to which young graduates
from the education and training system fare in the labour market. The bulk of the unemployed [63 per cent
in 2006] have secondary education.

Is the high rate of educated unemployment a matter of major policy concern? Politically, it is certainly
sensitive issue, but the evidence does not suggest a highly dysfunctional market for educated labour – at
least when judged from the perspective of indicators of ‘skills mismatch’ and duration of job search. Thus, for
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11 Estimates kindly supplied by Dr Shafiq Dhanani..
12 In 1998-2000, for example, the male unemployment rate as a proportion of the working age population was 4.7 per cent vis-a-vis

3.7 per cent for females.

example, the proportion of tertiary educated workers who work in low-skilled activities is negligible [well
below one percent]. It also appears that the wage premium attached to higher education has held up in
recent years.11 Hence, there is no compelling evidence that the [private] returns to education have declined
significantly.

Another way of examining the issue of educated unemployment is to focus on the process of job
search. The duration and strategy for looking for work differed by educational attainment. Senior secondary
school leavers and tertiary education graduates spent 10-11 months looking for work compared to respectively
eight, seven and six months for junior, primary school and less than primary school leavers. The corresponding
figures for median job search duration were three months shorter for all categories. The job search period
[ just under 10 months] remained relatively stable for all categories of educated unemployed over the period
[1992-2007]. The median job search duration was also stable but at significantly lower levels of 5.4 months,
meaning that 50 percent of the job seekers found employment in just over five months. Duration was lower
in rural than in urban areas in both cases of average and median job search. In sum, despite a massive
expansion of junior, secondary and tertiary education, the job search duration of the better educated job
seekers has remained relatively stable. Furthermore, their employment ratios have risen, and their age and
education-specific open unemployment rates have remained stable. Therefore, the large share of more
educated in the openly unemployed may indicate the higher educational attainment of the younger generation
in general.

Analysis of job search data and evidence of stability in labour performance indicators should not allow
one to develop a sense of complacency about the market for educated labour. What it does indicate, however,
is that the major policy issue probably lies in speeding up the transition of youth from the education and
training system to the world of work. This issue is revisited at a later juncture in this paper.

Gender disparities in the Indonesian labour market can be gleaned from the fact that, in 2006, female
youth unemployment was about 34 per cent vis-à-vis 28 per cent for their male counterpart. Developments
between 2006 and 2007 suggest a more promising picture. The male-female unemployment gap appears to
have declined moderately, reflecting stronger employment growth favouring female workers.

When comparing unemployment rates by gender, it is important to take account of the fact that male-
female labour force participation rates vary quite considerably. About half of all women are in the labour
force compared with more than 80 per cent for men. This in turn is due to the larger proportion of females
outside the labour force engaged in house-keeping and child-rearing activities.  One way of taking account
of the gender-specific differences in labour force participation rates is to focus on male-female unemployment
rates expressed as a percentage of the working age population. When this is done, male unemployment
rates turn out to be higher than female unemployment rates.12

The purpose of offering such an illustration is not to belittle the existence of gender disparities in the
Indonesian labour market but to highlight the fact that rather different labour force participation among
males and females can skew standard measures of gender disparities in terms of observed unemployment
rates. The pertinent policy challenge is to improve female labour force participation rates without
compromising the critical role that women play in home duties and child-rearing activities. This in turn
suggests that the issue of gender disparities in the labour market needs to tackle the much more complex
issue of gender roles in household activities.
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13 IYEN [2004] ‘Youth Action Plan : 2004-2007’, Jakarta
14 A. Haswidi [2007] ‘Economics Minister pledges all out to reduce unemployment’, Jakarta Post, March.
15 L.Pritchett [2006] Let Their People Come: Breaking the Gridlock on Labour Mobility, Washington, Centre for Global Development.

There is one respect in which the Indonesian labour market is experiencing a decline in gender disparities.
The available evidence suggests that gender disparities in terms of the male-female wage gap have diminished
steadily. Female earnings as a proportion of male earnings have improved from 50 to 75 percent between
1982 and 2007. Data based on the male-female participation rates in the education system also show that
disparities have declined over time.

Given the above evidence, what goals and targets should the Indonesian government use in dealing
with the issue of both youth unemployment and gender disparities in the labour market. The recently created
Indonesian Youth Employment Network [IYEN] has produced a ‘youth employment action plan’ for the
2004-2007 that enables one to reflect on this point. IYEN recommends ‘four pillars’ for developing a youth
employment strategy: [1] preparing youth for work; [2] creating quality jobs for young men and women; [3]
fostering entrepreneurship; [4] ensuring equal opportunities for both men and women. Within the framework
of the four pillars, IYEN suggests that employment targets be set for this demographic cohort and incorporated
in the overall policy framework. These include: [1] a reduction in the share of ‘untapped’ youth [those who
are neither in education nor in the labour force]; [2] a reduction in the share of ‘underutilized’ youth [those
who are unemployed/underemployed]; [3] an increase in the share of both young men and women in the
formal sector.13

This paper endorses such goals, given the emphasis on ‘mainstreaming’ gender dimensions of the
labour market rather than treating them as ‘stand-alone’ issues. The distinction between ‘untapped’ and
underutilized’ youth is innovative. It might be useful to complement the broad directives noted here with
time-bound quantitative targets in the way that the government has currently done for the aggregate
unemployment rates, but the emphasis should be on explicit job creation rates.

Overseas migration and employment

A senior Minister of the Indonesian government has recently noted that, as part of the nation’s
employment strategy, there will be expansion of ‘...opportunities for Indonesian migrants to work overseas’.
In 2006, about 680,000 Indonesians were registered as working overseas with forecasts that the number will
grow to 800,000 by the end of 2007.14 These might seem like paltry numbers, given the vast size of the labour
force – but the registered numbers does not necessarily capture the true magnitude of Indonesians working
overseas, especially given significant incidence of undocumented and illegal migration to neighbouring
Asian economies. With an estimated 2.3 million migrants abroad, Indonesia is an important sending country,
especially among ASEAN/East Asian countries. It is clear that the government intends to use overseas migration
as a vehicle for augmenting domestic employment creation. Migrants can also play an important role in
reducing poverty at the household level through remittances that can enhance living standards of dependents.

Several practitioners have argued that the issue of overseas migration as a way of supplementing
domestic employment creation should become a major part of the global development agenda. Some
estimates suggest that even a limited, but well regulated, regime of liberalised labour flows across the world
can engender benefits that would be significantly higher than full-scale trade liberalisation.15 It is also clear
that the East Asian region now has a mix of labour-surplus and labour-scarce economies. The opportunities
emerging from this mix, through enhanced regional migration, has not, as yet, received priority vis-a-vis
trade and investment flows. Given these emerging global and regional opportunities, it makes sense for
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16 See A. Chowdhury [2007] Indonesia’s Hesitance with AFTA and AFTA plus: A Political Economy Explanation”, Paper presented at “FTA,
Regional Integration, and Development” Conference, Pusan National University, Busan, Korea, December 18-19, 2007; T. Hidayat
and D. Widarti [2005], “Social Implications of ASEAN Free Trade Agreement (AFTA) on Labour and Employment: The Case of Indonesia”,
ILO/ASEAN Joint Study.

17 The discussion in this section draws on I.Islam [2002] “Poverty, employment and wages: an Indonesian perspective”, report prepared
for the Recovery and Reconstruction Department, Geneva, ILO.

Indonesian policy-makers to consider overseas migration as one of the tools for augmenting domestic
employment creation. They should incorporate the issue of regional labour migration and the protection of
migrant labour in their negotiations for regional free trade agreements, such as AFTA.16

As in the case of other dimensions of employment creation, policy goals pertaining to overseas migration
can easily be limited to quantitative targets, such as increasing the overall numbers who seek to work overseas,
but there are significant issues of quality that matter. In particular, young Indonesian women are vulnerable
to exploitation.  The migration industry also needs to be subjected to regulatory standards. Fast, flexible and
secure means of remittances need to be implemented. These issues cannot always be readily translated to
simple quantitative targets, but they need to be considered as part of the goal-setting exercise. In other
words, the aim should be to provide decent and productive work for Indonesians in overseas locations.

Cost competitiveness and the labour market

Post-crisis debates on the Indonesian labour market have been dominated by discussions about the
extent to which labour costs are affecting business hiring decisions and the extent to which they are influencing
cost competitiveness of the Indonesian economy. There is a general presumption that labour costs have
become unsustainably high, wage growth have outstripped productivity growth and labour-intensive exports
have accordingly suffered. The focus has been on onerous labour legislation and cases of union militancy.
These concerns are reflected in the Medium Term Development Plan that calls for the need for ‘generating
flexible labour market through restoring labour regulation’. At the same time, the Plan highlights the need to
‘employ and utilize manpower optimally and humanly [sic],’ and ‘provide labour protection that leads to
welfare’.

The challenge is to find the right balance between concerns about cost competitiveness and the welfare
of workers. Here, informed public debate requires that the government play a leading role in developing
guidelines that would assist policymakers to find the right balance and minimise potential trade-offs between
protecting the rights of workers and the imperatives of employment creation. The appropriate goal is to
ensure that real wages grow in line with productivity. This is both equitable and efficient.

Poverty and the labour market17

As noted, the Indonesian government has a pre-announced target for reducing poverty by half in
tandem with a pre-announced target for reducing aggregate unemployment by 2009. Is this a valid approach,
given the current state of knowledge on the poverty-labour market nexus?

One can use an indirect method to derive a suggested relationship between unemployment and poverty
at the nation-wide level. This procedure rests on two well-established patterns, one drawn from SAKERNAS,
another from SUSENAS. The former typically show that there is an inverse relationship between observed
unemployment rates and the educational attainment of workers [high unemployment/low education];
estimates derived from the latter indicate that there is also an inverse relationship between poverty incidence
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18 This statement is consistent with the spirit of the ILO’s ‘decent work agenda’ because the emphasis is on productive and sustainable
employment creation as a route to poverty reduction rather than a reduction in the aggregate unemployment rate.

19 The sharp, but temporary increase in poverty in 2005-2006 was largely due to a spike in the inflation rate driven by the reduction of
fuel subsidies.

and educational attainment of the head of households [high poverty incidence/low education] Linking the
two yields a plausible inverse relationship between unemployment and poverty in Indonesia, that is, high
observed unemployment rates are associated with low observed poverty rates.. Those with primary education
and less have unemployment rates below 5 per cent [as recorded in 1999], but poverty incidence for this
cohort varies from 29 per cent to 48 per cent. On the other hand, those with secondary education and above
had unemployment rates that ranged between 13 per cent and 16 per cent, but a poverty rate that varied
between 2 per cent and 13 per cent.

Thus, the contention that unemployment has limited relevance in understanding poverty in Indonesia
seems to be borne out by the available evidence.18 In general, the poor cannot afford to stay unemployed for
too long and have to seek work of any kind to eke out an existence. It would be useful, as part of future
research strategy, to probe more fully into the relationship between poverty and unemployment. A more
careful scrutiny of unpublished SUSENAS and SAKERNAS data along such directions is worth exploring.

Another way of exploring the link between unemployment and poverty is to trace their co-movement
at the aggregate level. Recent trends suggest that poverty and unemployment have evolved in different
directions – at least when one compares the official series. Poverty – based on the national head count ratio
– has actually gone up between 2005 and 2006 [from 16.0 per cent to 17.8 per cent], while unemployment
declined from its peak of 11.2 per cent in 2005 to 10.3 per cent in 2006. At the same time, while the official
unemployment rate rose sharply between 2001 and 2005, aggregate poverty based on the national poverty
line fell over that period.19 In general, data on co-movements in the poverty rate and the unemployment rate
between 1996 and 2006 show that the two move in opposite directions.

Given the reservations raised about the poverty-unemployment linkage, how should one analyse the
poverty-labour nexus in a way that yields policy relevant knowledge? One should adopt a disaggregated
approach in order to analyse the employment and skill characteristics of poor households. An illustration is
offered in below.

The bulk of the Indonesian poor can be found in the agricultural sector. For example, in 1999, the
poverty incidence in agriculture was approximately 40 per cent vis-à-vis a poverty rate of only five per cent
for household heads who identified finance as their main sector of occupation. Furthermore, 58 per cent of
nation-wide poverty can be accounted for by the agricultural sector. Thus, any strategy of poverty reduction
in Indonesia will have to recognise the widespread existence of poor households in agricultural activities.

The data also show that there is no evidence that poor households are either substantially younger or
older than non-poor households. There is also no clear evidence of ‘feminisation’ of poverty in the sense
that a moderate 16 per cent of households headed by females are classified as poor.

In terms of employment status, it appears that informal self-employment is a major characteristic of
poverty. Thus, 56 per cent of household heads who were self-employed were classified as poor vis-à-vis 30
per cent of household heads who were classified as employees were regarded as poor.

In terms of hours worked per week, there is some difference between poor and non-poor households.
Thus, poor households in 1999 worked an average of 33 hours per week compared with non-poor households
who worked an average of 36 hours per week.
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20 N.Majid [2001] ‘The Size of the Working Poor Population in Developing Countries’, ILO, Geneva, Employment Paper No.16
21 ILO [2008] ‘Labour and Social Trends in Indonesia: Decent work pathways towards job-rich development’, Jakarta, Bangkok and

Geneva
22 This is derived by calculating the difference between the incidence of working poverty estimated at US$ 1 a day and the incidence

of working poverty estimated at US$ 2 a day. These estimates, cited in the text, are available at ILO [2008] [op.cit: 10]

There is a discernible gap between poor and non-poor households in the area of education. Mean
years of schooling for poor households were 6.0 years in 1999 vis-à-vis 7.4 years for non-poor households.

In specifying goals and targets that highlight the poverty-labour market nexus, several points are thus
noteworthy. First, movements in unemployment rates do not seem to correlate well with changes in the
poverty rate. This reinforces the view that the poor cannot afford to stay unemployed for long durations in
the absence of an unemployment benefits scheme. On the other hand, the wage-poverty linkage is stronger.
There is considerable evidence that real consumption wages in recent years, especially between 2005 and
2006, have either stagnated or declined across sectors and within the informal sector. Longer-term trends
also show close co-movements between poverty and real wages.

Relatively less attention also seems to have been given to the incidence of the ‘working poor’, that is,
those who participate in the labour market but have inadequate earnings. One comparative study suggests
that in the pre-crisis period the size of the working poor was approximately 16 per cent of the employed
work-force.20 More recent estimates indicate that the incidence of the ‘working poor’ varies significantly,
depending on the poverty line that is used. Based on the international poverty line of US$ 1 a day as applied
to 2006 data, it is around 8 per cent of the work-force, but jumps to 52 per cent of the work-force when US$
2 a day is used.21 These estimates need to be updated regularly. Efforts should be made to develop the
notion of a ‘living wage’ as a means of tracking groups in the labour force that fall below the ‘living wage’.
More importantly, the employment characteristics of the ‘working poor’ should be studied more intensively.

The government, in incorporating the MDGs, also embraces the view that poverty is a multidimensional
concept entailing inadequate purchasing power, deficient standards of human development and lack of
voice and participation of the poor in civic and political affairs. With the exception of the latter that pertains
to political empowerment of the poor, the global MDGs are dominated by goals and targets that seek to
approximate deficiencies in human development, notably in health, nutrition and education. Lack of purchasing
power, or income poverty, is only one of the indicators proposed in the MDGs.

Indonesia will meet proposed reductions, by 2015, of income poverty as well as many of the human
development indicators. It thus seems appropriate that, in future proclamations and promulgations on goals
pertaining to the poverty-labour market nexus, the government should move away from its narrow focus on
income poverty. Broad-based employment creation and growing real wages will reduce poverty by increasing
purchasing power, but they will not necessarily guarantee that all citizens are better educated, in good
health and well nourished. These human development imperatives also lie at the core of ensuring that
citizens have the capabilities to engage in decent and productive work.

A narrow focus on income poverty overlooks the important issue of vulnerability, that is, the risk that
people can fall into transient episodes of poverty. A disturbing feature of Indonesian poverty is that many
individuals and households are clustered around the poverty line, implying that an extraneous ‘shock’ can
thrust many below the poverty line. Current estimates suggest that the incidence of vulnerability is 29 per
cent – a figure that is nearly twice the level of current poverty rates. The issue of vulnerability is also closely
linked to labour market risks, entailing spells of unemployment and underemployment. Indeed, the incidence
of vulnerability to ‘working poverty’ is around 44 per cent of the work-force.22 Thus, by focusing on income
poverty, the government is paying insufficient attention to vulnerability. The latter is quite extensive and
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deserves to be recognised by being incorporated in the government’s goals and targets with respect to the
labour market.

Goals and targets: national aggregates vs regional diversity

Indonesia, is of course, a vast and diverse country. After decades of centralised rule, the country has
implemented a comprehensive program of regional decentralisation. Salient labour market and poverty
alleviation policies, such as minimum wages and the National Empowerment Program, are now run at a
regional/local level. Hence, a focus on national aggregates – such as pre-announced reductions in national
unemployment and poverty – is merely the beginning of any exercise that seeks to set policy goals and
targets. The national unemployment rate, for example, hides wide variations ranging from 18.9 per cent [in
Banten] to 3.6 per cent [in East Nusatengarra]. Previous National Human Development reports have also
shown that, Indonesia as a whole will meet many of the MDGs by 2015, but a number of regions/provinces
will fall far behind.

How does one reflect the country’s enormous diversity in national policy goals and targets? One approach,
which draws on work advocated by the National Human  Development Report 2000/2001, is to develop a
‘human development compact’ which seeks to inculcate a vision that all Indonesians, regardless of their
location, should be entitled to minimum human development standards that are in turn geared to the
MDGs. The aim is to ensure that all regions are capable, within a time-bound framework, of reaching MDG-
compatible human development standards. These ideas can, in turn, be translated to the sphere of the
labour market. Thus, the aim should be to promulgate goals and targets pertaining to productive job creation
that explicitly incorporates the country’s regional diversity. This means developing a regional profile of a
range of labour market indicators and their movements over time that can guide policy-makers in identifying
leaders and laggards in employment creation. Deficiencies in labour market performance and remedial
action to respond to such deficits can then be judged against nationally mandated benchmarks.
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An evidence-driven approach to policy-making entails the adoption of a diagnostic framework that
would enable one to understand how the Indonesian labour market has functioned in the recent past, how
it functions today and how it is likely to evolve over the future. A satisfactory resolution of these questions
will provide the analytical and empirical foundation on which policy-makers can anchor their goals and
targets and assess their attainment within a time-bound framework.

Diagnosing Indonesia’s labour market outcomes: the cost-push
hypothesis

In studying the Indonesian labour market, one can delineate a particular analytical narrative that appears
to be influential. This, as noted, is the so-called ‘cost-push’ hypothesis. The basic premise is that Indonesia is
typified by onerous labour legislation that has seen the aggressive pursuit of minimum wages and other
provisions, such as severance pay, that raised real wages to unsustainable levels, impeded employment
growth in the formal sector and have had an adverse impact on the investment climate. These developments
are largely seen to stem from the Manpower Protection Law of 2003 that was in turn the product of a more
politically liberal and democratic environment that emerged in the wake of the 1997 financial crisis. It
encouraged popular expectations of rising entitlements. Unlike the past, when the political regime was
highly centralised, government authorities can no longer simply repress trade unions and civic activities. The
current industrial relations system seems to represent ‘overcorrection’ for past repressions of labour rights
and entitlements. Hence, this is reflected in the vigorous application of minimum wages policy, rather generous
severance pay, restrictions on use of temporary employment contracts and production outsourcing. This
creates a high-cost business environment that acts as a brake on much-need private investment from domestic
and external sources. Inadequate investment in turn acts as a brake on formal sector employment generation.

Here are some typical examples of this viewpoint.  One study concludes: ‘Several recent and pending
developments in Indonesia’s labour market policies threaten to raise the costs of hiring new workers and in
turn slow modern employment creation’.23 Another concurs: ‘There has been a dramatic deterioration in the
Indonesian labour market performance since the Asian financial crisis mainly due to the decline in investment
and a much more regulated labour market’.24 Yet another observer castigates Indonesia for laws ‘governing
hiring and firing business practices [that] have created a dysfunctional labour market’ and the solution really
is to ‘abolish rigid labour markets’.25

3.3.3.3.3. Debates and diagnoses

23 Carl Aaron, et al [2004] ‘Strategic Approaches to Job Creation and Employment in Indonesia’, Report for the USAID, Jakarta
24 G. Sugiyarto [op. cit]
25 S. H. Hanke [2007] ‘Abolish rigid labour markets’, CATO Institute, July. Hanke briefly acted as an advisor to former President Suharto

during the height of the Indonesian crisis.
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The intellectual imprint of the ‘cost-push’ hypothesis is reflected in the Medium-Term Development
Plan that has, as one of its objectives, the restoration of labour market regulations in a more flexible direction.
In 2006, the government sought to reform the Manpower Act of 2003, but a resolution of the outstanding
issues is still needed. The paper offers a review of the available evidence in the expectation that it can
contribute to a robust social dialogue among the government, employers associations and the representatives
of workers on the best way forward in designing and sustaining a regulatory framework that is both business-
friendly and protects and respects labour rights.

