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Differing levels of development among countries and regions have long been a 
subject of concern in the fi eld of development economics. More recently, iden-
tifying the determinants of income growth has become an increasing focus of 
research. An aspect of these efforts is analysis of the convergence process, which 
looks at changes in the distribution of income and economic growth across coun-
tries or regions and at the impact of the growth process on inequality.

Analytical and empirical frameworks taken from the theories of growth 
employed in international cross-country studies have been adapted in this thesis to 
a sub-national case. One factor that would differentiate the application of growth 
analysis in national and sub-national contexts is the impact of national macro-
economic conditions on the convergence process. Another is differences between 
interaction among regions within a country and interaction among nations, the 
former presumably being closer. There have been some recent attempts to exam-
ine this issue, fi rst, in regard to spatial auto-correlation in the growth process, and 
second, by estimating the impact of migration on the regional growth process.

Indonesia is a particularly interesting subject for regional study, as the world’s 
largest archipelagic state and one of its most spatially diverse. Moreover, Indo-
nesia’s economy has experienced much turbulence in the last few decades, both 
from external shocks and from major national policy changes. This thesis applies 
the analytical framework of regional growth to a consistently defi ned set of 26 
provincial economies in Indonesia for the period 1975–2005.

The analysis fi nds that regional income convergence in Indonesia has been 
driven largely by structural change arising from the fall in oil prices and rapid 
industrialisation in the early 1980s. Provincial GDP per capita convergence in Indo-
nesia has generally slowed since the economy adjusted to the fall in oil prices. A 
decomposition analysis confi rms that the pattern of Indonesian provincial income 
convergence can be explained by the transition from mining to manufacturing as 
the country shifted from a resource-based to an export-manufacturing economy.

In the search for Indonesia’s provincial growth determinants, the study fi nds 
that, if province-specifi c effects are included in the analysis, investment and 
population growth are shown to have had an insignifi cant impact on the growth 
of income per capita, while human capital and openness had a positive signifi -
cant impact. On the other hand, the impact of transport infrastructure is signifi -
cantly positive with or without inclusion of province-specifi c effects. The impact 
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on provincial income growth of national macroeconomic conditions, including 
national economic policies, is found to be highly signifi cant.

The thesis also reveals that spatial correlation among provincial economies in 
Indonesia is only weakly signifi cant. Moreover, this weakly signifi cant spatial cor-
relation has made little difference to the performance of growth determinants, the 
results for which are similar in the spatial estimations and in the original non-
spatial estimation. Migration has had a more signifi cant impact on the economic 
growth and convergence process. Human capital fl ows slowed the convergence 
process between 1975 and 1985, but signifi cantly increased the speed of conver-
gence between 1985 and 1990, owing to the fl ow of migration to high-income 
provinces with high unemployment rates. The effects are unclear in the 1990s, 
while the estimation for 2000–05 confi rms increased convergence as an effect of 
migration. These diverse effects were all achieved despite the fact that migration 
generally has a positive impact on growth.

© 2009 Yogi Vidyattama
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This thesis examines the role of foreign direct investment (FDI) in the industriali-
sation process in Indonesia, focusing on productivity spillovers from FDI to local 
fi rms in the manufacturing sector. It uses a rich annual data set on medium and 
large plants in the manufacturing industry from 1975 to 2000, covering the pre-
liberalisation, liberalisation and crisis periods. The key hypothesis is that gains 
from FDI are not automatic but are conditioned by the economic and policy envi-
ronment. A combination of quantitative and qualitative analyses is employed in 
the study. 

The economy-wide analysis examines the relationship between FDI infl ows 
and Indonesia’s economic growth, applying the co-integration technique to 
time-series data for a longer period, from 1970 to 2005. The results show that FDI 
contributes to economic growth. Moreover, the fi ndings support the hypotheses 
that both export-oriented policy and absorptive capacity in the host country will 
enhance the economic benefi ts of FDI.

The analytical core of the thesis uses plant-level panel data on the manufac-
turing industry from 1975 to 2000. The plant-level studies show that, although 
there are some indications of positive and signifi cant technology spillovers from 
FDI in Indonesian manufacturing industry for the whole period, the results are 
not robust. When the productivity spillover model is estimated for different eco-
nomic episodes, robust results are found that support the hypothesis that local 
fi rm absorptive capacity and the host country economic and policy environment 
infl uence the level of economic benefi ts gained from FDI. Negative and signifi cant 
spillovers are found during the pre-liberalisation period (1975–87), while positive 
and signifi cant spillovers are found in the liberalisation phase (1987–96). The study 
also considered regional dimensions, and found insignifi cant regional productiv-
ity spillovers at both province and district levels in manufacturing industry for the 
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whole period. However, positive and signifi cant regional productivity spillovers 
were found during the liberalisation period (1987–96). Regional spillover effects 
were found to be higher in regions with extensive manufacturing activities and 
higher levels of economic development, suggesting that industry agglomeration 
and regional development do affect local fi rms’ ability to adopt new technology 
introduced by FDI. The study also investigated the effects of sectoral and fi rm 
characteristics on productivity spillovers from FDI. 

