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Abstract 
 
Indonesian government needs both domestic and foreign investments to accelerate its economic 
development. The investments enable promoting export and creating higher employment level. 
This research uses a path analysis method to analyze time series data of the period 1990 to 2009. It 
finds that both domestic and foreign direct investments significantly and positively influence Indo-
nesia’s non-oil exports. In addition, it suggests that non-oil export performance can eventually lead 
to an increase in employment level in Indonesia. The policy implication of these results is that In-
donesian government should encourage investment to promote export and absorb more labor.  
 
Keywords: Foreign direct investment, domestic investment, non-oil export, labor absorption 
JEL classification numbers: F42, F43 
 
 

Abstrak 
 
Pemerintah Indonesia memerlukan investasi baik domestik maupun asing untuk meningkatkan 
pembangunan ekonominya. Investasi mampu mempromosikan ekspor dan menciptakan lapangan 
kerja yang lebih tinggi. Penelitian ini menggunakan metode analisis jalur untuk menganalisis data 
time series periode 1990-2009. Penelitian ini menemukan bahwa investasi langsung dalam negeri 
dan luar negeri secara signifikan dan positif mempengaruhi ekspor non-migas Indonesia. Selain itu, 
penelitian ini menunjukkan bahwa kinerja ekspor non-minyak pada akhirnya dapat menyebabkan 
peningkatan tingkat lapangan kerja di Indonesia. Implikasi kebijakan dari hasil ini adalah bahwa 
pemerintah Indonesia seharusnya mendorong investasi untuk mempromosikan ekspor dan men-
yerap tenaga kerja lebih banyak. 

  
Keywords:  Investasi asing langsung, investasi domestik, ekspor non-minyak, penyerapan tenaga 
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INTRODUCTION 

Similar to other developing countries, In-
donesia needs large investment to mobilize 
all economic sectors and to catch up with 
more developed countries either in the 
same region or internationally. The Indone-
sia’s investment sources are Foreign Direct 
Investment (FDI) and domestic investment. 
This investment is important for capital ac-
cumulation especially for the procurement 
of capital goods for production process. 
Through investment, the production capac-

ity and output can be increased to meet 
domestic and export demands which in turn 
is expected to absorb more labor for tack-
ling severe unemployment in Indonesia. 

In an economy, the foreign capital 
is not only to overcome the shortage of 
domestic capital or deficit current account 
but it also to overcome technological 
backwardness. Along with financial capital 
and physical capital, the foreign capital also 
brings technical skills, expertise, organiza-
tional experiences and market information, 
advanced production techniques, product 
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innovations and trainings for local workers 
with new skills (on foreign direct invest-
ment, see Klostad and Villanger, 2008). 

Indonesia had officially and effec-
tively opened to capital investment since 
1967 when the government enacted Law 
No. 1/1967 on Foreign Investment and leg-
islated Government Act No. 6/1968 on 
Domestic Capital Investment. So far Indo-
nesia experiences fluctuation flow of in-
vestment. Devaluation policy of Rupiah in 
1983 affected the growth of total invest-
ment. In 1991, the government imposed 
Gebrakan Sumarlin II, a tight money policy 
designed to control inflation, maintain the 
deficit current account, oversee foreign cur-
rency, and maintain the credibility of Indo-
nesia economy. This breakthrough has indi-
rectly resulted in a decrease in investment 
in Indonesia. 

Recognizing the importance of the 
investment, the Indonesian government im-
proves the investment climate through sev-
eral policies particularly in fiscal policy. 
Government launched i nvestment package 
policy of Act No.25/2007 regarding im-
provement of foreign investment permit in 
the Investment Coordinating Board 
(BKPM) as well as import substitution pol-
icy. A number of concessions were granted 
by the government to either local or foreign 
investors to invest in Indonesia. This 
strongly supported the realization of for-
eign and domestic investment in Indonesia 

This study analyzes the interaction 
amongst several macroeconomic variables 
i.e. FDI, domestic investment, non-oil and 
gas export, and labor absorption. FDI is an 
investment from foreign countries directly 
used to run business or hold production fa-
cilities such as buying land, opening facto-
ries, bringing in the new machines, pur-
chasing raw materials and so forth. There 
are four important benefits of FDI to the 
host country i.e. resource transfer effects, 
employment effects, balance of payment 
effect, competition and economic growth 
effect (Hill in Soekarnoto, 2006). FDI is 

also one of the implications of globaliza-
tion in the world (Soesastro, 2000 and 
Kyaw, 2003). 