Those who support the validity of the ‘cost-push’ hypothesis in the Indonesian context usually draw
attention to the recent evolution of minimum wages and the current severance pay scheme. The authority to
set minimum wages is now located at the regional level, although the implementation is expected to take
place within national guidelines. It is clear that minimum wages have gone up sharply, especially since 1997
financial crisis. The provincial minimum wage rose from 61 per cent of the average wage to 69.4 per cent of
the average wage. The available data suggests that, during 2005-2006, minimum wages grew faster in regions
with above average unemployment rates vis-a-vis regions with below average unemployment rates.26

In terms of severance pay, it is now one of the highest in the region. A World Bank ‘Doing Business’
survey ranks Indonesia quite adversely in terms of its ‘employment rigidity index’. It occupied a rank of 154
out of 178 economies. When these findings are combined with rising unemployment between 2003 and
2005 and secular decline in Indonesia’s share of labour-intensive exports, one is tempted to conclude that
the ‘cost push’ hypothesis is indeed valid. Such a diagnosis in turn would lead one to support the government’s
effort to review and modify the onerous provisions stipulated in the Manpower Act of 2003.

Labour market outcomes and cost-push hypothesis: contrarian
evidence and an alternative framework

The available evidence, however, is not as clear-cut as it appears. A diverse range of counter-evidence
can be compiled. These include the following.

The World Bank’s ‘Doing Business’ survey enlists labour market regulations as only one of the ten
factors that affect its overall index of ‘ease of doing business’ in which Indonesia ranks 123 out of 178
economies.27 Another global survey conducted by the World Economic Forum [see below] points out
that labour regulations represent only one out of 14 factors that affect the business climate. The clear
implication is that reforming labour regulations without tackling other impediments will only have a
marginal impact in improving the business environment.
In terms of a well-known global competitiveness survey as carried out by the World Economic Forum
[WEF] for 2007-2008, Indonesia ranks 54th out of 131 countries – a substantial improvement vis-a-vis
the mid-2000 period.
Within that aggregate index, Indonesia scores 30 out of 131 countries in terms of a ‘labour efficiency’
measure. More importantly, it received a rank ranging between 31 and 35 [out of 131] in terms of
hiring/firing practices and wage flexibility. In other words, the WEF rankings of the Indonesia’s labour
market are significantly better than the World Bank rankings.28

26 It also interesting to note that provincial minimum wages increased on an average by 9.1% in 2006 in the seven districts, where
direct elections for governor were held in 2005. The figure for other provinces is 8.0%. Thus, policy makers need to watch whether
minimum wage adjustments are becoming a tool for buying votes.

27 Available at www.doingbusiness.org.
28 Available at www.gcr.weforum.org
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Yet another global survey produced by the Fraser Institute can be utilised to track whether labour
regulations have worsened in recent years. The trend that emerges is one in which the overall index of
labour market regulations has actually improved between 2000 and 2005, in tandem with the overall
improvement in ‘Economic Freedom’ over the same period.29 As in the case of the ‘Doing Business
Survey’ and the WEF survey, labour regulations represent only one component out of many that affect
the overall ‘Economic Freedom’ index that is claimed by its authors to affect growth and living standards.
It thus follows that, even if a radical overhaul in labour regulations makes Indonesia the most ‘business-
friendly’ country in the world, it will only make a marginal dent on the ‘Economic Freedom’ index if all
other components remain unchanged.
Enterprise surveys show labour problems are not at the top of concerns expressed by investors. It
occupies a middle rank in a list of 12 factors that negatively affect the perceptions of the business
climate. Furthermore, the 2007 survey of the investment climate by the University of Indonesia reveal
that only a small proportion of firms experienced various labour related problems in 2006.30

Non-wage labour costs [as a per cent of a firm’s operating costs] are very much in line with regional
norms, while total labour costs as a proportion of a firm’s operating costs in the formal manufacturing
sector has remained steady at seven per cent in recent years.
Both real product wages and real consumption wages have either stagnated or declined across various
sectors of the economy between 2004 and 2006, despite the rise in minimum wages. In fact, real
average minimum wages in the manufacturing sector show a more modest rate of increase vis-a-vis
the growth in nominal minimum wages.
Unit labour costs – a widely used measure of cost competitiveness – have fallen since 2001 and are now
at their lowest level since 1993. This reflects a combination of both rising labour productivity, in
manufacturing and elsewhere, and roughly constant labour costs – developments that are contrary to
the claims made by the proponents of the ‘cost-push’ hypothesis.
A number of econometric studies have been conducted to identify employment consequences of
minimum wages. Several of these show negative employment consequences, but care should be taken
to interpret them. First, several studies show that formal sector employment and the export sector is
largely unaffected by minimum wage considerations. Second, the studies rely heavily on ‘partial
elasticities’, that is, what would happen to unemployment if there was a minimum wage increase, but
no other changes took place. It is well known that employment responds positively to GDP growth –
which, of course, is the standard rationale to focus on employment elasticity. Hence, rapid GDP growth
– and buoyant conditions generally - can offset the negative employment consequences of minimum
wage increases.31 In any case, the ‘partial’ elasticity with respect to minimum wages [or its surrogates] at
the nation-wide level is typically quite small, ranging from 0.1 to 0.03, and some of them are based on
employment functions that barely pass conventional statistical tests of significance. The estimates are
thus neither large in magnitude nor robust enough to serve as a solid basis for policy prescriptions.
Cross country evidence suggest that minimum wages and mandatory benefits do not harm growth
[and hence employment]. What matters is the relative size of organised labour in the economy.32 This

29 The key ingredients of economic freedom, as conceptualised by the Fraser Institute are: personal choice, voluntary market exchange,
freedom to enter and compete in markets, protection of persons and property from aggression by others. The index is made up of
five sub-indices: size of government;  ‘sound’ money; legal structure and security of property rights; free trade; regulations on
labour, credit and business. The indices have a maximum value of 10, representing the best score. The late Nobel Laureate Milton
Friedman, the doyen of neo-liberals, was associated with the inaugural work of the Institute.

30 The WEF surveys also show that other factors pertaining to infrastructure, bureaucracy and political instability supersede labour
regulations as the most problematic factors for doing business in Indonesia.

31 See technical and statistical appendix of this report for further details.
32 A.Forteza and M.Rama [2001] ‘Labour Market “Rigidity” and the Success of Economic Reforms Across More Than One Hundred

Countries, World Bank Policy Research Working Paper No.2521, 10 February.
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finding has particular relevance for Indonesia, given that union density is only about 10 per cent of the
work-force.

If the ‘cost-push’ hypothesis does not rest on a robust empirical foundation, what is the alternative
hypothesis that can be proffered? Employment outcomes are the product of both demand-pull and cost-
push factors. Emphasising the latter to the exclusion of the latter risks the adoption of a diagnostic framework
that implies monocausality, that is, only labour costs matter in hiring decisions. This is clearly not the case.
Policy prescriptions emerging from such a diagnostic framework will be flawed.

In order to test the influence of both demand-pull and cost-push factors in influencing employment
outcomes, the paper draws on econometrically estimated employment equations in which employment is a
function of GDP growth [representing demand-pull factors] and real product wages [representing cost-push
factors] plus a term that represent ‘path dependence’ [that is, current employment is also influenced by past
employment]. The equations are estimated separately for the pre-crisis period [1993-1997] and the post-
crisis period [2000-2006] across eight major sectors of the economy. The results show that, while in the pre-
crisis era, the wage-employment relationship was statistically significant in five of the sectors, in the post-
crisis era, only two sectors [mining and manufacturing], the real wage- employment nexus is statistically
significant. In contrast, the employment-GDP relationship is statistically significant in almost all sectors in
the post-crisis period. In other words, demand-pull factors [via the growth channel] appear to be more
significant than labour costs in influencing employment outcomes.

This interpretation is consistent with the stylized facts. Employment growth has been faster in 2006-
2007 at a time when GDP growth has been faster relative to previous years since the crisis. It is likely that the
interpretation of labour market outcomes were skewed by employment data for the 2001- 2005 period,
which indicate a sharp increase in the aggregate unemployment. This is, as noted, partly a statistical artefact.
Unemployment, based on a consistent series, show both lower levels and a lower rate of increase over the
same period.

Taking a longer run perspective, structural changes in the Indonesian economy have not been conducive
to broad-based employment creation. The export share of labour-intensive products has been on a secular
decline since 1993. The timing of the decline suggests that minimum wages and mandatory benefits were
not the key factors. External conditions – most notably Indonesia’s inability to compete with other major
exporters of labour-intensive products, such as China, could have played a more significant role. Within the
non-tradable segment of the economy, the declining GDP share of labour absorbing sectors has not been
compensated by robust employment elsewhere. Investment – a key component of aggregate demand – has
generally been subdued in the post-crisis period.

What policy implications follow from these findings? These are spelt out in a subsequent section. The
key point that needs to be highlighted at this stage is that policy-makers ought to eschew the risks embedded
in monocausality or even selectivity [that is, labour market regulations are primarily, or even the only,
impediments to broad-based employment creation] because neither logic nor evidence enables one to
sustain such a position. This does not mean that the current labour market regulations should not be revisited
or reviewed, but one needs a more nuanced approach. The best answer lies in the adoption of a broad-
based diagnostic framework that seeks to understand the way Indonesian labour market operates by building
on the premise that both demand-pull and cost-push factors influence labour market outcomes.
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4.4.4.4.4. Policies and programs33

So far, the discussion has sought to highlight goals and targets with respect to the state of the Indonesian
labour market and has sought to identify the determinants of labour market outcomes. This section now
undertakes a review of policies and programs and links them to the goals and targets as well as the diagnostic
framework proposed for the labour market. To reiterate, the overarching aim is the provision of decent and
productive work for all Indonesians willing and able to work and the extent to which a decent work agenda
can enable policy-makers to attain sustainable reductions in poverty. What are the policies and programs
that are pertinent to this fundamental goal? Have they been derived from a well-specified diagnostic
framework? How effective are they? What needs to change? These issues guide the rest of the discussion.

In discussing policies and programs, a broad distinction needs to be made between macroeconomic,
sectoral and labour market policies. Macroeconomic and sectoral policies affect employment patterns and
trends through the growth channel, while labour market policies entail a blend of ‘pro-active’ and ‘reactive’
interventions that seek to alter market-determined outcomes and seek to influence shifts in labour demand
and supply in order to respond to the imperatives of industrial transformation. The emphasis in this section
will be on labour market policies but some broad observations are in order.

In framing policies and programs that impinge on the labour market, one might make a distinction
between the non-interventionist paradigm [NP] and the activist paradigm [AP]. In the strict version of NP,
the emphasis is on improving the business climate in order to boost investment that will ultimately drive
growth and lead to broad-based employment creation. A rigid labour market is seen to be a major impediment
to improving the business climate. Hence, the best employment policy is one that is geared to fostering
labour market flexibility. The role of macroeconomic policy is to maintain price stability through monetary
and fiscal policies, while sectoral policies should aim to improve the regulatory environment [eg through
trade policy reform, reduced barriers to entry in various industries] that encourages new investment.

AP recognises the centrality of growth in employment creation, but argues that it requires more than a
mere emphasis on improving the business climate by fostering labour market flexibility and by enhancing
the quality of the regulatory environment. The overarching aim of providing decent and productive work for
all requires its recognition by ensuring that the macroeconomic policy framework supports the dual goal of
price stability and full employment. Investment is certainly a key factor in sustaining growth, but so are
initiatives to improve factor productivity through, say, skill upgrading of the work-force and investment in
infrastructure. Furthermore, workers and their families need to be assisted to cope with labour market risks.

33 This section draws on World Bank [2007], UNESCAP [2007], MENKO-EKONOMI [2007], ILO [2007] and I. Islam and A. Chowdhury
[2007]. See World Bank [2007] ‘Indonesia: Economic and Social Update’, November, Jakarta; UNESCAP [2007] ‘Indonesia: Public
Private Partnership for Infrastructure Development’, High Level Expert Group Meeting, 1-3 October, Republic of Korea; MENKO-
EKONOMI [2007] ‘Indonesia: Macroeconomic Update and Progress on Structural Reform’, Jakarta, 25 September; I. Islam and A.
Chowdhury [2007] ‘Growth, Employment and Poverty Reduction: The Case of Indonesia’, July, Geneva, ILO; ILO [2007] ‘Social Security
in Indonesia: Advancing the Development Agenda’, October, Jakarta and Geneva
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The current policy framework bears the intellectual imprint of NP, but one can also detect elements of
AP, especially in the domain of labour market, social protection and poverty reduction policies and in the
renewed commitment to investments in infrastructure.  The aim is to ensure that a consistent and coherent
policy approach is developed.

The overall policy framework: Inpres 6/2007

Many different ministries already have certain programmes and policies aimed at creating employment,
but an integrated and coordinated framework is lacking in Indonesia.  In recognition of this deficiency, the
government has made an effort to harmonise different elements of its policy framework. This is reflected in
the promulgation of an integrated economic policy package [Inpres No.6/2007] that seeks to consolidate
previously announced stand-alone policy initiatives. There are now four broad areas: [1] improvement of the
investment climate; [2] financial sector reform; [3] acceleration of infrastructure development; [4] empowerment
of micro-business and small and medium-size enterprises or SMEs. [1] –[3] are supposed to boost overall
growth, while [4] is more closely aligned with employment creation and poverty reduction policies.

The government has focused on implementation/completion rates. The target is to complete 180 policy
actions by 2007. It claims that, by August 2007, 80 per cent of the proposed policy actions have been
completed, with most progress in measures to improve the investment climate [over 90 per cent] and least
progress in empowering micro-business and development of SMEs [around 65 per cent].

The notion of improving the investment climate through specific policy action appears to have been
influenced by the World Bank’s ‘Doing Business’ surveys. One may recall that Indonesia lags far behind
regional and global norms in terms of the World Bank’s overall ‘ease of doing business index’. Hence, attempts
are being made to improve business start-ups and licensing procedures and enhance the efficiency of the
tax administration. This is being complemented by efforts to: enshrine the principle of equal treatment of all
investors, irrespective of national origin, increase security of land titles and cultivation rights, rationalise
regional by-laws and provide fiscal incentives.

Policy actions pertaining to the financial sector aims to consolidate financial stability, improve financial
intermediation and prudential regulation. These efforts are a response to the legacy of the 1997 financial
crisis that is widely interpreted to be at least partly the product of systemic weaknesses in the financial
sector. The expectation is that current policy action will strengthen the resilience of the Indonesian economy
to future financial crises.

The 1997 financial crisis also saw a significant reversal on government expenditure on infrastructure
and social sectors. Prior to the crisis, public infrastructure spending was 5-6 per cent of GDP and has since
dropped to 3-4 per cent of GDP. This has impaired access rates to clean water, energy and sanitation services
to the point where Indonesia will fail to meet the MDG target on access to basic sanitation services. It is also
widely recognised that failure to sustain investment in public infrastructure will adversely affect growth and
thus the capacity of the government to meet its employment creation and poverty reduction targets.

The centrality of infrastructure investment in the government’s policy framework has been reflected in
the convening of the 2005 infrastructure summit that made a commitment to investment in roads, water
supplies, energy, telecommunications and other basic infrastructure. The current target is to spend US$ 80.1
billion in new infrastructure spending over the medium-term using a framework of public sector-private
sector partnership, with the expectation that the private sector will play a substantial financing role.
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The empowerment of micro-business and SMEs has primarily taken the form of influencing the process
of credit allocation to this sector, through credit guarantees, and cost-effective lending rates.  Some public
sector entities have been recapitalised so that they can engage in a bail-out program affecting well over
100,000 microenterprises and SMEs. The expectation is that, even if the bail-out program is partially successful,
the revitalised entities can be a useful source of job creation. Overall, the target is the expansion – through
new credit and other forms of financial support - of SMEs from 3.28 million unites employing over eight
million workers to 3.9 million units employing over 10 million workers by 2009.

In addition, various initiatives in industry and trade policy are expected to supplement the growth of
SMEs. This includes encouraging policy initiatives to promote linkages between large and small firms and
the development of priority industries of a labour-intensive nature through the machinery of regional
governments that work in tandem with central government assistance.

In sum, the Indonesian government has made a commendable effort to harmonise its various policy
initiatives under its currently integrated package. It has to be said that, so far, the emphasis is on target-
setting and completion of policy actions. Little attempt has been made to offer a framework for a
comprehensive evaluation of these policy actions. As the ILO’s Global Employment Agenda [GEP] emphasises,
what is needed is a clearly enunciated national employment strategy that maps out feasible mechanisms for
attaining the twin goals of decent work and poverty reduction. Policy effectiveness should then be judged in
relation to the attainment of these goals. Several country cases are now available within the milieu of the
GEP – ranging from China to Ghana - that could be fruitfully studied by Indonesian policy-makers with a
view to adapting some of the ‘best-practice’ ideas to its particular requirements.34 Principles that work best
pertain to ‘integration’ [that is, policies integrated with fundamental goals of decent work and sustainable
poverty] and ‘inclusion’ [that is, policies that build on sustained social dialogue with key stakeholders in
society]. As this paper has noted, the Indonesian government’s emphasis on reducing the open unemployment
rate at the aggregate level is probably misplaced as it bears limited relevance to either the notion of decent
work or to sustainable poverty reduction. Furthermore, greater effort needs to be given to a consultative
approach where all key stakeholders – government, employers and workers associations- participate in
formulating a national employment strategy. It is not clear to what extent the government’s current integration
package reflects a prior period of sustained consensus-building with its social partners.

The macroeconomic policy mix

In the wake of the 1997 financial crisis, the macroeconomic policy mix has been characterised by
inflation targeting through periodic interest rate adjustments in the field of monetary policy and fiscal
consolidation to deal with the crisis-induced debt burden in the sphere of fiscal policy. While the emphasis
on inflation targeting has been sustained, recent years have seen a greater move towards using fiscal policy
to support a modest budget deficit entailing increased discretionary expenditure to finance commitments
to infrastructure development and the social sector. Windfall gains from the sharp increase in oil prices have
enabled the government to increase its discretionary expenditure, while significant improvement in the
relative size of the public debt has enabled the government to relax its preoccupation with fiscal consolidation.
In addition, there has been some restructuring of public finance. This has entailed the reduction in fuel
subsidies that has enabled the government to augment its fiscal resources for spending on poverty reduction
policies.

34 See ILO [2007] ‘Implementation of the Global Employment Agenda: Update’, March, ILO Governing Body, Committee on Employment
and Social Policy, 298th session
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The primary concern is whether the prevailing fiscal stance is too conservative relative to the government’s
twin targets of halving aggregate unemployment and the incidence of poverty. On the other hand, because
of institutional inertia, even current budgetary allocations have not been fully utilised by regional governments.
Nevertheless, whether the fiscal stance errs on the side of caution needs to be judged against the financing
needs of key goals and targets, including the attainment of the MDGs. This is where an appropriate monitoring
and evaluation framework is required. Furthermore, long-run fiscal sustainability geared towards the financing
of employment creation and poverty reduction targets requires that Indonesia’s low tax to GDP ratio – which
currently stands at 12 per cent – should be increased.

It seems that the monetary authorities are still preoccupied with inflation targeting. This has led to
tensions between the goal of price stability and employment as well as poverty alleviation concerns. A good
example is the sharp increase in the inflation rate in 2005 that jumped to well over 15 per cent. This was
combined with a transient decline in quarterly GDP in 2004. The consequence was a sharp spike in poverty
between 2005 and 2006. Inflationary pressures seem to be of a cost-push nature, with food and energy price
inflation playing a significant role. Moreover, rising food and energy prices are being driven by structural
factors and are part of a global phenomenon.35 Yet, the monetary authorities responded over this period
with a tightening in the interest rate, given that Bank Indonesia is required to aim for an inflation target of 5-
7 per cent in the medium-term. Interest rate adjustments cannot really respond to the problem of rising
food prices. Vulnerable groups in society – whether they are small business operators or ordinary citizens –
thus face a double whammy of higher cost of credit and higher food prices.