In-depth fi rm-level case studies of the textiles and garments, electronics and 
auto-parts industries were conducted to provide insights into the mechanisms of 
FDI involvement and the channels for technological spillover from FDI. Various 
types of FDI involvement in the industry were observed from the fi rm-level case 
studies. The results comfi rmed the fi ndings from the empirical chapters: increas-
ing benefi ts from FDI were observed after the liberalisation period, when Indo-
nesia engaged in export-oriented industrialisation. The demonstration effect was 
found to be a channel for FDI spillovers in the case of several fi rms. Local enter-
prises used the labour mobility channel, which is complementary to the demon-
stration effect from FDI, in implementing new technology. The role of linkage 
effects was highlighted in interviews with fi rms, especially in the electronics and 
auto-parts industries. Lack of education and specifi c skills on the part of local 
labour, limited access to fi nance and lack of marketing skills and information on 
export markets were found to constrain local fi rms in absorbing and implement-
ing new technologies introduced by FDI.

© 2009 Della Temenggung
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This thesis examines the determinants of infl ation in Indonesia. It estimates an 
economy-wide model within a unifi ed theoretical framework, and conducts simu-
lation experiments to investigate the infl ationary effects of certain policy changes 
and an external shock. 

The macroeconomic model is designed to capture the key insights from both 
monetarist and structuralist theories of infl ation, while taking into account the 
salient features of the Indonesian economy. The eight key blocks in the model deal 
with price level; wages; employment; the balance of payments; money demand; 
the exchange rate; the term structure of interest rates; and aggregate demand. A 
bound testing procedure is employed to estimate each behavioural equation in 
the model, using quarterly data from the fi rst quarter of 1983 (Q1 1983) to the 
third quarter of 2005 (Q3 2005). 

The results of the estimated model refl ect two key features of the Indonesian 
economy. First, in the long run, non-tradable prices are determined predomi-
nantly by domestic factors, namely unit labour costs and domestic excess demand 
(represented by the ratio of broad money to GDP). In contrast, tradable prices are 
most affected by external factors, namely world tradable prices and the exchange 
rate. The long-run effect of a change in the exchange rate is greater for tradable 
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prices than for non-tradable prices. Secondly, during the ‘fi xed but adjustable’ 
(heavily managed fl oating) regime (Q1 1983 – Q2 1997), Bank Indonesia interven-
tion was apparently intended to achieve a greater degree of depreciation, or to 
prevent further appreciation, than was warranted by the foreign-exchange mar-
ket fundamentals. In the subsequent period of fl exible exchange rates (Q3 1997 
– Q3 2005), the Bank Indonesia intervention was seemingly aimed at preventing a 
further depreciation of the rupiah.

Three simulation experiments WEre conducted to investigate the effects of 
two policy changes and an external shock on the price level, its determinants and 
other key economic variables: (1) a rise in the Bank Indonesia policy rate; (2) a rise 
in world interest rates; and (3) a rise in the price of administered goods. 

The results of the fi rst policy simulation support the hypothesis that signifi -
cantly raising the Bank Indonesia policy rate early in the 1997–98 fi nancial crisis 
could signifi cantly have lessened infl ationary pressure arising from the massive 
rupiah depreciation. The results of the second simulation show that a rise in the 
world interest rate unaccompanied by a rise in domestic interest rates would have 
been followed by a rupiah depreciation, which in turn would have increased 
domestic prices. The results of the third simulation suggest that a government 
policy to increase the price of administered goods would have had a signifi cant 
contemporaneous impact on domestic prices, while a slower rate of increase in the 
following quarters would have been due to the continuous depreciation result-
ing from the widening differential between domestic and international prices and 
between domestic and international real interest rates. 

© 2009 T.M. Arief S. Machmud
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The role of the service sector in the process of economic development has been 
a neglected fi eld of research. The emphasis in development economics has for 
a long time been on the agricultural sector and industrialisation. However, this 
study shows that the service sector has played a crucial role in Indonesia’s eco-
nomic development. It fi rst presents new estimates for the long-run growth of the 
Indonesian service sector within the System of National Accounts. Based on this 
reconstruction, the role of the two most important service sub-sectors, transport 
and trade, is analysed in depth. 