Sollow (1956) explains that FDI 
will provide transfer of ideas, technology 
and managerial skills from foreign compa-
nies to domestic ones. FDI will further en-
hance the experience and labor productivity 
of domestic firms. This causes an increase 
in the ability of an economy to provide 
goods and services for the society and to 
create economic growth. 

Ehimare (2011) maintains the ar-
gument that role of capital formation for 
economic growth can be obtained through 
FDI. Capital formation is an important and 
strategic factor in the process of economic 
development since capital formation is a 
major key to economic growth. One of the 
efforts to create capital formation is by in-
creasing savings and investment (Timmer, 
2004). However the situation in several de-
veloping countries shows a tendency to 
lower savings rate so that lower saving ac-
cumulation and eventually lower invest-
ment. For developing countries the lack the 
capital is a chronic problem. Moreover, de-
veloping countries are also at the level of 
inefficient technologies. This technological 
backwardness is caused by lack of capital. 

The Ricardian trade theory empha-
sizes the importance of countries’ compara-
tive advantage for export. In this model, 
countries specialize in production of the 
best products. Unlike other models, the 
framework of this model predicts that 
countries will become fully specialist in 
specific commodity rather than to produce 
various kinds of commodities. Although a 
country is experiencing absolute disadvan-
tage in producing a commodity, a mutually 
beneficial trade can still be occurred. The 
country will specialize in producing and 
exporting commodities that have a com-
parative advantage. Consequently, the 
country will import commodities which 
have a greater absolute disadvantage. By 
producing such commodity the country is 
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experiencing a comparative advantage. 
This is known as the law of comparative 
advantage (further discussion on Ricardian 
theory of comparative advantage can be 
found in Bouare, 2009). 

Hecksher-Ohlin (HO) Theory was 
created as an alternative model of Ricar-
dian Model. HO theory emphasizes the dif-
ferences in relative factor endowments and 
factor prices between countries as the most 
important determinant of inter national trade 
with the assumption that technology and 
tastes are the same. A country with rela-
tively higher resource abundance will tend 
to produce more goods that intensively use 
its resources abundance. Each country will 
export goods that intensively use cheaper 
and abundant factors of production, and 
import commodities that are relatively rare 
and expensive (for detail about Hecksher-
Ohlin Theory can be found in O’Rourke, 
2003). 

Steffan Linder of Sweden put for-
ward the theory of intra-industry trade. In-
tra-industry trade is trade in goods of the 
same industry between the two countries. 
Suppose that Japan is exporting Toyota 
cars to Germany, while German exports 
Audi to Japan. Furthermore, the country 
similarity theory from Linder states that 
trade in manufactured goods should take 
place among the countries with almost the 
same per capita income. By similar income 
level the preferences of exporting country 
will be relatively similar to the preferences 
of consumer groups in the importing coun-
try. This theory is very useful in explaining 
trade of differentiated goods such as cars 
and expensive electronic equipments where 
the brand and product reputation plays an 
important role in consumers' decision (Grif-
fin and Pustay, 2005). 

Meanwhile, Raymond Vernon ex-
plains the product cycle theory. The ration-
ale of this theory is that any product of an 
industry will go through a process of new 
product stage, product maturity stage and 
standardized product stage. New product 

stage is the stage in which the company 
introduces the innovative product devel-
opment. Product maturity stage is the sec-
ond stage in the product cycle where de-
mand for these products rise substantially 
because the consumers already know the 
value of the actual product. Innovative 
companies then enlarge its production ca-
pacity to meet the increasing demand, both 
domestically and internationally. Competi-
tion from domestic and abroad began to 
emerge as tempted by the prospect of cor-
porate profits. The third stage is standard-
ized product stage which occurs when the 
market begin to stabilize. The company is 
forced by the market to reduce the cost of 
production including by moving the loca-
tion of companies to countries with lower 
production costs due to low-wage workers. 