The goal of inflation targeting as currently practiced might need to be reviewed. It is not clear how the
inflation target has been selected. The historical norm for Indonesia is an inflation rate around 10 per cent
that prevailed even during its high growth period.

Two other issues deserve some comment. First, the primary policy challenge in developing countries is
macroeconomic volatility that can be deleterious for growth and poverty reduction. Inflation targeting is a
relatively new phenomenon in Indonesia. It remains to be seen whether this new approach will necessarily
induce greater macroeconomic stability. Second, the macroeconomic policy mix has not been able to restrain
a noticeable appreciation of the real exchange rate – underlined by sizeable current and capital account
surplus in the balance of payments – that has eroded Indonesia’s international competitiveness in labour-
intensive exports.

Labour market  policies: ‘reactive’ and ‘proactive’ strategies

It would be useful to reiterate the distinction between ‘reactive’ and ‘proactive’ policies that are pertinent
to the labour market. The former aims to alter market determined outcomes that are perceived by policy
makers to be undesirable. Thus, for example, minimum wages policy might be primarily instituted on the
ground that market-determined wages are deemed to be too low and cannot sustain the livelihood of the
average worker and his/her family. Certain measures – such as providing short-term employment through
purpose-built programs – might be instituted to cope with labour market risks. Others could focus on
specific groups, such as the protection of the working conditions of migrant workers. ‘Proactive’ policies aim
to influence shifts in labour demand and supply in order to respond to the imperatives of industrial
transformation. Typical examples include revamping the education and training system that produces a
skilled and adaptable work-force.

35 An Australian expert argues that there will be a global shortage of foodstuffs much of which is driven by international demand for
grain to manufacture bio-fuels. See P.Syvret [2007] ‘Fuel Quest may Create Food Crisis’, Courier-Mail, 28 November.



2929292929

Both ‘reactive’ and ‘proactive’ policies are necessary. One cannot act as a substitute for the other.
Furthermore, labour market policies can supplement, but cannot supplant, appropriate macroeconomic and
sectoral policies. The rest of the discussion reviews minimum wages policy, social protection measures,
including short-term employment creation initiatives, and a suite of ‘proactive’ policies for fostering a more
productive work-force.

Minimum wages policy, mandatory benefits and industrial
relations

The paper has acknowledged that minimum wages have certainly increased sharply in recent years, but
that does not necessarily mean that they are the primary factors behind Indonesia’s modest labour market
outcomes. Nevertheless, there is a case for a careful appraisal of the cost-of-living adjustments used to
justify minimum wage increases by paying more attention to macroeconomic conditions, especially in terms
of the impact on job creation. Minimum wages could be interpreted as indicative benchmarks for collective
bargaining purposes rather than as mandatory instruments. One way to do so would be to introduce the
notion of a ‘living wage’ that tracks the incidence of the ‘working poor’. Such a ‘living wage’ then sets the
benchmark for negotiating wage settlements at the enterprise level.36

The paper also noted that mandatory benefits, especially overly generous severance pay, has been a
source of considerable concern among many observers. One way of responding to these concerns is to
consider the possibility of introducing an Unemployment Benefit Insurance scheme.  A preliminary actuarial
assessment found that a 4% contribution of salary could allow for unemployment benefits of 70% of salary
for 25 weeks per year. The impact on employers could be minimised if contributions were shared with
employees and the severance/termination benefits were reduced, as they would be substantially replaced
by unemployment benefits.37

Minimum wages and mandatory benefits represent an important part, but only a part, of the overall
industrial relations system. The conventional wisdom that the current industrial relations system (and, by
implication, the Core Labour Standards that the Indonesian government has embraced since 1999) tends to
raise labour costs above productivity and therefore reduce competitiveness is not borne out by the evidence.
With respect to the Core Labour Standards, a recent study concluded that there was no solid evidence in
support of what has been referred to as the “conventional wisdom” that foreign investors favour countries
with lower labour standards, with all evidence of statistical significance pointing in the opposite direction38.
This finding is reinforced by another study that concludes that the international evidence in favour of the
view that deregulated and flexible markets deliver better employment outcomes than more institutionalised
labour markets is rather fragile.39

The upholding of Core Labour Standards should be seen as an integral part of corporate social
responsibility. Treating workers well and respecting their rights represent enlightened acts by the business
community because they promote social solidarity and contribute to industrial harmony.  Furthermore, if

36 A prototype ‘living wage’ approach exists in Indonesia. The aim is to move away from a formulaic approach that ties such ‘living
wage’ notions to mandatory minimum wage adjustments towards a more flexible, bench-mark oriented framework.

37 For examples of estimates of similar magnitude for both Indonesia and other Asian countries, see Eddy Lee [1998] The Asian crisis:
the challenge of social policy, Geneva, ILO and W. Vroman (1999) ‘Unemployment and unemployment protection in three groups of
countries, Social Protection Discussion Paper 9911, May, Washington DC, World Bank

38 David Kucera, [2002] ‘Core labour standards and foreign direct investment’, International Labour Review, 141, (1-2), pp 31-70.
39 Dean Baker, et al [2002] ‘Labour market institutions and unemployment: a critical assessment of the cross-country evidence’, CEPA

working paper no.2002-17, New York, New School University
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sound industrial relations help eliminate discrimination at the workplace, this may create new opportunities
for marginalised groups – including women and indigenous peoples – so raising overall labour market
participation rates.  One can thus argue that the Indonesian policy makers should stress the importance of
promoting a growth-friendly industrial relations system without resorting to an uncritical embrace of the
agenda of labour market flexibility.

Social protection

The term social protection encompasses both social assistance (typically government-sponsored, non-
contributory and designed to meet basic needs rather than specific contingencies) and social insurance
(where workers and employers make insurance contributions for specific life events). A social protection
system also entails within its purview the notion of social safety nets. The latter pertain to short-term, time-
bound policies designed to cope with structural and economic adjustments, such as the transition from
command to market economies and the deleterious consequences of economic crises, such as the one that
occurred in East Asia in 1997.  The twin objectives of social protection are to prevent deprivation and reduce
vulnerability.

The agenda of social protection in Indonesia: a progress report

The current policy agenda is to provide for social protection for all people at the end of a transition
period of 10 -15 years. It also seeks to provide for compulsory social security contributions from all workers
including those in formal, urban and rural informal sectors. An important development in this respect is the
National Social Security System Act [SJSN Act] which came into effect on October 2004. Despite the attainment
of this milestone, a detailed implementation plan still seems to be missing. On the other hand, social assistance
targeting the poor has gained a good deal of prominence in recent years. These social assistance schemes,
which include the National People’s Empowerment Program [PNPM], health insurance and the conditional
cash transfer scheme, are briefly reviewed. The putative national employment guarantee scheme is also
discussed.

PNPM is a nation-wide replication of an existing community/village development program that was
launched in August 2006 and implemented through the local government machinery. The government has
allocated about US$ 4.5 billion to this program and remains committed to its continued operation, given the
endorsement of   a recent positive evaluation that it has contributed to reducing unemployment and poverty.
In particular, millions of Indonesians had access to 60 days worth of work. Yet, the same evaluation also
notes its limits: it can only deal with vulnerability as they affect families with unskilled and semi-skilled
workers needing causal employment. It cannot act as a substitute for the provision of full-time and productive
work that is key to the reduction of long-term poverty.40

A recent development is the commitment by the Indonesian government to the design and
implementation of a ‘National Employment Guarantee Program [NEGP]’. It has drawn on the experience of
the successful Indian Maharashtra model to delineate the basic contours of an NEGP. The study on the
design of an NEGP was authored by an Indian expert and sponsored by the ILO.41 The aim is to target 15
million poor and near-poor households at an annual expense of Rp 31.9 trillion [or US $3.2 billion or US$ 2.3
per person days. The NEGP has multiple objectives:

40 Gustav F. Papanek [2007], “Employment and the PNPM Program”, Jakarta: The World Bank
41 Sarthi Acharya [2004] ‘A National Employment Guarantee Program for Indonesia’, ILO and BAPPENAS, Jakarta
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34 Lihat ILO [2007] ‘Implementation of the Global Employment Agenda: Update’, March, ILO Governing Body, Committee on Employment
and Social Policy, 298th session

Employment creation for the poor, particularly in rural areas and the hinterland for a maximum of three
months a year
Productive communal asset formation
Creating opportunities for human development for the participating workers and their households.

The NEGP, when operational, is expected to be led by a National Council chaired by BAPPENAS. Other
arms of both the national and local governments are expected to be closely involved, with program delivery
located at the district level. The scheme is expected to be financed by both general and earmarked taxes.
While the central government will be responsible for the major share of financing the NEGP, other levels of
governments and the privates sector are also expected to engage in co-financing.

It is clear that there is considerable overlap between the PNPM and the NEGP. The key difference seems
to be a more ambitious target [90 days, instead of 60 days, worth of work] and the enshrinement of the
principle of mandatory entitlement in terms of access to short-term employment. It seems that, given the
established ‘brand’ name of PNPM and the sustained political commitment behind it, a case can be made
that the NEGP should subsumed within the PNPM.

There have also been promising developments in the coverage of health insurance for the poor. Health
cardholders are entitled to free treatment in public health centres and hospitals. In 2007, 76.4 million people
representing nearly 35 per cent of Indonesia’s population had access to free health care in public facilities, an
access rate that is in excess of the target coverage of 60 million people.

The Indonesian government has also introduced a conditional cash transfer program [CCT] by modifying
an existing program. It targets poor households with children up to 15 years of age. Households receive cash
[for a maximum period of six years] conditional on agreed outcomes for young members of the household
in health and school attendance.

All the programs reviewed so far fall within the rubric of social assistance targeting the poor. They are
commendable initiatives and appear to have extensive coverage. What is needed are well-designed evaluations,
along the lines of the one conducted for PNPM, that can be used to assess their effectiveness and to improve
program design and delivery. The suite of pro-poor social assistance programs, however, cannot act as a
substitute for a formal comprehensive social insurance program nor can they act as a substitute for the
provision of full-time, productive employment for all Indonesians.

Proactive labour market policies: creating an adaptable and
skilled work-force

Youth unemployment is a major concern for the Indonesian government and its alleviation is one of the
MDG targets. As noted, Indonesia is unlikely to achieve this target by 2015. The government has responded
to the challenge of youth unemployment through initiatives that focus on fostering self-employment and
youth entrepreneurship.  These are useful initiatives, but one of the best ways to combat the dual phenomena
of ‘untapped’ youth and ‘underutilised’ youth is to implement ‘proactive’ labour market policies through
interventions in the education and training system and by preparing youth for transition to the world of
work. This can enhance the employability of young adults and thus lay the basis for an adaptable and skilled
work-force.
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42 The evidence is reviewed in Islam, I [2002] “Poverty, employment and wages: an Indonesian perspective”, report prepared for the
Recovery and Reconstruction Department, Geneva, ILO.

43 The age-poverty nexus is based on special tabulations of the 2002 National Socio-economic Survey (SUSENAS) kindly supplied to
the Jakarta office of the ILO by the Central Board of Statistics (CBS).

44 Mingat and Winters [2002) draw attention to the need for ‘education for all’ by 2015 – this being the goal set by 180 countries at the
World Education Forum in Dakar, Senegal in 2000. Such a goal in turn is a continuation of an agenda set by the 1990 World
Conference on ‘Education For All’ held in Thailand. See Mingat, A and Winter, C [2002] “Education for all by 2015”, Finance and
Development, 39 (1).

45 OECD [2002] Education at Glance: OECD Indicators, 2002, Paris: OECD. The latest data compiled by UNESCO show that public
expenditure as a proportion of GNP in Indonesia is 1 per cent vis-a-vis rates that vary from 2.2 per cent 8.5 per cent in the East Asia
and Pacific. See UNESCO [2007] Education for All: Global Monitoring Report, Paris, pp.15

46 See World Bank [2003] “Indonesia: Maintaining Stability, Deepening Reforms”, World Bank Brief for the Consultative Group on
Indonesia. SMERU [2001] documents the difficulties faced by the poor in gaining access to secondary schooling are highlighted. See
SMERU Newsletter, no.03, May-June. Media reports also highlight the rather difficult barriers that ordinary families face in educating
their children at a junior secondary level. The drop-out rate for a particular locality at the junior secondary level is nearly 50 per cent!
See Jakarta Post, 25 March, 2002. More recent trends are highlighted in the Indonesian Youth Employment Network [op.cit].

The goal of providing decent and productive work for young adults needs to be aligned with the
poverty-education nexus.  The available evidence suggests that 87 percent of Indonesia’s poor have primary
education or less. Simply upgrading a household head’s education to a junior secondary level is associated
with a drop in the poverty rate from 30 per cent to 17 per cent.42 The available statistics also suggest that 62
per cent of the poor are below the age of 30 years.43

The strong correlation between education and poverty and between age and poverty imply some
important policy messages. To start with, all Indonesians need to have educational attainment at least to a
junior secondary level - a target that the Indonesian government has recognised. This target is also in line with
the international community that argues the need for ‘education for all’44. This in turn highlights a major policy
challenge: how to ensure broad-based participation by the poor in the education and training system.

The strong correlation between age and poverty calls for a life cycle approach to poverty reduction:
targeting poor families with large number of children and young people in their transition from school to
work. Ensuring access to quality education and relevant skills are vital to break the pattern of inter-generational
poverty and to reduce vulnerability and transient poverty that many young women and men experience in
the process of school-to-work transition.

Basic education

Overall investment in education as a proportion of GDP in Indonesia remains one of the lowest in the
region and of countries with similar levels of national incomes.45  Equally important is that Indonesia not
only invests relatively little in education, but what it does is inadequately utilised. Therefore, while increased
investment in education should be a major objective for the country seeking to move to a higher stage of
development, this cannot result in tangible outcomes without first improving the management, effectiveness
and quality of the recently decentralized education system. Furthermore, to achieve the universal basic
education (nine years schooling) enrolment goal by 2010, efforts are needed to improve the access of the
poor to junior secondary education.

Making basic education affordable for the poor

Insufficient number of state-funded junior secondary schools is certainly an important constraint. But
for poor families, another reason for low enrolment rates in junior secondary school is the cost of education.
Education up to junior high school is theoretically free. But evidence suggests that parents often have to
make various out-of-pocket contributions to schools – a practice that especially affects the poor.46 For
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example, a recent school-to-work transition survey found that over 40 percent of young jobseekers and
close to 60 per cent of young self-employed left school for financial reasons.47 This was either because their
families could no longer pay for their education or because they were asked to assist in earning income for
the household.

Eliminating hidden fees for all and lowering the additional costs for the poor, such as spending on
uniforms and books are essential. Targeted scholarships can also play an important role. The evaluation of
the Scholarships and Grants Program, one component of the Indonesian Social Safety Net, shows that it
mitigated the effect of the crisis on the school system and helped maintain enrolment rates.48 The government’s
commitment to provide support to the poorest school children and schools is critical. Changes in the program
might also be considered. For example, the program can target not only those who are already in education,
but it can also provide financial incentives to poor families with out-of-school children, so that they can
afford the schooling of their children.

Making decentralisation work in the provision of basic
education

Decentralisation transferred the responsibility for the education and training system to the district
level. This offers opportunities for better service delivery tailored to local needs, and for improved participation
and accountability. At the same time, many challenges remain, such as a clear division between the roles of
central and local governments, establishing nation-wide minimum service, qualification and skills recognition
standards. Such standards could potentially be helpful to gradually reducing disparities between the poor
areas and the rest of the country. How and at what level these minimum standards need to be set requires
close collaboration between central and local authorities.

To improve the management of the decentralised education system requires capacity building both at
the district level as well as at the central/provincial level. The latter have to change their role from that of
direct provider to regulator, quality monitor and facilitator, offering support services to the relevant local
authorities.49 The recently established school committees and councils, which now involve not only teachers
and parents but also other stakeholders of the local community, could play a critical role in the accountability
of school management and elicit better performance.

Improving the quality of education

Another key issue is the quality of education. Evidence suggests that the learning outcomes in Indonesia
at primary and secondary levels are poor compared to other countries in the region. This is due to poor
infrastructure, learning materials and teacher quality.50  Repetition rates of students in primary school to
grade 5 (the basic standard for achieving literacy) are significantly higher in Indonesia than all other East
Asian countries except Cambodia and Laos.  A bright spot is that girls have a higher “survival” rate (stay in
school) to grade 5 than boys.51 There are also significant problems with inadequate teacher and other staff
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52 H. Haribowo, H and M. Ali [2003] "Teacher status and professionalism (Indonesia)", paper presented at the Seminar on teacher status
and professionalism, Chiang Mai, Thailand, August.

53 For more on the status, quality, salary and working conditions of teachers, see B. Ratteree [2003] “PRSP and education in Indonesia”,
Technical Briefing Note, ILO

54 OECD [2002] Education at Glance: OECD Indicators 2002, Paris: OECD.

compensation, and teacher training and management, including uneven distribution of teachers among
different types of schools (a factor often of financial and professional disincentives). The net result is generally
poor teaching, and therefore poor learning outcomes.

An important factor that determines the quality of education is the status and professionalism of teachers
who deliver it.  In Indonesia, the level of pre-service training has increased in recent years, however less than
50% of primary and junior secondary teachers meet minimum requirements.  The qualifications of teachers
in private schools are no better.  The provisions for in-service training do not make up the differences, and is
now subject to decentralisation with uncertain results.52  All these make for a shaky foundation for quality
teaching.53

The salary structure for teachers in Indonesia is based on uniform government pay scales, which does
not necessarily take into account special competencies and job requirements.  Moreover, teacher salaries are
amongst the lowest in ASEAN, which makes it difficult to attract and retain the best individuals in teaching.54

Therefore consideration needs to be given to a gradual increase in teacher salaries, combined with substantial
improvement in teacher status, professional competency, and teaching materials: these are key steps towards
the goal of quality education.

Technical and vocational training

Setting priorities for technical and vocational training policies for poverty reduction in Indonesia should
take into consideration the poor state of the training system in the country and the fact that an effective
vocational education and training system requires more resources than basic education does. Traditionally,
government responsibilities for training are spread over several ministries. In addition, there is a lack of
national coordination in policy design for vocational training; limited coordination between public and private
suppliers, limited participation of industry in policy and planning; an absence of national standards and
recognition, over–reliance on donor funding; and too great a focus on formal sector employment and the
neglect of the informal economy. Moreover, despite efforts to make the training system more responsive, it
has largely remained supply-driven and is hampered by a lack of adequate funding and of labour market
information. No systematic set of tracer studies have been undertaken, so little information exists on what
happened to the graduates of the various programs, how they were absorbed into the labour market, and to
what extent their education was relevant to the need of business.

The Government of Indonesia has now embarked on a process of reforming the technical and vocational
training system. This involves the development of a National Professional Certification Framework, followed
by the development of qualification standards for core skills, a system of accreditation and skill recognition
and new funding arrangements. This is an enormous task, which will take years to implement – although
there are signs of progress. An independent certification body, instituted in 2005, reflects the ethos of
public-private partnership with 10 members drawn from the government and 15 from the private sector.
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Strengthening partnership between education and business

Exposure to the world of work is an essential part of young people’s preparation for entering the
workforce, not only in order to shape their educational career at an early point but also to facilitate the
transition from the education system to the workplace environment where new skills and different attitudes
are required. Yet, only 38 percent of the youth covered by the school-to-work transition survey participated
in work experience programs as part of their education or training. The survey findings also raised serious
concerns about the effectiveness of the existing work experience and internship programs. Moreover, apart
from offering work experience and internship programs, the surveyed enterprises rarely had any other
collaboration with the education sector. As a result, there is a mismatch between what vocational education
provides for young people and what business requires in terms of knowledge, skills and attitudes. Unprepared
school-leavers are a cost to employers and an obstacle to increasing productivity or to upgrading to modern
technology or production.55

By working closely with schools, business can ensure that future members of the workforce are well
prepared. Effective work experience programs help students to see the connection between learning and
work, to understand how specific knowledge and skills are applied in a real-world context, and develop new
attitudes and gain confidence. Beyond internship, there are many other forms of exposing students to the
real world of work such as career talks and apprenticeship programs. Employers can also support the work
of teachers in a variety of areas, such as technology and industry standards, and curriculum development
efforts. Employers’ organisations have a key role to play as intermediaries between education and business.