It is shown that during the 20th century transport costs declined signifi cantly. 
This means that important social savings were made; consumer and producer 
surpluses increased; and lower producer costs and higher producer prices, com-
bined with economies of scale, led to higher productivity. Nevertheless, there is 
still potential for further growth in the transport sector and consequently in the 
Indonesian economy as a whole. Most developments have been biased towards 
Java and, to a lesser extent, towards Bali and Sumatra. Especially in the Outer 
Islands, but also in Java and Madura, transport networks are still considerably 
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less effi cient than in western countries. Moreover, other problems have intensi-
fi ed, such as severe congestion in Java. These problems need to be overcome for 
the transport sector to remain a catalyst of economic growth.

Trade has been the largest service sub-sector throughout the 20th century. The 
main conclusion is that the Indonesian trade sector has fulfi lled an ambiguous 
function. On the one hand, external trade did indeed function as an engine of 
growth, as is refl ected by a strong positive association between openness to trade 
and GDP growth. Both during the colonial period and after independence, careful 
trade policies resulted in periods of strong growth, fuelled by economies of scale 
and technological change. 

The domestic dynamics in the trade sector have been rather different, however. 
The study shows that domestically the trade sector became the sector of last resort 
for those unable to fi nd (enough) work in agriculture or manufacturing. In the 
1930s, the trade sector was dominated by the large Dutch trading houses, in col-
laboration with Chinese middlemen. Clearly, retail trade already existed at this 
time, perhaps even on a larger scale than the offi cial statistics suggest, because of 
by-employment. But it was not yet the sector of last resort. Most people were still 
working in agriculture, with an increasing number fi nding employment in the ris-
ing manufacturing sector. This has changed in the last few decades. Since the late 
1960s in particular, both the absolute and the relative number of people working 
in the trade sector has increased rapidly, whereas labour productivity in the sector 
is still below levels reached in the 1930s. A transformation has taken place – from 
a sector dominated by the highly profi table wholesale trade in the colonial period 
to one in which an almost endless chain of traders is involved in the distribution 
process, creating an ‘internally complicated organisation’. It is argued that this 
process might be captured by the term ‘involution’.

In sum, the main conclusion of the thesis is that services need to be accounted 
for in any attempt fully to understand Indonesia’s economic development path.

© 2009 Daan Marks
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While the theoretical and empirical evidence on the effi cacy of Indonesia’s privati-
sation program is still inconclusive, privatisation has been at the forefront of devel-
opment policy in Indonesia since the 1990s, and continues to be a pressing issue 
in developing countries and transitional economies. The theoretical and empirical 
inputs in the decision to privatise have been based predominantly on economic 
and political considerations, with less attention given to the organisational and 
managerial implications of privatisation. It has been less clear how ownership 
change (the privatisation process) affects organisational change and corporate 
performance. This study attempts to redress this imbalance by examining the 
relationship between privatisation of state-owned enterprises (SOEs), organisa-
tional change and performance. It explores in a developing country context the 
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processes by which privatisation affects corporate performance through internal 
organisational changes. 

The study provides a conceptual framework for analysing the effects of pri-
vatisation on organisational change and corporate performance. The research 
framework draws on the theoretical and empirical literature on privatisation 
and organisational change in order to explain the implications of privatisation 
for organisation and performance. It is proposed that privatised fi rms need to 
undertake major change in their business practices and organisation to achieve 
an improvement in performance. The research framework predicts that the priva-
tisation process will alter organisational goals, corporate governance, structures, 
performance orientation, market orientation, marketing capability, learning and 
technological opportunities, and innovation processes. 

The empirical analysis was carried out in Indonesia, a country that has expe-
rienced a major social, political and economic transformation since the Asian 
economic crisis of 1997–98. The fi eld study for the research comprised two strate-
gies. First, the study used survey questionnaire responses from 86 managers in 
86 organisations, including public fi rms, privatised fi rms and private enterprises, 
and employed an analysis of variance test to analyse the results. The evidence sug-
gested that privatisation brought about important alignments among the organi-
sation’s strategies, design elements and resources and between the organisation 
and its competitive environment. Privatisation triggered a series of fi rst-order and 
second-order changes that transformed the former SOEs.

Second, an in-depth case study was carried out in a privatised telecommunica-
tions organisation in Indonesia, using data collected mainly from extensive inter-
views conducted between May and August 2004 with 26 top- and middle-level 
managers. In addition, 10 annual reports (three from before and seven from after 
privatisation), a prospectus and numerous internal company documents, particu-
larly from the corporate transformation division, were obtained and analysed to 
address the research questions under study. The results of the case study rein-
forced the survey results, confi rming that the privatisation process altered the 
behaviour, incentives and performance of formerly state-owned enterprises. 

The thesis contributes to our understanding of the organisational consequences 
of privatisation in an emerging economy. It also sheds light on the telecommu-
nications privatisation process and the associated organisational and corporate 
performance changes. The results are expected to contribute to policy reforms 
by placing greater emphasis on the need to consider the importance of ‘organisa-
tional capital’ in the privatisation process. 

© 2009 Efa Yonnedi