According to this international 
product cycle theory, domestic production 
starts on stage one or new product stage 
which reaches its peak in the second stage 
and reduces in the third stage. The export 
forms international trade on the first stage 
and reaches the maximum in the second 
stage. In the third stage, company produc-
ing an innovative product might become an 
importer because of intensive competition 
in the world and the competitor success in 
improving its competitiveness (Griffin and 
Pustay, 2005). 

In the 1980s, some economists like 
Paul Krugman and Kelvin Lancaster stud-
ied the impact of global trade flows be-
tween multinational companies. According 
to this view the firms struggle to develop a 
sustainable competitive advantage to win 
the competition. Companies competing in 
the international market have many ways to 
gain sustainable competitive advantage. 
Competitiveness is obtained through intel-
lectual property rights, research and devel-
opment and economies of scale. A com-
pany with the intellectual property rights 
such as trademark, patent or copyright can 
gain advantage over its competitors. Con-
sumers will buy the product because well-
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known and protected intellectual property 
product is more prestigious and better 
product. Increasingly product competition 
in tight global markets requires high quality 
products and continuous product innova-
tion. The research and development divi-
sion will support the creation of a strong 
competitiveness in the market. That is why 
many companies invest in research and de-
velopment. The economies of scale indicate 
lower average cost as the total output in-
creases. Companies with the economies of 
scale will have a stronger competitive edge 
than its competitors (Griffin and Pustay, 
2005). 

The theory of national competitive 
advantage was proposed by Michael Porter 
of Harvard Business School in 1990. Porter 
states that the success of international trade 
is derived from the interaction of four spe-
cific elements i.e. factors condition; strat-
egy, structure and competition of the com-
pany; demand conditions; and rlated indus-
tries (Griffin and Pustay, 2005). Conditions 
of factor production will affect the ability 
of a country in conducting competition in 
international trade. Completing the factor 
endowment theory of Heckscher-Ohlin, the 
Porter includes factors such as more ad-
vanced level of workforce education and 
quality of the country's infrastructure. The 
view emphasizes the creation of factors of 
production through training, research and 
innovation. 

Domestic competitive environment 
can be as important aspects for a company 
to win the competition. Appropriate strat-
egy for the domestic market should be 
based on capabilities, targets to be 
achieved, the intended target and the oppor-
tunities and challenges. The company 
which has proven its ability in the domestic 
market competition can be expected to 
compete in international markets. Compa-
nies must continuously reduce costs with-
out sacrificing product quality, raise pro-
ductivity, increase product quality and de-
velop continuous innovative products. In-

vestment is to enhance the ability of re-
search and development, perform quality 
control, and improve brand image and em-
ployee skill development. These efforts 
will shape the company advantage when 
expanding into international markets. 

Large domestic consumers will cre-
ate potential demand for the products and 
to encourage the development and distribu-
tion of innovative products. However the 
companies that want to survive in a highly 
dynamic modern trade should not be quite 
satisfied with selling its products only in 
domestic market. The company must try to 
sell their products in international markets. 
To win the competition this company must 
continually develop the quality and quan-
tity of the product that meet the domestic 
and overseas consumer demands.  

Business relationships between 
suppliers, producers and distributors of 
products can build a strong and mutual ad-
vantage for the sustainability of their busi-
ness. An industry that is located closely to 
suppliers will be able to reduce the cost of 
transportation. Communication between 
industry and suppliers will also be more 
intensive that will sometimes produce in-
novation. The large number of suppliers 
will also be able to promote competition 
between suppliers so that input prices will 
be lower, higher quality products, and im-
proved technological innovation in input 
markets (Griffin and Pustay, 2005). 