Such programs can be organised along industry lines or as part of local economic development initiatives.
They should also be a part of ongoing efforts to develop vocational education and training centres of
excellence at provincial and regional levels – model institutions that could offer good examples and lessons
learned to the reform of the national training system. All these initiative need to give special attention to the
issue of gender equality to encourage the participation of girls in training and to eliminate gender segregation
in vocational education that tend to channel young girls to low-paid female dominated industries.

Enhancing training for small enterprises and informal sector
operators

It is difficult to assess the extent to which vocational education serves the needs of small enterprises
and informal economy operators because of lack of information and data. The same applies to the existing
large number of special programs that offer basic skills and entrepreneurship training to different target
groups in order to start self-employment and run small businesses. What are needed are tracer studies of
vocational and training programs and of focused surveys of the informal economy to identify low-cost
success stories that can be replicated on a wider scale. Only such studies could provide information on the
skills’ needs related to products, technology and markets; the sources of skills’ acquisition of informal economy
entrepreneurs; and the effectiveness of current vocational and training programs including community-
based initiatives.56 Identifying success stories and disseminating information could generate learning, help
replicate good examples and promote innovation across the country.
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Preparing youth for labour market entry

According to recent survey data, less than 30 per cent of the in-school youth, jobseekers and young
self-employed received advice/counselling on job/career opportunities.57 Therefore, many young people
have contradictory and unrealistic expectation and they do not know how to find a job.

Better preparation of school-leavers for labour market entry could facilitate the job-matching process
and reduce the period of unemployment. This calls for offering labour market information and gender
sensitive career guidance to in-school youth through the education and training system and to young
jobseekers through the media. Furthermore, young people need assistance to learn about job-search
techniques. Given the underdevelopment of employment services, career guidance, job-search techniques
and labour market information could be best provided through the educational system to school leavers.
This in turn would require the strengthening of in-school career guidance services, which are available in
most secondary and higher education institutions. Furthermore, high levels of migration among school
dropouts and school leavers from poor rural areas to urban centres and overseas locations pose additional
challenges to such services. Awareness-raising of available support networks for migrants should be carried
out at an early stage of the education cycle in order to reach those most likely to move (the less educated).
This is particularly important in the case of young female migrant who often face the risk of trafficking.
Employers need to be encouraged to use more transparent recruitment practices, rather than relying heavily
on informal recruitment channels. In general, better labour market information and more transparency aid
the poor and vulnerable youth in finding work.
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This section offers a summary of key findings and recommendations. The discussion is based on the
following themes that form the crux of this paper: [1] setting goals and targets; [2] adopting a broad-based
diagnostic framework that enables one to comprehend the state of the Indonesian labour and its future
evolution; [3] evaluating policies and programs of the Indonesian government that impinge on the process
of employment creation and the welfare of working families. If the Indonesian government accepts some or
all of these recommendations, their implementation will require an institutional framework that entails close
coordination between ministries with a broad mandate [most notably BAPPENAS], ministries with sector-
specific obligations [most notably DEPNAKER] and bipartisan political commitment by key stakeholders. A
coherent implementation framework needs to be premised on a clear understanding of broad analytical
principles.

Setting goals and targets

Any national employment strategy needs to begin with carefully crafted goals and targets that are both
analytically and empirically credible. This is a core component of an evidentiary approach to policy-making
that seeks to move away from policy improvisation and expediency. The Indonesian government has currently
promulgated two primary goals that are time-bound and have the appeal of simplicity. The government is
committed to halving the national unemployment and poverty rates by 2009. Unfortunately, under a ‘business-
as-usual’ scenario, with growth rates in the 5-6 per cent range, these targets will not be met. This provides
the premise for revisiting policy goals and targets.

The fundamental aim should be the provision of decent and productive work for all Indonesians able
and willing to work and the manner in which a decent work agenda can lead to sustainable reductions in
poverty. Goals, targets and indicators should be developed within this overarching vision. The following
salient observations may be made.

The government should revisit the published unemployment rate as it includes cohorts that artificially
inflate the total stock of the unemployed.  A good case can be made to publish unemployment rates
using a consistent series. This exercise has the benefit of enhancing the integrity of official statistics and
can contribute to enlightened policy debates.
The government should move away from a focus on the unemployment rate and specify ex-ante
formal sector job creation targets – at the national, sectoral and regional level – that can reduce the
total stock of the unemployed and absorb new entrants to the labour force.
Appropriate resources should be dedicated to refining employment elasticity derived from a coherent
statistical framework that can engender credible employment projections. Employment elasticity,

5.5.5.5.5. Conclusions: Summary of key
findings and recommendations
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however, is not a useful ex-ante policy target. As it is an indirect measure of productivity, the aim should
be the attainment of productivity-driven growth that can lead to a virtuous combination of rising
employment and real wages.
The core goal of the provision of decent and productive employment cannot be satisfactorily measured
by either the aggregate unemployment rate or job creation rates. It is necessary to focus on involuntary
underemployment and the size of the informal sector. The crux of Indonesia’s employment challenge
lies in significant involuntary underemployment and the large size of the informal sector.
As a signatory of the global MDGs, the Indonesian government rightly focuses on the issue of youth
and gender dimensions of unemployment. Despite some improvements in 2006-2007, youth
unemployment is high by regional norms, but some progress has been made in relation to gender
disparities in labour market outcomes. A key challenge is to improve the female labour force participation
rate, but one would need to tackle the complex issue of gender roles in house-hold and child-rearing
activities.
Indonesia is unlikely to meet the MDG target for youth employment by 2015. The government should
pay heed to the advice of the IYEN that calls for youth and gender-related goals and targets to be
incorporated in the national policy framework using four guiding principles: preparing young adults
for the world of work; providing quality jobs for young adults; fostering entrepreneurship; providing
equal opportunities for men and women. The advantage of the IYEN is that it ‘mainstreams’ gender
dimensions of the labour market rather than treating them as ‘stand-alone’ issues.
The Indonesian government has emphasised the use of overseas migration as a way of augmenting
domestic employment creation.  This is an appropriate focus, given the prospective benefits that can
flow from a well regulated regime of liberalised labour flows at both the global and regional level.
Quantitative targets on placements of Indonesians intending to work overseas should be complemented
by attention to prescribing benchmarks for improving the quality of the ‘migration industry’ that can
bring sustainable benefits to migrants.
Considerable concerns about the alleged deterioration of Indonesia’s cost competitiveness have led to
proposals for changing current labour regulations with the intention of reducing labour costs. The
evidence show that cost competitiveness has not necessarily worsened. The fundamental aim is to
ensure that real wages grow in line with productivity growth.
The Indonesian government seeks to recognise the poverty-labour market nexus by juxtaposing
scheduled reduction in unemployment with scheduled reductions in poverty. Unfortunately, the poverty-
unemployment linkage is weak, with recent increases in poverty occurring alongside recent decreases
in unemployment.  This is understandable, as the poor cannot afford to stay unemployed for long
periods in the absence of a comprehensive unemployment benefits scheme.
The poverty wage-linkage is more significant with stagnation and declines in real wages across sectors
in 2005-2006 corresponding to increases in poverty over the same period. Therefore, wage-cuts as an
instrument for creating employment can be counterproductive from poverty reduction point of view.
The Indonesian government should move away from the narrow focus on income poverty, as it has
done in the case of the MDGs, and also focus on the incidence of vulnerability which is well above
current poverty rates. There is a case for tracking the incidence of the ‘working poor’ in the labour force
using the notion of a ‘living wage’
Policy goals geared towards national aggregates should be fortified by reflecting the sheer regional
diversity of the country. Indonesia is now an administratively decentralised polity, with major labour
market and poverty alleviation policies operating at the regional/local level. A ‘human development
compact’ that seeks to ensure that all regions are capable of attaining minimum human development
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standards along the lines of the MDGs represent one way of reflecting regional diversity in national
policy goals. At the same time, efforts should be invested in tracking the regional dimensions of labour
market performance in order to identify leading and lagging regions.

Towards a broad-based diagnostic framework for the Indonesian
labour market

The paper reviewed the empirical foundation of the ‘cost push’ hypothesis that has been influential in
shaping policy debates pertaining to the labour market in post-crisis Indonesia. This intellectual impetus of
the ‘cost-push’ hypothesis probably motivated the inclusion of the agenda of labour market flexibility in the
government’s medium-term policy framework and led to a thwarted attempt to review the provisions of the
2003 Manpower Act.

At a superficial level, the evidence appears to support the view that minimum wages and mandatory
benefits have led to an unsustainable increase in labour costs and thus adversely affected employment
creation. The growth in nominal minimum wages in recent years, generous severance pay – which is one of
the highest in the region – and adverse ranking in terms of an ‘employment rigidity index’ all point in the
direction of a labour market regulatory regime that is distinctly inhospitable to growth, investment and
employment creation. Yet, when the evidence is reviewed more carefully, a cogent case for a nuanced approach
can be made.

The paper highlighted the following features of the available evidence.
Those who use the World Bank’s ‘Doing Business surveys’ to admonish Indonesian policy-makers that
they have constructed the edifice of an overly rigid labour market should exercise greater prudence.
What the surveys show is that labour market regulations are only one out of ten factors that affect the
business climate, implying that deregulating the labour market will have a modest impact in improving
the business climate unless the remaining nine factors are also tackled.
This interpretation is consistent with other enterprise-level surveys that show that labour market concerns
are not at the top of the list of concerns that the business community cites as key impediments to new
investment.
Other cross-country surveys, such as the one conducted by the World Economic Forum and the Fraser
Institute, show that Indonesia is ranked as an above average economy and has shown substantial
improvements in recent years.
Real minimum wages in the manufacturing sector show a more modest rate of increase vis-à-vis nominal
growth of minimum wages.
Econometric studies of the minimum wage-employment nexus include some studies that demonstrate
negative employment consequences, but the conclusions should be treated with care. The net impact
of minimum wages on employment may be more modest when taking account of other variables, most
notably GDP growth.
Real product wages have either stagnated or declined in recent years across various sectors of the
economy, while unit labour costs show a decline since 2001 and are now at their lowest level since
1993.
Both wage and non-wage labour costs as a share of a firm’s operating costs are not excessive by
regional norms, neither have they gone up in any noticeable way.
Econometric estimates of the determinants of employment using a demand-pull and cost-push
framework show that, in the post-crisis period, demand-side factors, as measured by sectoral GDP
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growth, was statistically significant in most of the sectors of the economy vis-à-vis cost-push factors ,
as measured by real product wages.
These econometric estimates also reveal that to engender a 1.8 per cent increase in manufacturing
employment would entail a substantial cut in average real wages [by about 10 per cent]– a prescription
that is unlikely to be popular in an economy with significant poverty and vulnerability.
Concerns about labour market regulations were probably influenced by a superficial reading of recent
employment trends. It is true that aggregate unemployment rose between 2001 and 2005, but it has
fallen since in juxtaposition with acceleration of GDP growth, especially between 2006 and 2007.
Furthermore, the evidence on a significant rise in unemployment, even between 2001 and 2005, needs
to be tempered by the fact that an alternative series show both a lower level of unemployment and a
much more muted increase.
A longer-run perspective on employment trends would suggest that they reflect structural changes.
The GDP share of labour-absorbing sectors – such as agriculture – has gone down without any significant
compensation in robust employment growth elsewhere. At the same time, the share of labour-intensive
exports in the Indonesian economy has gone down since 1993. The timing of these developments
suggests that it is difficult to attribute them to major changes in minimum wages and mandatory
benefits.

A caveat at this juncture needs to be reiterated. In evaluating the nature of the evidence on the
employment implications of labour market regulations, the intention is not to ignore or dismiss widespread
concerns in the business community and among others about high minimum wages and severance pay
schemes. Ultimately, robust and sustained social dialogue among the government, employers associations
and representatives of workers will be necessary to design and develop a regulatory framework that will be
both business-friendly and be able to protect and respect labour rights. The purpose of this paper will be
well-served if it makes a contribution to the process of social dialogue.

Policies and programs of the Indonesian government and their
implications for employment creation

The paper reviewed a wide range of policies and programs that affect the state of the labour market in
Indonesia. The current policy framework bears the intellectual imprint of the ‘non-interventionist paradigm’,
but also includes elements of the ‘activist paradigm’. Both share the premise that broad-based growth is
essential for sustainable employment creation and reduction of poverty, but there are important differences.
The stringent version of the ‘non-interventionist’ paradigm emphasise the centrality of improving the business
climate through regulatory reform and fostering labour market flexibility in ushering investment-driven
growth. The ‘activist paradigm’ sees the need for public investment in infrastructure and a suite of ‘reactive’
and ‘proactive’ labour market policies in ushering productivity-driven growth that can deliver full employment
for all Indonesians.

The review of policies and programs yielded the following findings.
The government has sought to harmonise different elements of stand-alone policy initiatives with the
launching of an integrated policy package [Inpres 6/2007] that has four components: [1] improving the
business climate; [2] deepening financial sector reform; [3] commitment to new investment in public
infrastructure; [4] empowering small business as a source of employment creation and poverty reduction.
A progress report prepared by the government claims that, by August 2007, impressive completion
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rates were achieved [about 80 per cent] in policy action, with least progress in initiatives pertaining to
micro- and small business.
Efforts to improve the business climate are underway through rationalisation of tax administration,
streamlining business start-ups and licensing procedures, and an investment law that adopts a non-
discriminatory approach to the national origin of investors, provides for secure land titles and cultivation
rights, focuses on rationalisation of overlapping regional legislation, and provides fiscal incentives.
The commitment to new investment in infrastructure follows from the convening of an Infrastructure
Summit in 2005. Financing needs for such investment are set at US$ 8.1 billion over the medium-term
using a framework of public-private partnership. The expectation is that the proposed investments, if
realised, will lead to the creation of 27,000 to 28,000 jobs per 1 trillion Rp of expenditure.
Efforts to support the micro- and small business sector are guided by the target of increasing the
number of units in this sector from 3.28 million [as recorded in 2005] to 3.95 million by 2009. The
primary instrument for supporting the sector is through credit allocation.
The government, in enunciating an integrated package and a progress report, has demonstrated a
commendable capacity to pursue new initiatives. However, the focus seems to be on implementation
rates. More attention needs to be given to rigorous evaluation of policy and program effectiveness in
relation to the twin goals of decent work and sustainable poverty reduction. Here, the Indonesian
government could draw on the country cases highlighted in the ILO’s Global Employment Agenda to
explore the extent to which best-practice approaches can be adapted to national requirements.
The macroeconomic policy mix is characterised by inflation targeting in monetary policy and a cautious
expansion of discretionary expenditure after years of fiscal consolidation. The decline in the relative
size of the public debt, the rationalisation of fuel subsidies and the windfall gains from recent increases
in the oil price have augmented the government’s fiscal resources.
The key issue is whether the government has struck the right balance between price stability and goals
and targets pertaining to employment creation and poverty reduction.
The pursuit of price stability appears to receive priority through the inflation targeting approach, but it
is not clear how effective this approach will be in dealing with inflationary pressures stemming significantly
from rising food and energy prices that are both structural and external in nature. Furthermore, inflation
targeting might not be effective in dealing with macroeconomic volatility that plays a significant role in
affecting the incidence of vulnerability. It has also been ineffective in restraining the appreciation of the
real exchange rate that has impaired Indonesia’s competitiveness in labour-intensive exports.
There seems to be a case for a more pragmatic approach to monetary policy. It is worth noting that,
during its high growth phase, Indonesia had a long run inflation rate of about 10 per cent, suggesting
that the current inflation target of 5-7 per cent is not grounded in historical experience.
There is also the issue of whether fiscal policy remains too conservative, although the prima facie
evidence is that, because of institutional inertia, local governments have not even been able to fully
utilise their current budgetary allocations.
There is a case for a greater attempt to link fiscal policy to financing needs stemming from the
government’s goals and targets, including the attainment of the MDGs. This will align fiscal policy more
closely with employment creation and poverty reduction objectives. Long-term fiscal sustainability
geared towards these objectives should also entail efforts to improve the tax-GDP ratio that, at 12 per
cent, is rather modest.

w There is a wide range of ‘reactive’ and ‘proactive’ labour market policies that can be harnessed to deal
with Indonesia’s employment challenges.  ‘Reactive’ policies seek to alter undesirable market-determined
outcomes [eg low pay and vulnerability], while ‘proactive’ policies seek to create an adaptable and
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skilled work-force.
The key ‘reactive’ policies that matter in the Indonesian context pertain to the regime of minimum
wages and mandatory benefits and social protection.
The current regime of minimum wages and generous severance pay has caused considerable angst
among long-standing observers of the Indonesian labour market. While a careful scrutiny of the evidence
exonerates such a regime from engendering poor labour market outcomes, there is a case for adopting
a more pragmatic approach to minimum wages and mandatory benefits.
The idea of local government-driven minimum wages can be replaced by the notion of using ‘living
wages’ as a guide to tracking the incidence of the ‘working poor’. Employers and employees in negotiating
wage settlements at the enterprise-level can then use such ‘living wages’ as benchmarks.
The current level of severance pay is certainly generous by regional standards, but such mandatory
benefits are a blunt instrument for fortifying the capacity of workers to cope with labour market risks.
There is a case for substantially moderating them by implementing a well-designed unemployment
benefits scheme.
Minimum wages and mandatory benefits are only part of the overall industrial relations system. The
aim should be the consolidation of growth-friendly industrial relations system that seeks to foster
cooperation between employers and employers while respecting labour rights. The basis for such a
system exists, given Indonesia’s ratification of core labour standards.
The passage of the new National Social Security Law [SJSN] in 2004 is a milestone and sets the overarching
framework for a formal social security system in Indonesia, but the commitment for its implementation
still seems to be lacking.
It is in the sphere of social assistance targeted to the poor that one can detect some notable achievements.
Examples include the National People Empowerment Program [PNPM], health insurance for the poor
and the conditional cash transfer scheme [CCT]. PNPM has received a positive evaluation in terms of its
contribution to reducing vulnerability through short-term employment creation. While the coverage of
the other initiatives is impressive, a rigorous evaluation is needed before pronouncements can be
made on their policy effectiveness.
There is also the National Employment Guarantee Scheme [NEGP], but there is considerable overlap
between this initiative and the PNPM. Given the established ‘brand’ name of PNPM, it might make
sense to subsume the NEGP within the framework of the PNPM.
While the interventions in social assistance are commendable, it is important to note that they are
meant to deal with particular labour market challenges and are not geared to the provision of productive
and long-term employment creation.
One needs to complement ‘reactive’ policies with ‘proactive’ policies with the aim of creating an adaptable
and skilled work-force. These policies, pertaining to intervention in the education and training system
and preparation of young adults in their transition to the world of work, are some of the best ways in
which one can deal with the phenomena of ‘untapped’ and ‘underutilised’ youth. These policies can
also fortify current attempts to foster youth entrepreneurship and youth self-employment.
The analysis of the education-poverty nexus shows that one needs a life cycle approach to poverty and
to endorse the goal that secondary education should be made more affordable for all Indonesians. The
available statistics show that at least 40 per cent of young jobseekers and close to 60 per cent of young
self-employed exit the schooling system because of pecuniary reasons.
There is also the issue of the quality of education that is provided. Learning outcomes at the primary
and secondary level in Indonesia are inadequate relative to regional norms. Investments in infrastructure,
upgrading learning materials and improving teacher quality will go some way towards improving the
overall quality of basic education.
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The vocational education and training [VET] sector should also be revamped so that graduates possess
qualities that respond to labour market needs. An important step in this process has been undertaken
through the creation of an independent certification body that draws on both private sector and public
sector personnel.
Evidence shows that less than 40 per cent of participated in work experience programs. Hence,
educational institutions should work closely with business for increasing effective work experience
programs, in career counselling as well as in curriculum development.
The education and training system also needs to respond to the particular requirements of small
enterprises and informal sector operators.
The evidence shows that less than 30 per cent of youth, both in the education system and in the work-
force receive any kind of counselling on job opportunities. Hence, initiatives should be undertaken for
better preparation of school-leavers for labour market entry.

