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Abstract

Unlike the previous study in determinant of labor absorption, which focused on economic sector and took
up regional scope, this paper examines the impact of Gross Domestic Product, Foreign Direct Investment
and Minimum Wages on labor absorption in Indonesia which take the national scope and aggregate labor
by using secondary series of time series data (1990-2015). This study contributes to the limited literature
on aggregate employment and national scope as the impact of the minimum wage, GDP, FDI in developing
countries, especially in Indonesia. By using multiple linear regression models, surprisingly, we find that
GDP and Minimum Wages have a positive and significant impact to increase employment while FDI does
not affect employment inIndonesia.
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INTRODUCTION

The main problem with Indonesian employment is the absorption of labor, where there is a high
growth of the workforce (labor supply), but not accompanied by growth in employment (demand for
labor) that is able to absorb the growth of the workforce. This condition is called the excess supply of labor.
The inconsistency between labor supply and labor demand, where the number of labor offers is higher
than the labor demand will create a gap. This gap between labor supply and labor demand is called
unemployment. The following Indonesian employment conditions for the period 2011 to 2015 can be seen
in Table 1.

The imbalance between the growth of the workforce and employment opportunities will lead to
higher unemployment. Increased unemployment will result in a waste of resources and the potential of
the existing workforce, increase the burden of the community, the main source of poverty and encourage
an increase in unrest in the social sector, and inhibit economic development in the long run (Indonesian
Ministry of Labor, 2004). Sumarsono (2003) explained that employment is influenced by several factors
including national income, investment and labor wage rates. Changes to these factors will affect the level
of employment. The existence of job opportunities provides opportunities for workers who are looking for
work to become a source of income so that they can meet the needs of life. In theory, the demand for labor
is based on its ability to produce goods and services. In other words, the demand for labor is influenced by
the amount and level of production. The greater the number and level of products produced, the greater
the income received (Simanjuntak, 1998). The concept of income used in this study is the GDP (Gross
Domestic Product).
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Tabel 1. Indonesian Labor Conditions 2011 - 2015 (in million people)

Years
AcCTIvVIUIES

2011 2012 2013 2014 2015
Working Age
Yorking ne 173.8 176.8 179.9 182.9 186.1
Work Force (SoL) 116.1 119.8 120.1 121.8 122.3
Working Population 107.4 112.5 112.7 114.6 1148
(DoL)
Open unemployment 7.4 6.13 6.17 5.19 6.18

Source: Indonesian Central Bureau of Statistics (2016)

Data explained that in a five-year period, Indonesia's GDP experienced a positive trend or increase.
But if further calculations are made, it can be calculated that the percentage of annual growth always
decreases. The highest GDP growth occurred in 2011 at 6.2% with a GDP value of 7.72 quadrillion rupiahs.
However, the unemployment rate in the same year represents the highest unemployment rate over a five-
year period, namely 7.4% (data not presented). Furthermore, the factors that influence employment are
an investment. According to (Sukirno, 2000) the increase in investment will increase aggregate demand
for national income, so this increase will always be followed by increases in employment opportunities.
The increase in capital goods as a result of the investment will increase production capacity in the future,
this development will stimulate changes in national production and employment opportunities. The data
explains that in a 5-year period, the value of FDI in Indonesia has increased from 2010 - 2014 and
subsequently depreciated in 2015. In that period, the highest increase occurred in 2011, where the value
of FDI increased by 35.3%. This certainly has a positive impact on employment. Where the absorption of
labor in the same year is the highest absorption of labor in the five-year period. While the lowest growth
occurred in 2015, wherein the five-year period, FDI experienced the only negative growth of 21.3% (data
not presented).

Absorption of labor is also inseparable from the role of the government as a policymaker related to
level setting wage. Simanjuntak (2016) stated that changes in wage rates will affect employment. The wage
rate is one of the production costs for the company. If the level of wages is high, then the amount of labor
demand will decrease and vice versa. Data shows that in the period 2010 to 2015, the minimum wage
experienced an increase or a positive trend every year. The lowest growth in the wage rate occurred in
2011 at 8.8%. This supports the company to absorb more workers so that in the same year there was also
the highest growth in employment. The highest growth in the minimum wage rate in the five-year period
occurred in 2014, which was 22.2% (data not presented). This research is conducted to analyze the effect
of gross domestic product, investment and national minimum wage level on employment in Indonesia.

LITERATURE REVIEW
The theory of the impact of minimum wage on youth employment (the two-sector model) was
first introduced by Welch (1974). There was only an uncovered and covered sector in the economy and
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perfect mobility applied. Increasing minimum wages not only reduced employment, but also predicted to
be able to shift workers from the covered to the uncovered sector. Increasing wages above excessive
market standard rates will ultimately reduce workers who work in the covered sector due to increases in
business productivity figures. The reduction of workers in the covered sector will force those who are
unemployed to enter the uncovered economy. As another option, youth who have a choice can use their
time to continue to higher education (school enrollment) by dividing the time to be part-time workers.
When minimum wages are enacted, the wages of workers in the first class will increase so that the
company will reduce the use of substitution effects of labor used to increase the use of machinery (Kaitz,
1970).