Trade and Geography: Economies 
of Scale, Differentiated Products and 
Transport Costs of Krugman (2008) has 
made a breakthrough theory which is 
highly relevant to contemporary interna-
tional economic conditions. This Krug-
man's great contribution to the economy is 
one of the reasons why Krugman was cho-
sen as the recipient of the 2008 Nobel Prize 
in Economics. Geography economic a la 
Krugman is a combination of imperfect 
competition model and economies of scale 
used in the new trade theory, the location 
theory that emphasizes the importance 
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transportation costs. Secondly, regional 
economic development is a historical proc-
ess (path-dependent process). Third, a 
shock in a region may lead to long-term 
growth consequences. 

Krugman's analysis leads to the 
concept of economies of scale. Krugman 
formulates a new theory about the impact 
of free trade and the determinants of global 
migration. Krugman's brilliant analysis is 
not only become a new theory of trade but 
it also a new theory of economic geography 
in which the location factor of production 
and economic activity can be analyzed in 
an integrated manner within a framework 
of equilibrium model. Krugman's analysis 
focuses on the impact of economies of 
scale on trade and business locations. The 
concept of economies of scale concludes 
that the more goods and services are pro-
duced in the same factory, the lower the 
production costs should be. According to 
Krugman, the market will not compete per-
fectly as stated by the conventional interna-
tional trade theory. Krugman assumes that 
if there are n numbers of different goods 
and consumers like various goods, then the 
existence of price differences amongst 
goods make consumers prefer to consume 
more than one type of goods. This also 
shows the dynamic of consumers’ demand. 
Then factory captures the market opportu-
nities by increasing the number and variety 
of products. In addition to increasing sup-
ply of products on the market, it would also 
increase the competitiveness of their prod-
ucts (Krugman, 2008).  

More and more goods are produced 
in the same factories, the lower the produc-
tion cost spent will be. In other words, pro-
duction costs can be reduced if the unit of 
production reaches a certain number. How-
ever, if the number of goods produced rises 
and economies of scale are no longer 
reached then the production cost will in-
crease. This premise generates the concept 
of economies of scale and encounters the 
theory of comparative advantage. The col-

lapse of the comparative advantage theory 
is also accelerated by the presence of rapid 
technological developments, particularly 
convergence of information and communi-
cation technology. Observing this Krug-
man's work, it can be seen a strong linkage 
between economic geography with interna-
tional trade.  

If review of international trade re-
cords transactions between countries, then 
the geographic economics focus on indi-
viduals or companies migration flow be-
yond geographical boundaries. Geographic 
economics also look at how the concentra-
tion of urban economic activities increases 
and how those cities organize its economic 
activities. Krugman also revealed a ten-
dency that the workers migrate to the re-
gion's largest labor center that ultimately 
will create a very diverse variety of prod-
ucts. Krugman also reveals the number of 
trade between developed countries that 
have the tendency of consumers to choose 
various products from developing coun-
tries. So countries that have good market 
will enhance the economics of scale. Facto-
ries select urban areas to increase its pro-
duction scale as well as to save on transpo r-
tation costs. Individuals are also interested 
to migrate to urban areas that offer higher 
wages and more diverse products. This ten-
dency increases market capacity and at the 
same time more factories and individuals 
migrate to the city. To increase economies 
of scale, a new factory may find another 
country that support the larger units of pro-
duction. Through the support of advances 
in technology, transportation, and informa-
tion, the plants will move its production 
processes more easily. Overall, Krugman's 
theory can explain the positive relationship 
between the size of the market with the 
wage rate, the relationship between market 
size with migration, and able to prove the 
calculation of productivity in a region. In 
trade, Krugman's theory is able to make a 
strategic trade policy. 
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The capital movement from rich to 
poor countries lead to imbalance of devel-
opment model. Foreign investments pro-
duce goods for export. Export which is 
more capital-intensive industry is unable to 
absorb more labor, while the domestic sec-
tor is labor-intensive one. In the domestic 
sector, low investment does not create ex-
tensive employment opportunities. How-
ever, the export sector is attractive for in-
vestment in a country, although it may tend 
to harm the recipient country (see Myrdal, 
1956). 