As a concluding commentary, one can highlight the point that an evidence-driven approach to policy-
making should subject itself to periodic review and renewal. The idea is to learn from experience and use it
to engage in a durable process of monitoring and evaluation in order to foster public accountability of
policies and programs. This needs timely information. A periodic audit of the labour market would be useful.
This should build on a standardised template – such as the ILO’s ‘Key Indicators of the Labour Market’ [KILM]
- embellished by appropriate sectoral and regional details. Such an audit should be launched within the
framework of a public forum in order to facilitate stakeholder feedback. There should be full disclosure of the
entire suite of labour market policies and programs that the government currently implements as part of the
audit in order to encourage informed public deliberations and foster an ethos of public accountability. The
internet should be harnessed to facilitate ‘e-networking’ among relevant stakeholders pertaining to labour
market policies. While the Indonesian government should be commended for its disclosure on implementation
rates within the framework of Inpres6/2007, more should be done to improve the framework for evaluating
policy and program effectiveness in terms of scope, resource adequacy and the ability to reach proclaimed
targets and goals.
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Figure 1: Labour Force Condition, 2007 (February)

Housekeeping 
31,133,071 

(19.2%) 

Schooling 
14,320,491 

(8.8%) 

Others 
8,767,428 

(5.4%) 

Working 
97,583,141 

(60.1%) 

Unemployed 
10,547,917 

(6.5%) 

Not in Labour Force 
54,220,990 

(33.4%) 

Labour Force 
108,131,058 

(66.6%) 

Population 15+ 
162,352,048 

(100%) 

Note: percentage to total population 15+
Unemployed = Looking for work + Establishing a new business + Hopeless of job + Have a job in future start
Source: Sakernas, 2007, February

The aim of this annexe is to provide comprehensive information on various dimensions of Indonesia’s
unemployment problem and to explore the determinants of employment with a view to estimating sectoral
employment elasticities. The estimated sectoral elasticities are used to simulate various scenarios for projected
employment and to determine required sectoral growth rates for the target unemployment rate of 5.1% by
2009. The annexe begins with a brief account of Indonesia’s labour market.  It concludes with a succinct
policy audit of current government policies for growth and job creation.

Salient features of Indonesia’s labour force and employment

Labour Force

Figure 1 provides a snap shot of the Indonesian labour force.  It shows that in February 2007, there
were slightly more than 162 million people of working age (15 years plus). Of that, a little over 108 million
people were in the labour force, among whom 97.5 were working and 10.5 million did not have a job.
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Table 1: Changing Profile of Labour Force

Notes: * Labour force includes employed plus open unemployed
The rise in urban labour force is influenced by definitional changes in urban areas.
Source: Sakernas

 % Change Per Annum Shares (%)

 1990-97 1997-98 1998-02 2002-04 2004-06 1990 1998 2002 2006

Working Age 2.5 2.6       1.8 1.7 2.2 100 100 100 100
Population
Male 2.5 2.9 2.1 1.8 2.5 49.1 49.2 49.7 49.8
Female 2.5 2.3 1.6 1.7 2.0 50.9 50.8 50.5 50.2

Urban 6.2 5.1 5.0 0.7 1.8 30.9 40.5 45.3 44.3
Rural 0.6 0.9 -0.3 2.6 2.6 69.1 59.5 54.7 55.7

Age 15-24 1.6 3.3 -0.5 1.1 3.7 30 28.3 25.8 25.5
Age 25-49 3 2.3 3.2 1.5 1.2 49.6 50.9 53.5 53.3
Age 50+ 2.8 2.4 1.7 3.2 3.0 20.4 20.7 20.7 21.2

Primary or less 0.3 -0.3 0.2 -1.9 0.6 73.6 61.3 57.7 53.7
Lower secondary 5.8 6.9 5.5 8.8 1.2 13.8 17.9 20.4 23.2
Upper secondary 8.6 7.8 2.8 4.6 6.2 11.2 17.5 18.1 19.1
Tertiary 13.2 10.1 6.4 5.3 11.5 1.5 3.2 3.8 4.1

Labour Force* 2.5 3.5 2.2 3.2 2.3 100 100 100 100
Male 2.6 2.7 2.9 4.1 2.8 61.2 61.2 63.5 63.4
Female 2.3 4.8 1.0 1.5 1.6 38.8 38.8 36.5 36.6

Urban 7.5 4.7 6.5 1.3 3.2 25.5 36.0 41.8 41.1
Rural 0.4 2.9 -0.3 4.5 1.7 74.5 64.0 58.2 58.9

Age 15-24 1.5 2.5 1.2 2.6 4.9 23.1 21.3 20.5 20.9
Age 25-49 2.9 3.2 2.8 2.1 1.6 57.6 58.9 60.2 59.1
Age 50+ 2.6 5.5 1.4 7.2 1.7 19.3 19.8 19.3 19.9

Primary or less 0 2 0.2 -4.8 -1.6 76.4 63.2 58.6 52.0
Lower secondary 7.1 7.1 8.2 21.6 -0.8 10.1 14.2 17.4 19.8
Upper secondary 9.4 5.1 3.4 8.5 11.2 11.5 18.4 19.2 21.9
Tertiary 13.7 7.4 6.3 11.7 20.3 2.0 4.2 4.9 6.2

Table 1 tries to capture the changing profile of Indonesia’s labour force.  The labour force has been
growing at a slightly faster rate (between 2.2% and 3.5%) than the working age population. This means,
there is a constant pressure to create new jobs. The growth rate of the female labour force increased during
1997-98, implying that females were under greater pressure to look for a job to supplement family income
during the economic crisis. Although the working age population is roughly equally distributed between
males and females, the share of males in the labour force is about 1.7 times larger than that of the females.

Indonesia experienced phenomenal growth of urban labour force. The urban labour force grew at a much
faster rate than the rural labour force. The share of urban labour force rose from 25.5% in 1990 to 41% in
2006 and that of rural labour force declined from 74.5% to 59% during the same period. However, there has
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Table 2: Labour Force Participation Rate (%), by gender and area

1998 1999 2000 2001 2002 2003 2004 2005 2006

Total 66.9 67.2 67.7 68.6 67.8 67.9 65.6 66.8 66.2

Male 83.2 83.6 84.2 85.8 85.6 85.7 86.0 84.9 84.2
Female 51.2 51.2 51.6 51.8 50.1 50.2 49.2 48.4 48.1

Urban 59.6 61.2 61.6 63.0 62.6 62.6 62.6 62.4 62.3
Rural 71.9 71.6 72.6 73.1 72.0 72.1 71.5 70.2 69.2

been a rise in growth of rural labour force during the crisis. This is in line with the observation that many
urban workers took refuse in the rural or agricultural activities when they lost jobs.

Indonesia seems to be experiencing demographic transition. There has been a large increase in the
prime working age (25-49) population whose share increased from 49.6% in 1990 to 53.3% in 2006. While
the share of the older working age (50+) population remained stable at around 21%, the share of youth
(aged 15-24) declined from 30% to 25.5% during 1990-2006. This has been reflected in the changes in the
shares in the labour force of respective age group.

The educational attainment of the Indonesian labour force also increased. The share of labour force
with primary or less education declined from 76.4% in 1990 to 52% in 2006. This decline was matched by the
increase in the share of labour force with secondary education from 21.6% in 1990 to 41.7% in 2006. The
share of tertiary educated labour force also rose from 2% to 6.2% during the same period.

The labour force participation for males has remained more or less stable at around 83-84% since the
crisis; but the female participation rate has declined from 51.2% in 1998 to 48.1% in 2006 (Table 2). There has
been an increase in the urban participation rate from 59.6% in 1998 to 62.3% in 2006. During the same
period the rural participation rate has declined from 71.9% to 69.2%.

Employment

Table 3 provides the changing profile of employment in Indonesia. It shows rapid growth of formal
employment during 1990-1997. However, there has been a sharp decline in the growth of formal employment
during the post-crisis period. The growth rate of formal employment dropped from 5.8% during the pre-
crisis period (1990-1997) to 2.2% during 2002-2006. Hence the share of formal employment rose very
marginally to 37% after its rapid rise from 29% in 1990 to 35% in 2002. Interestingly, the decline in the formal
sector employment growth was not matched by a rise in the growth of the informal employment. Its growth
rate remained more or less stable at 0.4% after rising to 7% during the crisis. Hence slower growth of both
formal and informal employment contributed to the slow overall employment growth.

 Agriculture remains the major employer, although its share declined from 66.4% in 1990 to 55.5% in
2006. Mining and manufacturing sector employment grew quite rapidly during 1990-1997, while agricultural
employment shrank. The crisis caused manufacturing employment to decline by 9.6%, but its growth recovered
to 4.6% during 1998-2002. However, since then manufacturing employment growth faltered. Interestingly,
the non-tradable sector employment grew at a much faster rate (6.2% per annum) during the pre-crisis
period, while employment in the tradable sector declined. The share of non-tradable sector in total employment
peaked at 54.3% in 1998 and then declined to 44.5% in 2006.
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Table 3: Changing Profile of Employment

* Includes casual agricultural workers after 2000; ** Includes casual non-agricultural workers after 2000
Source: Sakernas

% Change Per Annum % Shares in Total

1990-1997 1997-1998 1998-2002 2002-2006 1990 1993 1998 2002 2006

Formal 5.8 -4.5 1.6 2.2 29.2 31.8 34.6 35.3 36.9
Employers 14 4 16.2 0.6 0.8 0.9 1.7 3.0 3.0
Wage earners* 5.5 -4.9 0.7 2.4 28.4 30.9 32.9 32.3 33.9

Informal 0.4 6.9 0.8 0.4 70.8 68.2 65.4 64.7 63.1
    Self-employed** 4.3 3.3 0.8 3.5 20.2 20.8 23.4 23.1 25.3
    Self-employed assisted
    by family 0.1 9.5 2.8 -2.4 24.4 22.7 22.5 24.0 20.9
     Unpaid -2.8 8.3 -1.6 0.1 26.3 24.7 19.5 17.6 16.9

Sectors: Tradables -0.7 7.3 1.3 -0.2 66.4 62.5 57.1 58.2 55.5
    Agric. Forest &
    Fisheries -2.3 13.3 0.5 -0.3 55.5 50.6 45.0 44.3 42.0
   Mining 7.8 -23.9 -1.7 11.5 0.7 0.8 0.8 0.7 1.0
   Manufacturing 5.6 -9.6 4.6 -0.5 10.1 11.1 11.3 13.2 12.5

Sectors: Non-Tradbles6.2 -3.4 -0.3 2.8 33.6 48.6 54.3 41.8 44.5
Construction 10.7 -16.4 4.2 2.5 2.7 3.5 4.0 4.7 4.9
Trade 6.4 -1.2 1 2.0 14.7 15.8 19.2 19.4 20.1
Transport &
communication 8.6 0.6 2.8 5.3 3.1 3.7 4.7 5.1 5.9
Utilities & other
Services 4.9 -2.1 -3.4 3.0 13.1 25.5 26.3 12.6 13.5

Urban 7.2 3.2 5.2 0.9 24.6 28.2 34.6 40.5 40.2
Rural 0.2 2.3 -1.2 1.2 75.4 71.8 65.4 59.5 59.8

Age 15-24 0.2 0.6 -2.3 0.9 21.8 20.3 18.7 16.3 16.2
Age 25-49 2.7 2.4 2.2 0.8 58.4 57.5 60.5 62.9 62.3
Age 50 + 2.6 5.3 0.7 1.9 19.8 22.3 20.9 20.8 21.5

Primary or less -0.2 1.7 -0.7 -1.7 77.7 74.5 65.5 60.9 54.5
Lower secondary 6.8 5.4 5.9 4.9 9.9 10.9 13.9 16.7 19.2
Upper secondary 9.1 3.2 2.6 4.8 10.5 12.2 16.6 17.6 20.1
Tertiary 13.3 6.7 5.9 8.7 1.9 2.4 4.0 4.8 6.2

Male 2.4 1.7 2.1 1.4 61.3 61.5 61.5 63.9 64.9
Female 1.9 4.2 -0.5 0.3 38.7 38.5 38.5 36.1 35.1

Total Employment (mil) 73.4 79.2 87.7 91.6 95.5
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Sumber: Sakernas

58 See World Bank (2007), Indonesia: Economic and Social Update, November, 2007.

In line with the demographic shift, the employment shares of both youth (aged 15-24) and prime-aged
(25-49 years) increased since 1990. There are also more educated people among the employed now compared
to 1990. Consistent with higher male participation rate, employment share of males is close to double that of
female. Thus, there is a gender gap in employment, which is also evident from Table 4.

Table 4: Status in Employment, by gender, 1990-99 (%)

1990 1995 1996 1997 1998 1999 2002 2006

Male
Wage and salaried workers, 31.9 39.1 38.4 39.4 36.1 36.2 29.4 35.2
or employees
Self-employed worker 1.1 2.1 1.8 2.2 2.3 3.4 4.1 4.0
with employees
Own-account workers 53.6 50.1 52.1 50.3 52.7 51.9 59.4 53.2
Contributing family workers 13.5 8.7 7.7 8 8.8 8.5 7.0 7.7

Female
Wage and salaried workers, 22.8 29.2 27.4 29 27.7 28.1 37.3 31.5
or employees
Self-employed worker 0.3 0.7 0.8 0.8 0.8 2 1.1 1.1
with employees
Own-account workers 30.2 36.8 38.5 34.5 34.9 35.8 25.4 33.2
Contributing family workers 46.6 33.3 33.4 35.7 36.6 34.2 36.2 34.1

Male + Female
Wage and salaried workers, 28.4 35.6 34.2 35.5 32.9 33.1 32.3 33.9
or employees
Self-employed worker 0.8 1.6 1.4 1.7 1.7 2.9 3.0 3.0
with employees
Own-account workers 44.5 45.4 46.9 44.3 45.9 45.7 47.2 46.2
Contributing family workers 26.3 17.4 17.5 18.5 19.5 18.3 17.6 16.9

Source: Sakernas

The employment situation improved markedly during the last 12 months (February 2006 – February
2007) on the back of stronger economic growth.58 Employment during this period grew by 2.5% resulting in
2.4 million new jobs. Further good news is that the new jobs were concentrated in the formal sector; the
formal sector employment grew by 4.8%. However, the growth of new jobs occurred in the non-tradable
sector. Non-tradable sector jobs grew at 3.5% as opposed to 1.6% growth in tradable sector jobs. This may
result in shortages of skilled workers in the tradable sector and cause real appreciation to the detriment of
the tradable sector.

Consistent with the growth of formal employment, the share of wage and salaried workers grew for
both males and females between 1990 and 2006 (Table 4). There are now more males who are self-employed
in businesses with employees. The share of females engaged in businesses with employees did not rise
much. There were significant drops in both own-account workers and contributing family workers, which is
in line with the decline in the share of informal employment.

Table 5 shows that there are more female workers in the services sector, while the share of male workers
in industry is higher than that of females. The gender difference is not significant in the agricultural sector.
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Table 5: Employment by Sector, by gender, 1990-2006 (%)

Source: Sakernas Annual Publications, BPS

1990 1995 1996 1997 1998 1999 2002 2006

Male
-  Agriculture 54.8 44 42.7 40.1 44.3 43.3 43.7 42.5
-  Industry 14.8 19.6 19.7 20.8 17.8 19.3 20.4 20.3
-  Services 30.4 36.4 37.6 39.1 38 37.5 35.8 37.1

Female
-  Agriculture 56 44 44.8 41.8 46 43.1 45.4 41.1
-  Industry 12.3 15.6 15.8 16.2 13.9 15.5 15.8 15.3
-  Services 31.8 40.3 39.4 42 40 41.4 38.8 43.5

Male + Female
-  Agriculture 55.2 44 43.5 40.7 45 43.2 44.3 42.0
-  Industry 13.8 18.2 18.2 19.1 16.3 17.8 18.8 18.6
-  Services 30.9 37.8 38.3 40.2 38.8 38.9 36.9 39.4

Understanding the unemployment problem
As can be seen from Table 6, the unemployment rate was stable at around 2.5-2.8% during 1986 – 1993.

Definitional change caused the shift in the unemployment rate in 1994, when the reference period for
actively looking for a job has been changed from one week to any number of weeks recording a higher
number of people unemployed. (See Box 2 and Appendix 1). The unemployment rate of 1995 is not comparable
with other years as it is based on a different survey, Supas.

Unemployment began to rise before the crisis; the rate rising from 4.4% in 1994 to 4.9% in 1996.
Manning (2000) reported that durations of unemployment were long – nearly half of all young first-job
seekers and a third of those previously employed were unemployed for 12 months or more during the early
1990s.

Sources: Sakernas; Supas for 1995

Table 6: Unemployment Rate, 1986-2007

1986

1987

1988

1989

1990

1991

1992

1993

2.7

2.6

2.8

2.8

2.5

2.6

2.7

2.8

1994

1995

1996

1997

1998

1999

2000

4.4

7.2

4.9

4.7

5.5

6.4

6.1

2001

2002

2003

2004

2005

2006

2007

8.1

9.1

9.5

9.9

11.2

10.3

9.8

As mentioned earlier, the unemployment rate did not rise significantly during the depth of the crisis; it
rose only to 6.4% in 1999 and then declined to 6.1% in 2000. In the absence of a universal social security
system, workers could not afford to remain unemployed. Hence, the majority of those who lost jobs in the
formal sector took refuge in the informal sector. However, the unemployment rate continued to rise during
the post crisis period.
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Box 1: Why is current growth “jobless”?

The answer lies in:

the sources of growth and

the nature of structural change

What are the sources of current Indonesian growth?

Capital accumulation is slow – not so conducive investment climate

Employment growth is low or stagnant

So, growth must be coming from TFP

Sources of growth: rising contributions of TFP

The sharp rise in the unemployment rate since 2001 is due to definitional change. The unemployed
now includes those who are not working, but (a) actively looking for jobs, (b) NOT actively looking for jobs,
(c) have jobs to start later, or (d) preparing a business.  Adjustment for definitional changes by Aaron et al
(2004) yields an unemployment rate of 5.1% in 2001 and 5.8% in 2002.59  Using the same adjustment factor,
the unemployment rate in 2007 would be around 6.0% as it was in 2000.

58 Also see Manning (2004).

Periods

1971-75
1976-80
1981-85
1986-90
1991-95
1996-00
2001
1971-2001

GDP growth (%)

7,98
7,62
5,22
6,85
7,54
0,71
3,32
5,83

Contribution of
Labour (%)

1,7
2,1
2,7
2,8
0,8
1,8
2,1
2,0

Contribution of
Capital (%)

2,8
2,9
3,7
2,3
2,7
-3,3
-3,0
1,7

Contribution of
TFP (%)

3,5
2,6
-1,2
1,8
4,1
2,2
4,2
2,2

Declining GDP shares labour absorbing sectors – agriculture, trade, hotel & restaurant – and the stagnant
share of the manufacturing sector contribute to stagnant employment growth.

Declining share of labour intensive exports also is responsible for stagnant employment growth.
Note: The figure showing the export share of labour intensive manufacturing exports was supplied by Dr. Andin Hadiyanto,

Director of the Business Climate Research and Dev. Centre, Ministry of Trade
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Figure 2: Unemployment Rates – Old vs. New Definitions
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Figure 3

Poverty rate vs unemployment rate, 1996-2006
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60 Manning (2000) observes, “unemployment rises, but slowly, and mainly because of new definitions.” One gets an impression that
the unemployment problem per se is not so serious.

Another important point to note is that changes in the aggregate unemployment rate is not correlated
positively with poverty incidence. This is clear from Figure 3.

Does this mean that the unemployment problem is simply an arithmetic puzzle and largely irrelevant?60

Should the policy makers still worry about unemployment? Some caveats are in order here.

First, the absolute number matters. For example, the adjusted rate of 6.0% would still mean nearly one
million more unemployed in 2007 compared with the figure for 2000. Politically, this might be regarded as
unacceptable, especially in a democracy where the unemployed are also voters.

Second, and more challenging issue is the changing characteristics of the unemployed (see Table 7).
This includes:

Age structure – more youth unemployed (over 61% of total unemployed)
Educational profile – more educated unemployed (about two-thirds of all unemployed have secondary
education)
Locational/regional concentration – more concentration of unemployed in urban areas; wide regional
variations (11 provinces, mostly resource rich and industrialised have unemployment rates above the
national rate)
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Box 2: Interpreting Indonesian Labour Force and Employment Data –
Some Complications due to Changes in Definitions

Analysis of Indonesian labour force data is complicated by several breaks in key series and by unusual

terminology.

In Indonesia the term ‘open unemployment’ is often used instead of ‘unemployment’ as conventionally defined.

This leads to terms like ‘total unemployment’ or ‘global unemployment’ being used to describe the sum of

unemployment and ‘under-employment’.