There has been changes of eco-
nomic structures in developing countries. 
The agricultural sector is decreasing in na-
tional income, and the industry and services 
sector increases. The role of export oriented 
industries and services sector is increas-
ingly important while the role of agricul-
tural exports is declining (see Memedrovic 
and Lapadre, 2009). 

Hekscher-Ohlin-Samuelson theory 
states that international trade does not 
originate from differences in the level of 
productivity or advances in technology be-
tween countries. It comes from abundance 
or wealth differences in factors of produc-
tion. Trade between countries is because 
each state control over production factors 
with different specialization. For example, 
countries having labor abundances would 
have cheaper cost or wage level so these 
countries will specialize in the labor-
intensive commodities such as primary 
commodities and then it will be exported. 
Reversely the country will import capital 
intensive commodities such as manufactur-
ing products. Such tendencies indicate that 
the developed countries produce capital 
intensive goods such as manufacturing, 
while developing countries tend to produce 
agricultural goods due to its labor abun-
dance. This will certainly have an impact 
on investment pattern in a country. 

Higher export provides increased 
revenues and profits for producers and ex-
porters. This will encourage producers to 

increase outputs. To achieve larger output, 
the manufacturers hire more factor of pro-
duction such as labor. So export increase 
will absorbs larger workforce. This will be 
a positive influence on output and em-
ployment in the countries which are inter-
connected by trade and financial activities. 

Fu and Balasubramanyam (2004) 
analyze employment level as a result of ex-
port growth in China during the post-
reform period. This research is based on the 
theory of Adam Smith about the vent for 
surplus theory and the productivity theory 
of international trade. According to these 
theories the trade will create new effective 
demand for surplus output of economic re-
sources. The results shows China's export is 
supported by its surplus production capac-
ity strengthen by FDI. The export growth 
encouraged employment absorption in 
China because export sectors are mainly 
labor intensive. 

Mojtahed and Hassanzadeh (2005) 
analyze the employment effect of FDI in 
Iran manufactures and to determine 
whether there is a productivity gap between 
domestic and foreign companies. The data 
used are time series data from 1996-2002. 
The results show that FDI in Iran has a 
positive effect on employment, particularly 
high-skilled labor in manufactures and the 
petroleum sector. In addition there is sub-
stantial productivity gap between domestic 
firms and foreign companies.  

Lan (2006) conducted research to 
determine relationship between foreign di-
rect investment and provincial economic 
growth in Vietnam. The data used are panel 
data from 1996-2003 of 61 provinces. The 
analytical tool is a two stage least squares 
(2SLS), three-stage least squares (3SLS), 
and the generalized method of moments 
(GMM). The variables used are foreign di-
rect investment, ratio of export to GDP, the 
ratio of government expenditure to GDP, 
ratio of domestic investment to GDP, em-
ployment growth, human capital, real ex-
change rate, technological transfer, and 
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knowledge. The results suggest that foreign 
direct investment provides significant posi-
tive impact on economic growth in Viet-
nam. The exports and foreign direct in-
vestment are more complementary because 
FDI is consistently invested in the export-
oriented manufactures sector. Foreign di-
rect investment leads to an increase in 
GDP, employment skills, human capital 
and infrastructure in Vietnam. Human capi-
tal is an important factor in economic 
growth because foreign companies facili-
tate technological transfer to domestic 
companies. Increased exports also have a 
positive impact on economic growth in 
Vietnam.  

Vuksic (2006) examines the effect 
of FDI on exports. This study uses panel 
data of 21 manufacturing sectors over the 
period of 1996 to 2002. Using regression 
technique the findings show that FDI posi-
tively affect exports. Meanwhile, Yamin 
(2006) analyzed the effect of the agricul-
ture development on income distribution 
and employment growth in South Sumatra. 
Using time series from 1985-2005, the re-
search explain that the agricultural sub-
sector has no effect on the distribution of 
incomes. However, the food crops, planta-
tions, livestock, forestry, and fisheries have 
a positive effect on employment in South 
Sumatera.  

 

METHODS 

This research uses a path analysis of 
Wright (1921) which was later developed 
by Duncan. Path analysis is a method to 
analyze the direct and indirect effect of a 
model that consists of exogenous and en-
dogenous variables. Exogenous variable is 
the variable that its value is not affected by 
variables in the system and it is not causal-
ity. The endogenous variables are the vari-
ables that its value is determined by exoge-
nous variables and other endogenous vari-
ables in a model. A path analysis is used to 
examine the causal relationship which has 
been formulated on the basis of theories or 

relevant researches. The assumption for the 
realization of FDI and domestic investment 
is 1 year lag.  

The equations of path analysis are 
as follows:  
 
Y1 = β1X1 + β2X2 + µ1                   (1)  
 
Y2 = β3Y1 + µ2 ,                              (2) 
 
where X1 is a foreign investment, X2 is the 
domestic investment, Y1 is the non-oil ex-
ports, Y2 is absorbed labor, and β1, β2, and 
β3 are the path coefficient.  

Operational definitions of foreign 
investment is the realization of foreign in-
vestment in Indonesia per year (in million 
U.S. dollars), excluding Oil and Gas, Bank-
ing, Non Bank Financial Institutions, Insur-
ance, Leasing, Mining in Terms of the Con-
tract of Work, Coal Mining, Investments 
which licenses are issued by technical de-
partment, Portfolio Investment (Capital 
Market) and Household Investment. Reali-
zation of FDI data is sourced from Coordi-
nation Board of Investment (Badan Koor-
dinasi Penanaman Modal). Meanwhile do-
mestic investment is the value of realiza-
tion of the domestic investment of each 
year in units of millions US dollars. The 
data comes from BKPM. Export is the 
value of non-oil exports of agriculture, in-
dustrial and mining in million US dollars. 
Non-oil export data in constant prices is an 
annual data from 1991-2009 sourced from 
the Indonesia Central Bureau of Statistics 
(BPS) and BI. Labor absorption is a labor 
force that does paid job or obtain revenue 
or profit for at least 1 hour continuously in 
the previous week. Workforce data is an-
nual data 1991-2009 obtained from BPS  

This study uses secondary data time 
series (time series) from the years 1990-2009. 
The research data are obtained from the Cen-
tral Statistics Agency (BPS), Economic Re-
port of Indonesia (BI), and the Capital In-
vestment Coordinating Board (BKPM), as 
well as other relevant data sources.  
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RESULTS DISCUSSION 

Normality test is performed on individual 
and multivariate data using the critical rate 
skewness value of ± 2.17 at 3% significance 
level. If the critical value is less than abso-
lute value of 2.17, then the data is normally 
distributed. Except for X3, the X1, X2, and Y1 
are normally distributed. Normality test for 
multivariate has critical value of 2.017 
which is less than 2.17 (Table 1). So it is call 
normally distributed multivariate data.  

GFI (Goodness of Fit Index) was 
developed by Joreskoq and Soborn in 1984 
which value is between 0 as a poor fit and 1 
as a perfect fit (Hooper et al. 2008). Calcu-
lation results are showed in Table 2 which 
explains that the value of GFI is 0791. It 
means that the model used in this study is 
fit or good. 

Hypothesis testing is conducted to 
determine the path of the variables in the 
model. From the calculation (Table 3 and 
Table 4) the foreign investment (X1) has a 
significant positive impact on Indonesia 
non-oil exports (Y1). This can be seen from 
positive coefficient of 2.444 (Unstandard-
ized) or 0.392 (Standardized) with a value 
critical rate (CR) of 2.596. Domestic In-
vestment (X2) has a significant positive im-
pact on Indonesia non-oil exports of Indo-
nesia (Y1). The coefficient is 1.732 (Un-
standardized) or 0.660 (Standardized) with 
the value of critical rate (CR) is 4.370.  