The concept of open unemployment (introduced in 2001) includes workers who want work, but have given up

actively searching for a new job. Use of this measure increases both the labour force and the number of

unemployed: the unemployment rate rises by about by about one-half, relative to the conventional definition.

There is a break in the unemployment rate at 1994 because of another definitional change in the Survey.

Working age population is now defined as age 15 and above. Previously it was 10 years plus.

There were also important changes in the definition of some components of employment in 2001. BPS introduced

two new sub-categories of ‘Informal’ employment, namely ‘Casual Agriculture’ and ‘Casual Non-Agriculture’

employees.

The introduction entailed re-definitions of other series, most notably affecting the distinction between ‘formal’

and ‘informal’ workers (‘Casual Agricultural’ workers had previously been classified as ‘Wage Earners’, which is

part of ‘formal’ employment).

Neglecting this re-definition would lead to a significant misreading, namely that formal employment fell

substantially in 2001, and that informal employment surged. In reality, adjusting for the break shows that both

formal and informal employment increased moderately (see Table 2.5, Aaron et al, 2004).

A further minor complication is that there is no Sakernas report for 1995. In that year, the annual survey was

replaced by Supas. The unemployment rate based on Supas was significantly higher, and should be treated as

an outlier.

Source: Aaron et al, 2004
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Table 7: Profile of Unemployment (% of labour force), 1990-2006

1990 1997 1998 2000 2002 2003 2004 2005 2006

Open unemployment 2.5 4.7 5.5 6.1 9.1 9.7 9.9 11.2 10.3

By gender

      Male 2.5 4.1 5.0 5.7 7.5 7.6 8.1 9.29 8.5

      Female 2.7 5.6 6.1 6.7 11.8 13.0 12.9 14.7 13.4

By location

      Urban 6.0 8.0 9.3 9.2 11.0 12.0 12.7 14.2 12.9

      Rural 1.4 2.8 3.3 4.1 6.1 7.0 7.9 9.14 8.4

By age

     15-24 8.0 15.5 17.1 19.9 27.9 28.1 29.6 33.4 30.6

     25-49 1.2 2.2 2.9 3.1 4.5 4.6 4.7 5.7 5.5

     50 + 0.2 0.3 0.5 0.4 3.1 5.8 5.1 4.3 3.2

By education

     Primary or less 0.9 1.8 2.0 2.5 5.5 6.3 5.8 6.6 6.1

     Lower secondary 4.1 6.0 7.5 8.9 12.3 11.7 12.7 14.1 12.9

     Upper secondary 11.3 13.0 14.6 13.7 16.8 16.9 17.6 19.9 17.8

     Tertiary 8.0 10.4 11.0 10.4 10.6 9.7 10.7 11.9 10.2

Source: Sakernas

The above shifts in the nature of unemployed can be socially disruptive. The regional variation in
unemployment could possibly increase inter regional migration. This may become a political issue if the
regions with low unemployment try to put barriers to labour mobility, causing inter-regional tensions to rise.

Third, the stable unemployment rate despite slower economic growth is due to workers moving to the
informal sector. These jobs are of low quality – low pay, no security, lax safety, etc. and low productivity. The
growth or persistence of the informal sector amidst economic growth means growth is not pro-poor. So,
inequality rises. As a result, poverty reduction slows. The rise in inequality may also be socially destabilising.

Therefore, the unemployment problem should be examined from social security and political stability
perspectives. Even then, the focus should be on employment creation using a decent work framework. A
mechanical approach that emphasises a target reduction in the aggregate open unemployment rate will be
inappropriate.

Youth unemployment

Approximately 7 million youth (aged 15-24 years) are currently unemployed in Indonesia. This comprises
over 61% of total unemployment. In ASEAN, only Malaysia has such a high proportion of youth among the
unemployed (Table 8). Both total and youth unemployment continue to rise; however, the rate of increase in
youth unemployment has been marginally lower than the total, resulting in a slight decline in the youth
unemployment ratio (Figure 4).
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Table 8 provides a comparative picture of youth unemployment in selected ASEAN countries. Indonesia
experienced a significant rise in youth labour force participation rate from 53% in 1996 to 66.6% in 2005.
Thus, it seems Indonesia has entered the “demographic gift” phase with a large number of youth in the
labour force. Indonesia now has the highest youth labour force participation rate in ASEAN. At the same
time it has the worst youth unemployment rate (30.6% of the youth labour force). However, the recent (Feb.
06-Feb. 07) rise in the employment rate has helped reduce youth unemployment rate from 30.6% to 25.4%.
Furthermore, job search data reveal a remarkable degree of stability in the labour market – see Table 9.

Figure 4: Youth Unemployment
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Table 8: Youth Unemployment Indicators in Selected ASEAN Countries

Cambodia (2004)

Indonesia (2006)

Malaysia (2004)

Philippines (2006)

Singapore (2005)

Thailand (2005)

Youth
Unemployment
Rate (% of youth

labour force)

1.5

30.6

11.7

16.9

5.2

4.8

Ratio of Youth to
Adult

Unemployment
Rates

2.5

6

8.4

3.6

1.3

6.3

Share of Youth
Unemployed to

Total
Unemployed (%)

61

61.8

68.2

49.5

15.5

52.4

1996

71

52.9

49

51.3

50.3

60.2

Youth Labour Force
Participation Rate (%)(%)

1996

71

52.9

49

51.3

50.3

60.2

Source: ILO, KILM 4th edition; National Statistical Office data and UNESCAP 2007

Table 9: Average and median job search duration time, 1992 - 2007 (months)

Median Average

1992 1996 2001 2007 1992 1996 2001 2007

Urban 5.8 5.9 5.4 5.9 9.3 9.4 8.8 9.5
Rural 4.3 4.9 4.1 4.6 7.7 7.7 6.8 7.7
Total 5.2 5.5 4.9 5.4 8.7 8.7 8.0 8.8

Source: Annual Labour Force Survey Sakernas, various years (authors’ tabulations). We are grateful to Dr Shafiq Dhanani for supplying
these estimates. They form part of a forthcoming book on the Indonesian labour market [to be published by Routledge in early
2009] in which the authors of this study are co-authors of Dr Dhanani.
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Figure 5: Educated Unemployed
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Table 10: Unemployment by education as % of total unemployment

2002 2003 2004 2005 2006

Primary or less 35.3 35.8 32.0 30.8 30.8
Lower secondary 23.5 24.7 26.2 26.5 25.0
Upper secondary 35.5 34.9 36.0 36.8 38.0
Tertiary 5.7 4.5 5.7 5.9 6.2
Total unemployment 100 100 100 100 100

Total secondary 59.0 59.7 62.3 63.3 63.0

Educated unemployed and skill mismatch

As can be seen from Figure 5, unemployment is the highest among people with secondary education
(especially upper secondary), followed by the people with tertiary education (diplomas and university degrees).
Unemployment is not so acute among the unskilled (primary or less education). However, around 30% of
unemployed do not have more than primary education (Table 9). Thus, one might conclude that the lack of
education is the main cause of their unemployment. But the situation is much more complicated. Nearly
one-third (63%) of unemployed have secondary education (lower and upper). The high unemployment rate
among the high school leavers and the dominance of them in the pool of unemployed may mean insufficient
relevance of the high school education system for the labour market. That is, the high school students are
not being equipped with the competence required for jobs, causing either unemployment among the school
leavers or skill mismatch. The situation of the labour force with tertiary education is no so bad; about 10% of
the cohort with tertiary education is unemployed and they account for 6.2% of the total unemployment.

Care must be taken not to jump to alarmist conclusions on the scale of unemployment of educated
workers. Based on job search data, what one can conclude is that there is no evidence that duration of job
search has increased for educated workers in any significant way. Educated workers take, on average, about
9 to 10 months to find employment. Hence, a lot of the observed unemployment of educated workers is of
a transitional nature. The relevant policy issue is to improve the transition of such workers from the education
and training system to the world of work.
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Table 11: Skill Mismatch

Tertiary educated working as casual employees and unpaid workers
 2001 2002 2004 2006
No. of workers 153,189 54,873 70,656 156,807
% to total employment 0.17 0.06 0.08 0.16
      
Tertiary educated working as production related workers, transport equipment operators and labourers
 1997 2001 2002 2004 2006
No. of workers 266,825 364,188 372,655 448,121 382,556
% to total employment 0.31 0.40 0.41 0.48 0.40

Table 11 provides another indicator of skill mismatch. Close to 157 thousand tertiary educated people
worked as casual employees and unpaid workers in 2006. In the same year close to 400 thousand tertiary
educated people worked as production workers or transport operators and labourers. On the other hand,
the relative incidence of ‘skills mismatch’ [expressed as a proportion of total employment] is negligible. It is
less than 1 per cent.

Regional concentration

The unemployment rates in 11 provinces are higher than the national average (Table 12). Total number
of unemployment in these 11 provinces accounts for 52% of total unemployment in Indonesia, while their
shares are 39% in total labour force and 42% in total population. These are among the top resource rich
provinces and some of them are industrial centres, and hence are likely to attract job seekers from other
provinces. Perhaps this is the reason why their share in total unemployment is higher than their shares in
either total population or total labour force.
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Table 12: Provincial Unemployment Rate, 2006

Province No. unemployed Unemployment rate (% of Labour force)

Banten                            754,617            18.9
North Sulawesi                            141,866            14.6
West Java                         2,561,525            14.6
Maluku                              71,854            13.7
East Kalimantan                            177,997            13.4
South Sulawesi                            400,688            12.8
Riau Islands                              71,914            12.2
West Sumatra                            243,525            11.9
North Sumatra                            632,049            11.5
Jakarta                            490,761            11.4
Aceh                            189,169            10.4
Central Sulawesi                            119,058            10.3
Riau                            202,387            10.2
West Irian Jaya                              31,770            10.2
Southeast Sulawesi                              89,441              9.7
South Sumatra                            310,851              9.3
Lampung                            307,689              9.1
Bangka Belitung                              42,210              9.0
West Nusatenggara                            186,259              8.9
South Kalimantan                            144,765              8.9
West Kalimantan                            182,198              8.5
East Java                         1,575,299              8.2
Central Java                         1,356,909              8.0
Gorontalo                              30,039              7.6
North Maluku                              28,837              6.9
Central Kalimantan                              67,631              6.7
Jambi                              78,264              6.6
West Sulawesi                              27,820              6.4
Yogyakarta                            117,948              6.3
Bengkulu                              48,993              6.0
Bali                            120,188              6.0
Papua                              52,735              5.8
East Nusatenggara                              74,744              3.6

Indonesia                       10,932,000            10.3

Notes: Aceh, Riau Island and East Kalimanatan are rich in oil and gas. They are among the top 5 richest provinces in Indonesia. Riau
Island is the most industrialised province in Indonesia. North Sumatra is the second most industrialised province in Sumatra. Jakarta
is capital city, with the second highest per capita real GDP in Indonesia. Banten and West Java are located next to Jakarta; they are
the centre for industrial development, and among the top 3 most industrialised provinces in Indonesia. North Sulawesi is the richest
province in Sulawesi (in terms of per capita real GDP). South Sulawesi is the growth centre for the Eastern part of Indonesia and the
most industrialised province in Sulawesi.
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Table 13: Underemployment (working less than 35 hours per week)

 2001 2002 2004 2006 2001 2002 2004 2006
   
Total  30,711,028   28,868,582   27,947,258   29,100,749 33.8 31.5 29.8 30.5

Male  14,332,960   14,442,403   13,962,718   15,189,810 25.1 24.7 23.0 24.5
Female  16,378,068   14,426,179   13,984,540   13,910,939 48.6 43.6 42.2 41.6

15-24   5,387,193     4,950,186     4,639,602     5,207,859 34.9 33.2 31.0 33.7
25-49  17,253,780   16,086,766   15,401,055   14,840,898 30.1 27.8 26.1 25.0
50+   8,070,055     7,831,630     7,906,601     9,051,992 44.6 41.6 40.0 44.1

Primary less  22,697,133   21,148,850   19,472,943   19,895,047 40.8 37.9 36.8 38.3
Lower secondary   4,119,344     4,001,985     4,602,342     4,807,960 27.3 26.1 24.8 26.2
Upper secondary   2,878,347     2,775,378     2,775,950     3,131,736 18.2 17.3 16.1 16.3
Tertiary   1,016,204        942,369     1,096,023     1,266,006 23.3 21.5 22.4 21.4

     

Involuntary   12,002,836   13,418,061   13,774,867 13.1 14.3 14.4
Voluntary   16,865,746   14,529,197   15,325,882 18.4 15.5 16.1

% Underemployment
(to total employment)

No of
underemployment

% Underemployment (to
total employment)

Underemployment

The unemployment problem in Indonesia becomes starker when the extent of underemployment
(defined as working less than 35 hours a week) is considered. Close to one-third of all employed are
underemployed (Table 13). However, not all of them are underemployed involuntarily. About 14% of all
employed are underemployed due to a lack of full-time jobs; they would work more hours if there were an
opportunity.

Underemployment is more acute among the females and older (aged 50 plus) workers followed by the
less educated (primary or less) workers. More than 21% of the tertiary educated workers are working less
than 35 hours a week.

Gender dimension of unemployment and labour market experience

It seems that females in the workforce are not fairing as well as their male counterparts since the crisis.
The unemployment rates of males and females were roughly the same (around 2.5%) in 1990. After the crisis,
in 2002, the female unemployment rate was more than 4 percentage points higher than the male
unemployment rate, and the gap rose to 5 percentage points in 2006. However, the male-female gap in the
unemployment declined slightly with stronger employment growth (during Feb. 06-Feb.07) favouring female
workers. The female unemployment rate stands at 11.8% as opposed to the male unemployment rate of
8.5%.
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61 We are grateful to Dr Shafiq Dhanani for emphasising this point.

Figure 6: Open Unemployment Rate (%) by Gender, 1990-2006

-

2

4

6

8

10

12

14

16

1990 1997 1998 2000 2002 2003 2004 2005 2006

Male + Female Male Female

There has also been growing divergence between the male and female youth unemployment since the
crisis. For example, in 1990, the female youth unemployment rate was 8.2% as opposed to 7.8% for male
youths. In 2006, the unemployment rate among the female youth stood at 34.7% as opposed to 27.8% for
the male youth.

In interpreting male-female unemployment rates, one should note that gender-specific labour force
participation rates vary quite significantly. When unemployment rates by gender are expressed by working
age population, the male unemployment rate in fact turns out to be higher than the female unemployment
rate.61

One should also note that, based on employment status, rather than unemployment rates, there has
been some improvement in the relative position of female workers in the Indonesian labour market. One can
refer back to table 4 which shows that the share of female workers in formal sector employment [as measured
by those who are in wage/salaried employment] rose from 23 per cent to 31 per cent between 1990 and
2006. This led to a substantial closing of the gap in employment status between males and females.

There is also evidence that wage disparities between men and women have reduced substantially
between 1982 and 2006. Female earnings increased from 50 per cent of male earnings in 1982 to 75 per cent
in 2006 – see figure 8.

Figure 7: Youth Unemployment Rate (%) by Gender (aged 15-24)
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Figure 862

Employment Elasticity

The concept of employment elasticity – the percentage change in employment resulting from 1%
increase in real output – has become very popular among policy makers concerned with unemployment. It
is generally agreed that employment elasticity in Indonesia has declined since the crisis, and many observers
attribute the slow growth in employment to the declining employment elasticity.

A number of researchers have attempted to estimate employment elasticities for the Indonesian economy.
Table 13 presents some earlier estimates by Paauw (1991) and Gijsberts (1992). These estimates were obtained
by using two end points which are generally referred to “descriptive” approach and are known as “arc”
elasticities. As can be seen, there are wide variations in the estimates depending on the choice of end points
and the methods (geometric vs. simple) used for average percentage changes. So, employment projections
derived from these estimates can be misleading.63

62 Figure kindly supplied by Dr Shafiq Dhanani.
63 See Lim (1997) and Islam and Nazara (2000) for a discussion of the limitations of descriptive method of estimating employment

elasticities.
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 Table 14: Employment-Output elasticities: Two points or Descriptive Approach

Sektor

Agriculture
Mining & Quarrying
Manufacturing
Electricity, gas & water
Construction
Trade
Transport
Financial services
Other services

All Sectors

1971-80
Paauw/Gijsberts

0.29
2.57
0.43
0.51
0.67
0.63
0.40
0.96
0.70

0.38

1980-85
Paauw

1.00
-0.47
0.55
0.07
1.46
1.84
0.64
-0.41
0.40

1.06

1980-85
Gijsberts

1.25
-1.72
0.33
0.30
1.47
1.81
0.64
-0.28
0.40

0.82

1985-90
Gijsberts

0.33
4.89
0.71
1.08
0.79
0.33
0.91
2.30
0.60

0.46

64 Lim’s descriptive or two point estimates show that employment elasticities in the manufacturing sector increased from 0.27 for
1975-84 to 0.46 for 1985-89.

Hence, Lim (1997) suggested regression approach for estimating employment elasitcities. He specified
the following employment functions:

Log E(t) = log a + b log Q(t) + c log E(t-1) … (1)

Log E(t) = log a + b log Q(t) + c log E(t-1) + dT       … (2)

Where E(t) is employment in period t, Q(t) is output in period t, E(t-1) is employment in the previous
period and T is time trend.

Previous period’s employment is included in the equation on the ground that employment decision
depends on the existing level of employment. That is, whether new workers will be hired in the next period
depends on how many workers an enterprise has in this period. Time trend is introduced as a proxy for
technological change.

Using the above formulations, Lim obtained estimates of employment elasticities at 3-digit levels for
the manufacturing sector for the period 1975-89. The aggregate estimates for the manufacturing sector as
a whole are 0.37 in the case of equation (1) and 0.2 in the case of equation (2). The estimate using equation
(1) is not significant statistically, but the estimate obtained from equation (2) is significant at 5% level.

It is interesting to note that the use of time trend to capture technological progress makes elasticity
significant. Thus, it seems technological progress is not labour saving. However, the estimated elasticity is
low for the period when manufacturing employment grew reasonably rapidly.64

Islam and Nazara (2000) used both descriptive and regression approaches. Their estimates are presented
in Table 15. Once again, there is a large discrepancy between the two approaches. The regression approach
generally produced larger estimates; the agricultural sector was found to be most employment elastic followed
by services and trade sectors. However, very high employment elasticities do not leave much room for
productivity growth. An employment elasticity of greater than one in the agricultural sector implies that
labour productivity was declining.
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Table 15: Sectoral Employment Elasticities by Islam &  Nazara (2000)

Sectors (Period 1977-1996)

Agriculture
Industry
Trade
Services
Others

All Sectors

Descriptive
approach

0.19
0.51
0.48
0.41
0.58

0.49

OLS regression  log L
= a + b log Y

1.05
0.60
0.92
0.98
0.46

0.66

Islam & Nazara also used demand side factor. That is, sectoral employment is a function of sectoral
output as well as total output. Strictly speaking, sectoral employment elasticity should only consider sectoral
output growth. The I-O technique is a better tool to examine the impact of change in final demand on
sectoral output and employment.

Suryadarma, Suryahadi and Sumarto (2007) estimated employment growth as a function of sectoral
output growth weighted by sectoral output shares in GDP and participation rate. They also distinguished
between urban and rural sectoral output and employment. Their estimates from regression analysis are
presented in Table 16.

Interestingly urban industrial growth causes rural employment growth to decline in line with the Lewis
hypothesis. But it is difficult to interpret why urban industrial growth has no impact on total employment
despite the fact that urban employment rises by 0.45% due to one percent rise in urban industrial output.
Also rural growth has no impact on urban employment. Additionally, the use of labour force participation
rate in the employment function is questionable. In a surplus labour economy (unemployment) employment
is not determined by supply (the participation rate), but by demand. On the other hand, the participation
rate can be affected by employment growth. That is, higher employment growth may encourage many to
join the labour force.  Likewise slower employment growth may discourage many. Additionally, the labour
participation rate and change in population share of provinces, used as control variables, do not have much
year to year variations to make any difference in the overall fit of the model.



6464646464

Enunciating a national employment strategy for Indonesia

Table 16: Employment & Output Growth, Suryadarma-Suryahadi –Sumarto (2007)

Total
employment

growth

0.33
0.01

0.19**

0.64**
0.29**

0.15

Urban
Agri GDP growth
Industrial GDP growth
Services GDP growth

Rural
Agri GDP growth
Industrial GDP growth
Services GDP growth

Urban
employment

growth

2.10**
0.45**
0.58**

0.29
0.16
0.35

Rural
employment

growth

-0.20
-0.11**

0.07

0.48*
0.36**
0.19*

Box 3: I-O employment multipliers

Primary and non-Primary Employment Induced by Manufacturing Exports, 1985-95

1985

353,824 (20.7)

28,612 (1.7)

854,007 (50.0)

152,954 (9.0)

317,337 (18.6)

1,706,734 (100.0)

Primary Sectors

Food Processing

Light Industries

Heavy & Chemical Industries

Services, etc.

Total

1990

1,219,394 (25.2)

240,345 (5.0)

2,332,953 (48.2)

336,350 (7.0)

706,818 (14.6)

4,835,860 (100.0)

1995

1,253,591 (21.6)

192,647 (3.3)

2,503,295 (43.2)

471,139 (8.1)

1,372,236 (23.7)

5,792,908 (100.0)

Source: James and Fujita (2000)
Note: Calculations based on I-O tables for 1985, 1990 and 1995. Figures in parenthesis are percentages.

Sources of Employment Growth (2000 – 2002)

Source: Aaron et al (2004)
Note: Calculations based on 2000 and 2002 I-O tables. Figures in parenthesis are percentages.

Household
consump-

tion

378.841
(21,0)

Sources of
employment
growth (%)

Govt.
consump-

tion

351.067
(19,4)

Investment

757.800
(41,9)

Changes
in stock

7.335
(0,4)

Exports
of

goods

280.463
(15,5)

Exports
of

services

31.404
(1,7)

Total
change in

jobs

1.806.910
(100,0)

** significant at 1% level; * significant at 5% level
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65 Both cost minimisation and profit maximisation yield the same result with respect to real wage, i.e. the optimal employment level is
determined where marginal product of labour is equal to real wage, producing a downward sloping demand for labour curve.

66 The formal sector is characterised by long-term employment and firms do not take on new workers at the start of every production
period.

67 Therefore, the employment function proposed here is theoretically sounder compared to any other available estimates of employment
elasticity in Indonesia.

New Estimates of Employment Elasticity

Given the limitations of available estimates as enunciated above, this study attempts to estimate sectoral
employment elasticities from a theoretically sounder model and using more robust econometric methods,
i.e., the panel data regression approach.

The model

In deriving the employment function, it is assumed that firms minimise cost subject to a given level of
output. Thus, it incorporates two important characteristics of labour demand, that is, it is a derived demand
(for a given level of output) and a profit maximising (or cost minimising) employers employs workers by
weighing the wage it has to pay against the price it receives for its product (i.e., real wage).65 Additionally,
employment decision, especially in the modern sector, is a marginal decision, that is, changes from the
present level.66 Thus, the model postulates that employment is a function of output, real wage and past
employment. Lagged employment is included to capture the “hysteresis” or the path dependent nature of
the labour market.67

lnEit = ß0 + ß1lnYit + ß2lnRWit + ß3lnEit-1 + eit      (1)

where

E : number of (sectoral) employment

Eit-1 : lag employment

Y : Output (sectoral provincial Regional Gross Domestic Product – RGDP)

RW : Real product wage (sectoral nominal wage deflated by sectoral real GDP deflator)

Subscripts i and t refer to province and year.

Employment elasticity with respect to output is denoted by ß1. Therefore, employment (E) will increase
by ß1 % if output (Y) increases by 1 %.

The model is estimated for all eight sectors in the economy, namely:
agriculture, fisheries, forestry
mining, quarrying, electricity, gas and water
manufacturing
construction
trade, hotel and restaurant
transportation and communication
finance
services
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Data

Employment and wage data are taken from the annual publications of Sakernas (National Labour Force
Survey), while provincial real GDP data are from the regional accounts publications of the BPS. Sectoral real
wage is obtained by deflating sectoral nominal wage by sectoral output deflators.

The unit of observation is province-year for each sector of the economy. Two time periods are used,
before and after the 1998 crisis. For the pre crisis period, we have data for 1993-1997, except 1995 since
Sakernas was not conducted in that year, and for the post-crisis period, we used 2000-2006 period. The
nature of our data is panel (combination of cross section and time series) since we have observations by
province and year.

Estimation method
In estimating panel data, there are two variants of technique that are commonly used: random effects

(RE) and fixed effects (FE). The Hausman test is used to conduct a formal statistical test to select the most
appropriate estimation method.

Compared with previous studies on output elasticity of employment, this study makes the following
improvements:

It uses a more detailed sectoral division, namely eight sectors. Previous studies (Islam and Nazara, 2000
and Suryadarma, Suryahadi and Sumarto, 2007, for example) only used three sectors.
It uses sectoral product real wage. That is, nominal wage is deflated by sectoral output deflators instead
of by CPI to reflect the cost-benefit ratio of employment decisions. Thus, it gives us “wage elasticity” of
employment together with output elasticity. This is the first study that attempts to estimate sectoral
wage elasticity in Indonesia.
It examines two different periods, pre and post 1998, to see the changes in output elasticity of
employment before and after the crisis.

Results

Sectoral output is found to be a significant determinant of sectoral output (Table 17). The significance
of real wage and lagged employment varies between the sectors and between the two periods. Generally
speaking the lagged employment is significant in sectors, such as manufacturing, where employment
relationship is more long-term than in sectors such as agriculture, where employment is mostly seasonal.

Output elasticities of employment declined in all sectors during the post crisis period. The decline has
been quite dramatic in some sectors. The services, finance and trade sectors which are growing at a faster
rate in recent years have very low output elasticities of employment compared to their pre-crisis values. This
explains slow employment growth during the post crisis period. However, the decline in output elasticities of
employment is not all bad news provided it is due to an increase in labour productivity (see box 5).
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Table 17: Determinants of Employment by Sector (dep. var: LnEmployment)

Panel A – Post crisis (2000-2006)

LnY

(2)

0.68
0.23

0.12
0.63
0.81

0.48

0.67
0.17

Sectors

(1)

1. Agriculture
2. Mining, Electricity, Gas,
Water
3. Manufacturing
4. Construction
5. Trade, Hotel,
Restaurant
6. Transportation-
communication
7. Finance
8. Services

*
***

***
***
***

***

**
***

LnRW

(3)

-0.14
-0.32

-0.18
-0.10
0.20

-0.16

0.09
-0.09

**

*

LnE
(lag)

(4)

-0.04
0.54

0.87
0.13

-0.003

-0.07

0.10
0.79

***

***

***

R2 overall (R2
within)

(5)

0.75 (0.03)
0.63

0.94
0.71 (0.14)
0.87 (0.18)

0.79 (0.11)

0.73 (0.17)
0.95

Obs

(6)

156
156

156
156
156

156

156
156

Estimation
method

(7)

FE
RE

RE
FE
FE

FE

FE
RE

Panel B – Sebelum krisis (1993, 1994, 1996, 1997)

LnY

(2)

1.37
-0.15

0.86
1.60
2.99

1.98

0.59
0.89

Sektor

(1)

1. Agriculture
2. Mining, Electricity, Gas,
Water
3. Manufacturing
4. Construction
5. Trade, Hotel,
Restaurant
6. Transportation-
communication
7. Finance
8. Services

*

***
***
***

***

***

LnRW

(3)

-0.82
-0.22

0.26
0.10

-0.43

-0.09

-0.41
0.34

***

*

*

*
**

LnE
(lag)

(4)

-0.06
-0.33

-0.25
-0.29
-0.16

-0.40

-0.42
-0.13

*

**
**

**

***

R2 overall (R2
within)

(5)

0.77 (0.18)
0.65 (0.08)

0.59 (0.21)
0.49 (0.46)
0.85 (0.61)

0.51 (0.37)

0.26 (0.18)
0.89 (0.52)

Obs

(6)

78
78

78
78
78

78

78
78

Estimation
method

(7)

FE
FE

FE
FE
FE

FE

FE
FE

Note: ***, ** and * indicate 1%, 5% and 10% levels of significance respectively; each regression has a constant term.  FE is fixed effects
and RE is random effects. For fixed effects estimation, the valid R square is R2 within and for random effects estimation, R2 overall
should be used.

As a matter of fact, there has been substantial increase in labour productivity in the manufacturing
sector since 2000. It is not unnatural to observe increases in labour productivity following a major recession
as the efficient firms survive and they economise on labour during recovery. Labour productivity in agriculture
has also been rising since 2003, perhaps due to the fact that some of the workers who took refuse in that
sector during the crisis have moved to other activities. This may also be due to some better-educated people
deciding to stay and engage in more modern farming.
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Figure 9: Labour Productivity in Manufacturing
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Figure 10: Labour Productivity in Agriculture
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68 A study on Kenya which assumes a much larger wage-employment elasticity of -0.6, finds that to create 190,000 additional formal
sector jobs the average real wage would have to fall by 42%. The resulting average wage would be 15% below the national poverty
line. See, Robert Pollin et al [2007] “Wage Cutting in Kenya Will Expand Poverty, Not Decent Jobs” International Poverty Centre, One
Pager # 46. Available online at: http://www.undp-povertycentre.org/pub/IPCOnePager46.pdf. The full report is available online at:
http://www.undp-povertycentre.org/publications/reports/Kenya.pdf

It is also interesting to note that real wage is found to be significant for only two sectors – mining and
manufacturing. This means lowering real wage will not generate any new jobs in most sectors, especially in
the labour intensive sectors, such as agriculture, services and trade. On the other hand, since there will be no
net gain in employment, lowering of real wage will reduce labour income. This will, thus, not only create
more “working poor”, but also subdue the growth of aggregate demand, and hence slow down economic
growth. Hence even in the case of the manufacturing sector, where the negative employment-real wage
elasticity is found to be greater than the positive employment-output elasticity, the real wage has to decline
substantially in order to create a significant number of new jobs if job growth is restricted due to subdued
growth. For example, to increase manufacturing employment by, say 1.8% (over 200,000 new jobs in 2008 to
absorb all new entrants), real wage has to decline by around 10%. This will have a devastating effect on the
poverty rate when nearly half the population are vulnerable to poverty (living just on or marginally above
the poverty line).68
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Figure 12: Sectoral Consumption Real Wages (deflated by national CPI)

Figure 11: Sectoral Product Real Wages (deflated by sectoral GDP deflators)
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Real wages

Contrary to the claims of some observers that there has been a surge in labour cost during the democratic
era, the data do not show any dramatic rises in real wages since the crisis. There was a rise in product real
wages between 2000 and 2003, and this could be just a catch up factor as the economy was recovering from
the crisis as shown in a recent study by Islam and Chowdhury (2006). But since then product real wages in
most sectors either stagnated or declined (Figure 11). The CPI adjusted real wage dropped significantly since
2004 following the removal of fuel subsidies (Figure 12). This has most likely adversely affected the living
standard of working families.
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Figure 13: Unit Labour Cost in Manufacturing and Agriculture (1993 =100)
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69 It is surprising that those who express alarm at the recent changes in labour market regulations do not make any serious effort to
establish the extent to which these changes have adversely affected the perceived business climate.

A comparison of trends in labour productivity and product real wages reveals that there has been a
decline in unit labour cost since 2003. Thus, it is difficult to sustain the argument that the surges in labour
cost have been holding back employment growth.

Enterprise-based surveys and their implications

One way to test the claim that the compliance regime with respect to labour standards has increased
sharply in Indonesia in recent years is to focus on the perceptions of the business community. How do they
perceive the impact of labour regulations on the business climate in Indonesia? How important is it relative
to other factors that influence the business climate? Is it getting better or worse over time and relative to
other countries? There are now a number of surveys – three of which are global in nature – that allow one to
explore these issues in greater depth.69

Consider the World Bank’s ‘Doing Business’ survey. It enlists labour market regulations as only one of
the ten factors that affect the overall index of ‘ease of doing business’ in which Indonesia ranks 123 out of
178 economies. The clear implication is that reforming labour regulations without tackling other impediments
will only have a marginal impact in improving the business climate. More importantly, as Table 14 shows, the
values of the ‘rigidity’ indices that pertain to different components of employing workers are virtually constant
between 2003 and 2007. If the proxies for the key explanatory variable, in this case rigid labour market
regulations, remain invariant and behave essentially like fixed parameters, then they cannot be used to
explain changes in either unemployment or the structure of employment.
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Table 14: Indices pertaining to employing workers in Indonesia, 2003-2007

2003 2004 2005 2006 2007

Difficulty of hiring index 72 61 72 72 72

Rigidity of hrs 0 0 0 0 0

Difficulty of firing index 60 60 60 60 60

Rigidity of employment index 44 44 40 44 44

Firing costs[%salary] 10 10 10 10 10

Source: World Bank 'Doing Business Survey', available at www.doingbusiness.org

Figure 14: Indonesia’s rank in the Global Competitiveness Index as a fraction of
the total number of observations
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70 Of course, a relative rank as measured here can show an improvement even if there is no change in the absolute rank. For example,
if a country has a rank of 75 out of 100, its relative position will improve simply by increasing the number of observations, say, 75 out
of 120 countries, if the additional observations are ranked below the country. In the case of Indonesia, one observes an improvement
in both the absolute and relative rank.

While the pertinent indices in terms of the World Bank’s ‘Doing Business Survey’ remain constant, a
more optimistic picture emerges from another global survey. In terms of a well-known global competitiveness
survey as carried out by the World Economic Forum for 2007-2008, Indonesia ranks 50th out of 131 countries
– an improvement of 19 places from previous years. Within that aggregate index, Indonesia is ranked 30 out
of 131 countries in terms of a ‘labour efficiency’ measure, once again showing substantial improvements
over previous years. Figure 14 charts Indonesia’s progress between 2000 and 2007 in terms of the World
Economic Forum’s ‘global competitiveness index’, where Indonesia’s actual rank is expressed as a fraction of
the total number of observations. A declining fraction is shown as an improvement in Indonesia’s relative
rank in terms of competitiveness.70 The fact that this steady progress took place despite the contentious
Manpower Act of 2003 is quite striking, given the standard allegation that a more regulated labour market
implies a less competitive business environment.

Yet another global survey produced by the Fraser Institute can be utilised to track whether labour
regulations have worsened in recent years. The trend that emerges is one in which the overall index of labour
market regulations has actually improved between 2000 and 2005, in tandem with the overall improvement
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71 The key ingredients of economic freedom, as conceptualised by the Fraser Institute are: personal choice, voluntary market exchange,
freedom to enter and compete in markets, protection of persons and property from aggression by others. The index is made up of
five sub-indices: size of government;’sound’ money; legal structure and security of property rights; free trade; regulations on labour,
credit and business. The indices have a maximum value of 10, representing the best score. The late Nobel Laureate Milton Friedman,
the doyen of neo-liberals, was associated with the inaugural work of the Institute.

Figure 15

Source: Derived from data reported in Fraser Institute, www.freetheworld.com.
Note: The index is constructed from data pertaining to minimum wages, restraints on hiring and firing decisions, mandated

costs of firing and dismissals, the incidence of centralized collective bargaining and conscriptions or forced labour.
This index is one of five sub-indices that make up the overall ‘economic freedom’ index and is measured out of 10 [=
best score].

Figure 16: Indonesia Level of Economic Freedom (out of 10):

in ‘Economic Freedom’ over the same period.71 As in the case of the ‘Doing Business Survey’ and the WEF
survey, labour regulations represent only one component out of many that affect the overall ‘Economic
Freedom’ index that is claimed by its authors to affect growth and living standards. It thus follows that, even
if a radical overhaul in labour regulations makes Indonesia the most ‘business-friendly’ country in the world,
it will only make a marginal dent on the ‘Economic Freedom’ index if all other components remain unchanged.
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Figure 17: Results of Investor Survey: Indonesia
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One can now turn to Indonesia-specific surveys that seek to elicit pertinent information on changes in
the business climate.  Surveys of investor perceptions by both the ADB and the University of Indonesia show
that labour problems are not at the top of the concerns of investors. Such problems typically occupy a
middling position in a list of 12 factors that are seen as key influences on the investment climate. The 2007
survey of the investment climate by the University of Indonesia reveal that only a small proportion of firms
[20 per cent and less] experienced various labour related problems and that this proportion declines between
2006 and 2007. Furthermore, the same survey shows that the costs of handling labour problems increased
slightly from 3.5 per cent to 4.5 per cent of total production costs between 2005 and 2006, but declined by
2007 (figure 17).

Minimum wages and employment

In Indonesia, the regions are given the authority to set their own minimum wage within the national
guidelines. Incidentally, during 2005-2006 the minimum wages rose at faster rates (average of 9.2%) in
provinces with high unemployment concentration (unemployment rate above the national average). In
provinces with lower unemployment rate, the average growth of real wage was 7.8%. This can be seen as
lending support to the claim that the minimum wage and other labour costs, such as severance pays and
conditions, are detrimental for employment growth.

However, the relationship between minimum wage and employment is more complex. To begin with,
there is no clear relationship between average minimum wage and average wage in the manufacturing
sector, for example, where it is likely to matter most. The relationship is not so strong when product real
wages are considered.
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Figure 18: Minimum wages in Indonesia
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One could argue that appealing to the aggregate evidence is not adequate in resolving the validity of
the critique that current labour regulations are ultimately prejudicial to the interests of ordinary workers.
More robust statistical evaluations are required. One way of conducting such an evaluation is to consider
several econometric studies that have been conducted to identify the employment consequences of minimum
wages.

Table 18 summarises the findings. While they typically show negative employment consequences, they
also find that the minimum wage-employment trade off is absent in the case of large firms, skilled workers
and the export sector. One study also attaches the important caveat that the net impact of minimum wages
on employment depends on macroeconomic conditions. A rapidly growing economy can absorb the rise in
labour costs engendered by minimum wages and other institutional factors. In any case, the ‘partial’ elasticity
with respect to minimum wages [or its surrogates] at the nation-wide level is typically quite small, ranging
from 0.1 to 0.03, and some of them are based on employment functions that barely pass conventional
statistical tests of significance. The estimates are thus neither large in magnitude nor robust enough to serve
as a solid basis for policy prescriptions.
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Author/Study

Islam and Nazara [2000] ‘Minimum Wages and the
Welfare of Workers’, ILO Occasional Paper No.3, Jakarta

Alatas and Cameron (2003) The Impact of Minimum
Wages on Employment in a Low-Income Country: An
Evaluation using the Difference-in-Difference
Approach’, World Bank Policy Research Working Paper
No 2985, March, Washington DC: World Bank

SMERU (2003) ‘Wage and Employment Effects of
Minimum Wage Policy in the Indonesian Urban Labour
Market’, SMERU Research Report

Widianto[2003] ‘Making the most of minimum wage
policy’, BAPPENAS, Jakarta

Rama (1996) ‘The consequences of doubling the
minimum wage: the case of Indonesia’, World Bank
Policy Research Paper no.164
Rama [2001] as cited in Sugiyarto and Enriga

A.Harrison and J. Scorse [2005] ‘Improving the
Conditions of Workers? Minimum wage legislation and
anti-sweatshop activism’, October, UC Berkely/NBER
and Monterey Institute of International Studies

G.Sugiyarto and B. Enriga [2007]’Does Minimum Wage
Reduce  Employment and Training’, ADB and University
of Philippines, Los Banos

Key findings

Statistical f indings on the relationship between
minimum wages and employment are ambivalent and
are influenced by macroeconomic conditions.
Employment elasticity with respect output growth is
typically significantly higher than employment elasticity
with respect to wages

There is no statistically significant impact of minimum
wages on employment in the large firms in the formal
sector, but the employment creating potential of
smaller firms are hurt by minimum wage increases

Doubling minimum wages reduce employment overall
by about 10 per cent, but this is not valid for white-
collar workers. The negative employment effects are
higher for vulnerable workers [young, female,
unskilled/less educated]

Minimum wages reduce overall employment growth.
15% increase in minimum wages lead to net loss of
298,000 jobs

Doubling minimum wages reduce employment by 10
per cent. Updated results show a much more modest
impact [5% at best]. Once again, the effects are absent
in the case of large firms

Plant-level analysis show that mimimum wage
legislations and ‘antisweatshop’ activism led to sharp
real wage increases in 1990-1996 but was accompanied
by significant increases in both wages and employment
in TFA sector, driven by export-oriented foreign firms.
Overall employment fell; estimates suggest that a
doubling of real minimum wages lead to 12-18 %
decline in employment

Firm-level data for 2003-4 show that manufacturing
sector employment declines by 2.5 per cent if minimum
wage is doubled. Training provided to workers also
falls if minimum wages doubled. The reported results
are valid only for unskilled workers, but not skilled
workers.