Non oil exports (Y1) has a signifi-
cant positive impact on labor absorption 
(Y2). The coefficient is 0.203 (Unstandard-
ized) or 0.852 (Standardized) with the 
value of critical Rate (CR) is 6.896. 

 
Table 1: Assessment of Normality 

Variable minimum maximum skeweness c.r. kurtosis c.r. 

X2 2398.600  34878.700  0.588 1.046 0.135 0.120 
X1 706.000 14871.400  0.892  1.588 0.560 0.498  
Y1 18247.200 107885.000 0.940 1.672 -0.213 -0.189  
Y2 7872.300 31721.000 1.648 2.932 2.190 1.948  
Multivariate     6.411 2.017 

Source: Data estimation. 

 

Table 2: Goodness of Fit Index 
Model RMR GFI AGFI PGFI 

Default model 59166824.073 0.791 0.303 0.237  
Saturated model 0.000 1.000   
Independence model 70529937.679 0.365  -0.058 0.219  

Source: Data estimation. 

 
Table 3: Unstandardized Regression Weights 

 Estimate Standard error c.r. Probability Label 

Y1 � X1 2.444 0.942 2.596 .009 par_1 
Y1� X2 1.732 0.396 4.370 *** par_2 
Y2 � Y1 0.203 0.029 6.896 *** par_3 

Source: Data estimation. 

 

Table 4: Unstandardized Regression Weights 
 Estimate 

Y1 � X1 0.392 
Y1� X2 0.660 
Y2 � Y1 0.852 

Source: Data estimation. 
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Table 5: Standardized Total Effects  
 X2 X1 Y1 

Y1 0.660 0.392 0.000 

Y2 0.562 0.334 0.852 

Source: Data estimation. 
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Source: Data estimation. 

Figure 1: Path Analysis Diagram 
 

The total effect is the sum of direct 
influence and indirect influence. Table 5 
presents the total effect of exogenous and 
endogenous variables. Total effect of for-
eign investment (X1) on the non-oil exports 
(Y1) is 0392 and provides a positive total 
effect on labor absorbed (Y2) of 0.334. In 
diagram, this influence is plotted in Figure 
1 of the first path.  

Domestic investment (X2) has the 
positively total impact of 0.660 and 0.562 
on the non oil exports (Y1) and labor ab-
sorption, respectively. While the total effect 
of non-oil export on labor absorbed (Y2) is 
0.852. In diagram, it is depicted in Figure 1 
of the second path. 

 

CONCLUSION  

This paper suggested that Indonesian gov-
ernment should increase the realization of 
foreign and domestic investments, because 
they promoted non-oil exports which in turn 
will absorb more labor in Indonesia. Higher 
realization of domestic and foreign invest-
ment could be obtained through the im-
provement of investment climate. These im-
provements included better services for po-
tential investors, law enforcement and 
eliminate the high cost economy. It is ex-

pected that the higher realization of domes-
tic and foreign investment will have an im-
pact on increasing non-oil exports of Indo-
nesia.  

Indonesia must consistently in-
crease the value of non-oil export that has 
competitive advantages in the market. The 
leading sectors in agriculture included cof-
fee, fresh and frozen shrimp, spices, and 
fish. In the industrial sector, increased ex-
ports could be achieved from the export of 
processed wood, clothing, other textiles, 
electrical equipment and paper and paper 
products. Exports from the mining sector 
were from copper ore and coal. This in-
creasing export was expected to increase 
labor absorption capacity. 

Governments should also continue 
to improve all sectors which provide more 
employment opportunities and labor ab-
sorption. These sectors were agriculture 
and forestry sector, trading, community 
services, manufacturing, and transportation. 
It had been proven that those sectors are be 
able to increase employment growth sig-
nificantly. At last the increasing employ-
ment was expected to improve the more 
equally distribution of income and better 
welfare of workers. 
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