Table 18: Minimum wages and employment: summary of findings

Employment Projections

The main objective of having an employment projection is to know the employment impact of growth
performance. In this regard, two options are in order: (i) what is the employment impact if the current
growth performance can be maintained in coming years, and (ii) what is the required growth rate (overall
and by sector) to achieve a particular reduction in unemployment at a point certain time (or to achieve a
particular employment/unemployment target at a particular time). The projection can be done in two steps.
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Step 1: Estimating the output elasticity of employment

This task is done by the previous regressions. For the projection purposes, we use the output elasticity
of employment for each economic sector in the post-crisis period, 2000-2006 (Table 16, Panel A, column 2).

Step 2: Simulations

Using the employment elasticity derived from Step 1, we conduct a simulation. To arrive at an overall
employment impact of the overall growth rate of the economy, we follow the following process:

a) Calculating the employment impact of output growth in each economic sector (using different growth
scenarios), and by summing up for all sectors, we get the overall employment impact.

θ j is output elasticity of employment in sector j, % ÄE j is percentage increase in employment in sector
j, % ÄY j is percentage increase in output in sector j, and t denotes time (year).

And at the same time,

b) We calculate total number of labour force using the post crisis growth rate of labour force (2000-2006),
using the following formula:

LF is number of labour force, i is LF annual growth rate.

Based on the actual Sakernas data for the period of 2000-2006, we find that the value of i is 0.018,
meaning that annual labour force growth rate is 1.8%. Therefore, number of labour force for the following
year can be calculated.

Then, the number of unemployment is the gap between number of labour force (projected value derived
from (b)) and total employment (projected value based on (a)). By dividing the number of unemployment
with number of labour force, we get the projected unemployment rate.

Projection result 1: What would be the employment impact if the current growth performance can be
maintained until 2009? Based on Table 17, according this scenario, the unemployment rate in Indonesia is
projected to be at 7.3% by 2009.
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Table 19: Unemployment Projections using the Current Growth Rate

 Employment Actual GDP Actual (Mn)
Sectors Elasticity Growth 2004-06 E '06 E '07 E '08 E '09

1.Agriculture 0.68 2.8 40.1               40.9      41.7      42.5      
2.Mining EGW 0.23 2.9 1.2                 1.2        1.2        1.2        
3.Manufacturing 0.12 4.6 11.9               12.0      12.0      12.1      
4.Construction 0.63 8.2 4.7                 4.9        5.2        5.5        
5.Trade 0.81 7.3 19.2               20.3      21.5      22.8      
6.Transport 0.48 13.3 5.7                 6.0        6.4        6.8        
7.Finance 0.67 6.2 1.3                 1.4        1.5        1.5        
8.Other services 0.17 5.6 11.4               11.5      11.6      11.7      
All sector 5.6

106.4             108.3    110.3    112.2    
95.5               98.2      101.1    104.1    
10.9               10.1      9.2        8.2        
10.3               9.3        8.3        7.3        

Projection (Mn)

Labor force 1)

Employment - total
Unemployment - total
Unemployment - %

1) The projection for labour force is based on annual growth rate of labour force at 1.8% during 2000-06.

Table 20: Required Growth Rate to Achieved 5.1% Unemployment Rate by 2009

 Employment Actual GDP Required Actual (Mn)
Sectors Elasticity Growth 2004-06 GDP growth E '06 E '07 E '08 E '09

1.Agriculture 0.68 2.8 3.6 40.1            41.1         42.1         43.2         
2.Mining EGW 0.23 2.9 3.7 1.2              1.2           1.2           1.2           
3.Manufacturing 0.12 4.6 5.9 11.9            12.0         12.1         12.1         
4.Construction 0.63 8.2 10.5 4.7              5.0           5.3           5.7           
5.Trade 0.81 7.3 9.3 19.2            20.7         22.2         23.9         
6.Transport 0.48 13.3 17.0 5.7              6.1           6.6           7.2           
7.Finance 0.67 6.2 7.9 1.3              1.4           1.5           1.6           
8.Other services 0.17 5.6 7.2 11.4            11.5         11.6         11.8         
All sector 5.6 7.2

Employment - total 106.4          99.0         102.7       106.6       
Unemployment - total 95.5            9.3           7.6           5.7           
Unemployment - % 10.9            8.6           6.9           5.1           
Labor force 1) 10.3            108.3       110.3       112.2       

Projection (Mn)

1) The projection for Labour Force is based on annual growth rate of Labour Force at 1.8% during 2000-06.

Projection result 2: If Indonesia wants to achieve the targeted 5.1 unemployment rate by 2009, what
growth rate is required for the overall economy and how is the required overall growth rate translated into
sectoral growth rates?

Based on Table 20, to achieve the target of 5.1 unemployment rate by 2009, the overall economy needs
to grow at 7.2% annually and the required growth rates for each economic sector are presented in column 4.

Policy audit

The simulation exercise indicates that to achieve the target unemployment rate the economy needs to
grow by more than 7%, a rate experienced during the pre-crisis era. Given the limitations of factor driven
growth through accumulation and Indonesia’s limited technological capability, it is unlikely that growth
would accelerate beyond the current level of 5-6%. The forecast growth rates by the World Bank are 6.3% for
2007 and 6.4% for 2008. So, the government needs to adopt a more activist approach instead of just depending
on growth for employment creation.

This section will offer a brief account of various policy initiatives undertaken by the Indonesian
government.
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Box 5: Employment & Productivity Growth: Is employment elasticity the answer?

Between L0 and L*, employment increases with the increase in employment elasticity together with

increases in AP albeit at a slower rate. But after L*, employment elasticity is in excess of unity, but AP

declines with the increase in employment. Therefore L* sets the limit for employment expansion

through increasing employment elasticity.

Employment expansion beyond E* must come from TFP driven growth, or technology upgrading.

This sounds paradoxical as technology is generally assumed to be labour displacing.

Technological upgrading or TFP driven growth shifts the production function upward. Thus, both MP

and AP will shift upward, shifting the employment expansion limit (L*) to the right as shown with

broken lines in the figure above.

Interestingly, at each of employment level, employment elasticity post-technological progress is less

than that pre-technological progress. That is, employment can be increased even when employment

elasticity declines if there is TFP growth.

But will TFP growth be high enough to absorb the rising labour force as well as those who lose jobs

due to lack of skills for new activities?

The answer is likely to be no, given the R & D record and poor quality of education in Indonesia.

I III  

e<1

e>1

L*  
e=1 

MP AP L0  

Employment elasticity,, e = (%ΔE / %ΔY) = (ΔE / ΔY) ( v / Ê) = (1/MP) (AP) = AP/MP

II  Feasible
Production
Range

Macroeconomic policies

The discussion offers a brief account of monetary and fiscal policies and their implications for employment
creation. Figure 19 provides a historical perspective on the relationship between inflation and economic
growth in Indonesia. As can be seen, inflation and economic growth were negatively related only when the
inflation rate was exceptionally high as during the economic crisis of 1997-98. The economy grew on average
at 7% even when the average inflation rate was around 10% per annum.
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Figure 19: Inflation and Economic Growth in Indonesia (1980-2006)
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72 In its November 2007 update (p. 11), the World Bank notes, “Like many other … countries, higher commodity prices have been
pushing up food prices and consumer inflation.” Thus, it seems inflation in Indonesia has a strong cost-push element.

73 World Bank, ibid, p. 17.

One can make two observations about BI’s current interest rate based inflation targeting policies. First,
in most years BI failed to its inflation target. That is, its interest rate instrument is not suitable for the kind of
inflation Indonesia is having.72  Second, in trying to achieve its target with an ineffective instrument, it had to
maintain a high interest rate regime. The high interest rate not only affected cost of capital directly, it also
encouraged commercial banks to invest their funds in the safe BI bonds (SBI) instead of lending to the
business. The attractiveness of SBI rate has been responsible for a low loan-deposit ratio (LDR), which was
50% in 2004. Although LDR improved since then, it still is low at 63.6%.73

Thus, the interest rate based inflation targeting policy seems to be more detrimental for investment
climate than the inflation itself, especially for labour intensive small and medium enterprises (SMEs) which
depend mostly on bank financing for both their working capital and expansion. The high interest rate policy
also encourages capital inflows and hence pushes the exchange rate up which disadvantages the export
sector.  Thus, it can be argued that a more relaxed inflation target consistent with Indonesia’s historical
experience could have facilitated economic recovery and higher economic growth needed for absorbing a
growing labour force.

Furthermore, the high interest rate policy to combat cost-push type inflation (mainly due to higher
food price) disproportionately affects the poor section of the population. First, most poor are net debtor and
hence higher interest payments on their debts forces them to cut their expenditure on other essentials such
as health and education. Second, SME sector where most unskilled poor get employment responds to
higher cost of borrowing by either reducing employment or by reducing wage cost. In either case, the poor
unskilled workers end up worse off.

Fiscal policy has also been conservative. Immediately following the crisis, the government debt increased
dramatically on account of bank recapitalisation, and that restricted government’s ability to spend on
infrastructure. Thus, Indonesia experienced rapid run-down of its infrastructure which is now identified as
one of the top factors affecting investment climate. In recent years, the fiscal situation has improved as
government debt burden declined from its height of close to 80% in 2000 to about 35% of GDP in 2006. This
afforded the government to relax its fiscal policy a bit; yet the budget deficit was less than one per cent of
GDP (0.5% in 2005 and 0.9% of GDP in 2006). The deficit is projected to increase to 1.5% of GDP in 2007. The
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Figure 20: Effective Exchange Rate (Index 2005 = 100)

Source: World Bank, Indonesia: Economic and Social Update, November, 2007, Figure 8

74 This was also due to high export prices for commodities.
75 The reserve accumulation happened despite early repayment of USD7 billion to the IMF in 2006.

projected increase in the budget deficit is due to government’s decision to initiate major infrastructure
projects which not only will create jobs, but also are expected to improve investment climate.

One can argue that given the extent of the problem and the need to create jobs through public
infrastructure investment, the fiscal stance is still too conservative. However, due to institutional factors,
such as non synchronisation of the budget process and the expenditure cycles of the central and regional
governments, even the small deficit budget remains unrealised. One can also point out that in trying to
balance the budget, the government focused too much on expenditure cutting. Instead it should have
focused more on raising revenue through innovative tax measures. Indonesia’s tax-GDP is quite low compared
to ASEAN countries.

The overall impact of too cautious macroeconomic policy stance is the subdued growth of aggregate
expenditure component. This is reflected in the current account surplus of the balance of payments which
reached USD9.9 billion in 2006.74 Added to the current account surplus was the capital account surplus
induced by high interest rate policy. Thus, foreign exchange reserves increased by 50% since mid-2005 to
reach USD52.9 billion by late September, 2007.75 The surplus in the overall balance of payments caused
sizable real appreciation of rupiah which is eroding Indonesia’s competitiveness in labour intensive exports
(Figure 20).

In sum, the overall macroeconomic policy stance has not been very conducive for the real sector of the
economy. We believe macroeconomic policies should not solely aim at the stability of nominal variables,
such as inflation, budget deficit and nominal exchange rate. Macroeconomic policies should also aim at real
targets, such as employment and poverty reduction. This is because, as the experience has shown, nominal
stability of macro variables may be necessary but not sufficient for accelerating economic growth.

It seems the government has realised this, and taken a number of programs in recent years to accelerate
economic growth. They include policy and institutional reforms, subsidised credit for SMEs and diversification
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of agriculture (in particular plantation), national-wide extension of the Kecamatan Development Program
and specific programs for job creation for youths. In the remainder of this discussion, we shall highlight
salient features of some of these programs.

Improving investment climate

The MENKO EKONOMI (Co-ordinating Ministry for Economy) is working on improving the investment
climate following the Presidential instruction # 6 of 2007 with regard to accelerating development of the real
sector and empowering of micro, small and medium enterprises.

The Presidential instruction includes 4 categories of policy –
investment climate improvement (50 actions/outcomes),
financial sector reforms (40 actions/outcomes),
acceleration of infrastructure development (44 actions/outcomes) and
the empowerment of micro, small and medium scale enterprises (34 actions/outcomes)

New investment law of 2007 allows:
Longer land titles – ranging from 70 years to 95 years. (previously between 25-35 years)
Cultivation rights on government land which can be used as collateral for credit
Greater equality between foreign and domestic investment
Revamp of negative investment list
Less red tape
Revamping of overlapping regional by-laws, particularly with regards to trade taxes
Fiscal incentives – tax exemption on imported machinery; reduction in company tax

Public infrastructure investment
National infrastructure budget:  Rp. 29 trillion in 2006; Rp 36 trillion in 2007.
Doubling of 2008 infrastructure budget.
Concentration on roads, dams etc. and health and education infrastructure (school & health centre
buildings) which are labour intensive.
Estimated employment elasticity in the construction sector: direct job creation of 27,000 – 28,000 skilled
& semi-skilled jobs per 1 trillion Rp. of expenditure.
The Vice President is in charge of economic development and his office has now taken 17 strategic
development projects, e.g. trans Java highway, trans Sumatra highway – they are not labour intensive.
But there are labour intensive projects involving agricultural development, especially plantation..

Industry and Trade Policy
The Ministry of Trade has adopted 10 + 10 + 3 program for promotion

1st 10: Raw fish, coffee, crude palm oil, coco, rubber & rubber products, textiles & garments, footwear,
electronics, automotive components and furniture. This is based on their current export shares.
2nd 10 (potential): handicraft, fish & fish products, medicinal herbs, leather & leather products, processed
food, jewelry, essential oil, spices, non-paper stationery, medical equipments and appliances.
Last 3 (creative): IT, Design & Cultural products.

On November 4, 2007, as part of Special Economic Zones, the government announced the establishment
of three “Free Economic Zones” on three islands – Batam, Bintan and Karimun.
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Government has active industrial policy designed in consultation with regional governments and chamber
of business (KADIN).

Regional governments identify potential industries based on their local natural resources. The central
government provides assistance. These are mainly SMEs and labour intensive
Out of 332 industries the government has short-listed 32 and out of that chose a cluster of 10 as
priority industries. The priority industries are: Agro industry, Telemayics industry, Transport Industry,
Basic material industry, Capital goods industry, Component industry, Consumer goods industry,
Renewable natural resources, Unrenewable natural resources.
These priority industries will enjoy some protections and remain outside various FTAs.
The industrial policy emphasizes the linkages and synergies between large amd SMEs.
There is also focus on R & D
The industrial sector is expected to grow by 8.56% annually during 2005-2009.
The role of the non-oil industries is expected to rise to 26% of GDP.
The expected growth of industries during 2010-2025 is 10% per annum, resulting in the rise in its GDP
share to 35%.
Expected to absorb 2,635,690 workers or 13.6% of labour force, which is higher than projected jobs of
2.4 million in the National Manpower Plan 2004-2009.

SME development

In 2005 SMEs numbered 3.28 million units; absorbed 8.4 million workers; exported goods worth USD8.5
billion, with a growth rate of about 7.5%. Target is to have 3.95 million units by 2009 with employment of
10.3 million.

The President launched on November 5, 2007 SME and micro enterprise programs by recapitalizing
ASKRINDO and SPU.
70% of their loan to SMEs & micro enterprises are guaranteed by the government.
The guarantee premium is built into the state budget.
The maximum loan rate is 16% which is slightly higher than the corporate rate (around 13%), but still
significantly less than micro finance rates in the region (25-30%).
Now there is bad credit of around Rp 17 trillion involving 1,40,000 micro and SMEs – direct result of the
crisis. ASKRINDO & SPU will bail out them. If 50% of these enterprises become viable through the bail-
out program and if each employs 4 persons then there will be  280,000 (=70,000 x 4) new jobs. Then
there will be further new jobs through the usual multiplier effect.

Specific job creation programs

National People’s Empowerment Program (PNPM)

PNPM is a nation-wide extension of community/village development program, known as Kecamatan
Development Program (KDP). The PNPM was introduced in August 2006 with government allocating Rp. 42
trillion (about USD4.5 billion). It aims to reduce poverty by 8.2% and unemployment by 5.1% by 2009. An
independent assessment of the program by Gustav Papanek (2007) concludes that while the PNPM is
important, its contribution to solving the unemployment and poverty problems is limited because:

It provides supplementary employment and income, not full-time regular jobs. At best it will provide 60
days of work.
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It provides few jobs fro professional, technical and other middle class workers. Nearly all its jobs will be
for unskilled or low skilled workers.
It cannot help families that have no one in the labour force.

Youth employment programs- “Prospect Mandiri”
The Ministry of Cooperative & SME is responsible for youth self-employment program, “Prospect
Mandiri”.
It is intended for young university graduates who are unemployed for at least a year
Recruit them through a selection process of written tests and interviews to ascertain their attitudes
towards business and self employment.
Recruited graduates are grouped into 20 based their interest in business & regions (from where they
and where they live)
Help them to develop a business plan based on their knowledge of local market – the regional govt.
also takes part in identifying business opportunities.
Given a seed funding of Rp 200 million – soft loan.

But the problems are:
Opportunistic behaviour – not devoting 100%; looking for another job or moon lighting
Expects to be eventually recruited as a civil servant
Expects regular salary

Youth Entrepreneurship and Sport Industry
Ministry of Sports is responsible for this program.
Works in cooperation with the Department of Cooperative and SME in charge of “Prospect Mandiri”
Supports unemployed young people to set up business in their local areas – Desa and Kampung –
based on available local natural resources.
Facilitates access to funds
Help marketing the product
Help link with big buyer chain – domestic and international.
So far has been successful in gaining recognition from international sports bodies such as FIFA to
supply footballs and sports goods.
Operates Youth Entrepreneurship Centres and Sports Industrial Centres in Desa
12 villages have sports industrial centres which support local micro businesses in sport goods which
are labour intensive. E.g. 2,500  people are engaged in hand-made soccer balls for FIFA.
Focuses villages with large unemployment for establishing sports industrial complex. The target is 1
million youth jobs by 2009.

Youth Employment Action Plan
Bappenas is responsible
linked to MDG

Labour market programs

The Ministry of Manpower and Transmigration has a 3 in 1 program – (a) Training, (b) Certification and
(c) Placement.
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Revitalization of vocational training centres
Information and job placement facilitation service within the training centres – so far 2 Employment
Services Kisok (3 in 1) – one at Cepas & one at Bandung
There are 152 training centers (BLK) under the regional governments and 11 under the central
government.
o 85% of regional vocational training centres are obsolete –
o lack facilities & budget
o run down structures & equipments;
o not properly managed
o not competency based

No command from the central government to the regional governments; only technical cooperation
for revitalization – the central government (MOMT) has 3000 trained instructors to support the regional
counterparts.
Training subsidies of Rp. 30 billion for private training providers provided they have a training centre
and placement service – domestic/international
Independent certification body from 2005 consisting of 10 members from the government and 15
members from the private sector.
12 categories of competency classification.
No data on labour market outcome of trained.
No specific program for laid off workers.
But Ministry of education has a program for retrenched workers, called, Re-tooling. This is run jointly
with the University of Indonesia
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Concluding remarks

As can be seen the government has adopted a host programs aimed at reducing unemployment and in
particular youth unemployment. These programs are administered by more than one department. This
creates the problem of co-ordination and sometimes inter-departmental rivalry. As a result, there could be
duplications. While some programs, such as the one run by the Department of Youth Entrepreneurship and
Sport Industry, appear to be quite successful, there is no independent assessment of the effectiveness and
tracking of labour market outcome of various programs. References [as they pertain to this annex only]:
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Appendix 1: Changing Concept of Unemployment in Indonesia

Year Definition of Unemployment Notation

1986-1993 Actively looking for a job during the
week preceding the survey – only one week U1

1994-2000 Actively looking for a job, regardless of when the
last time when it happened –
could be more than one week U2

2001 - (a) actively looking for jobs, (b) NOT actively
looking  for jobs, (c) have jobs to start later,
(d) preparing a business U3

Definition of Working Age Population

Pre- 1998 Persons 10 + LF1

1998- Persons 15 + LF2

Arithmetically,

U3 > U2 > U1

LF1 > LF 2

Unemployment Rate (u) = U/ LF

1986-1993: u1 = U1/LF1

1994-2000: u2 = U2/ LF1

Since U2 > U1, u2 > u1

2001-now: u3 = U3/LF2

Since U3 > U2 & LF2 < LF1, u3 is significantly larger than u2