When the minimum wage increases, the supply of youth labor will increase but the demand for
youth labor decreases so unemployment occurs. The youth unemployment rate will increase along with
the increase in minimum wages. The economic model can explain the effect of minimum wages on labor

demand and supply that causes unemployment as follows:

ur' =L
=MW ns — nd)

UR is the unemployment rate, MW is the minimum wage while ns is the supply elasticities and nd
is demand elasticities of labor. UR 'is a derivative of youth unemployment rate related to the increase in
minimum wages where the value of UR is less than 1 (<1), the minimum wage is positive, ns is positive and
nd is negative which means when the minimum wage increases the demand for labor decreases and labor
supply increases so unemployment increases (Kaitz, 1970).

In Figure 2.1, assumed that picture (a) and (b) are labor markets with minimum wages and the
equilibrium while (c) is labor demand without minimum wages. The balance of wages is shown by w0
while c represents the proportion of labor in the covered sector. The existence of a minimum wage causes

e =il

wages in the covered sector to increase to wm and (W =-——;—1 labor in the covered sector also
decreases. The supply of labor in the uncovered sector is the supply of aggregate labor minus the demand
for labor in the covered sector (Su = S-Dc). But when labor is reduced in the covered sector, the labor in
the uncovered sector will increase. W1 describes the shifting from Su to S'u, which means that wages
decrease from W0 to W1 so that the labor supply in the uncovered sector increases from Su to S'u created
the residual supply of uncovered labor is S'u = S-Dc (wm). If someone who looks for a job with a wage
equal to Wm can find a job then the labor supply becomes S (wm) but Wm is the wage in the covered sector

work, at this wage level, the workforce is only Dc (wm).

Wages

o
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Figure 1. Minimum Wage & Demand for Covered and Uncovered Labor

Source: Welch (1974)
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Besides the minimum wage, the demand for labor is also influenced by (Sumarsono, 2003) the ups
and downs of market demand for the products of the company concerned. If the company's production
increases, producers tend to increase their production capacity, for this purpose the producer will increase
the use of his workforce. The increase in investment will increase aggregate demand and national income.
The increase in capital goods as a result of the investment will add production capacity in the future and
this development will stimulate changes in national production and employment.

Excluding other variables and focus only on the impact of minimum wage on labor, there was some
previous studies that have conducted studies related to this. The impact of minimum wages on workers
haslong been debated in both developed and developing countries in research related to the labor market
(Bishop, 2018; Majchrowska & Strawiniski, 2018; Bhorat, Kanbur, & Stanwix, 2014). The impact of rising
minimum wages is more felt by vulnerable groups such as women, youth workers, and workers with low
levels of skills/education (Sabia, Burkhauser, & Hansen, 2012; Neumark, & Wascher, 2007; Jardim et al.,
2017; Congressional Budget Office, 2014). This study focuses on analyzing the impact of minimum wages
on youth workers namely covered youth workers and unemployed. There are different impacts caused by
minimum wages on youth workers (Deng, 2018; Ni, Wang, & Yao, 2011). Research conducted by Sturn
(2018) on OECD countries proves that the longterm impact of rising minimum wages on workers with low
skills in both women and especially youth workers will cause a substantial increase in unemployment for
the group with low estimates of labor elasticity. Mixon & Stephenson (2016) found that the main cause of
the loss of jobs in the summer in Kato, United States is the increase in minimum wages while increasing
the participation of adult labor force (senior), cyclical macroeconomic factors, decreasing manufacturing
employment has a small impact loss of jobs during the summer. Using the two-sector model developed by
Welch (1974), Coomer et al. (2013) state in the study that the effect of minimum wages in the covered
sector is greater than its influence in all sectors of employment. The increase in minimum wages decreases
the use of workers in the covered sector and increases the number of workers in the uncovered sector.

However, on the contrary, Giuliano (2013) in his study found that a mandatory increase in
minimum wages would reduce overall employment in the United States but an increase in minimum
wages in the United States instead led to a significant increase in youth workers, especially youth and
better-qualified workers. So that the increase in minimum wages can increase youth workers in the United
States. Card & Krueger (2015) in his study entitled "Myth and measurement: The new economics of
minimum wage" examined the total impact of minimum wages on total workers, workers in the retail
trade industry and worker in fast food restaurants who found that wages the minimum does not affect
workers in total, retail trade and fast-food restaurants.

Fridhowati (2011) analyzes the factors that influence employment in the industrial sector in Java,
Indonesia using panel data analysis. The results of panel data analysis show that the provincial real
minimum wage, industrial sector GDP, foreign investment in the industrial sector, domestic investment in
the industrial sector have a significant impact on the employment of the industrial sector with a 95 percent
confidence level. Partially, the GDP of the industrial sector and provincial minimum wages have a positive
and significant effect on the employment of the industrial sector. Investment in both domestic and foreign
industrial sectors does not significantly affect the employment of industrial sectors. Aryani, et al (2015)
examined the factors that affect employment in the industrial sector in the city of Madiun, Indonesia with
small enterprises, GDP and investment as variables that are thought to influence labor absorption in the
Madiun. Small enterprises, GDP, and investment simultaneously and partially have a significant effect on
the positive direction of employment in the industrial sector in Madiun. This explains that theincrease in
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these three variables will increase employment in the Madiun. Danang (2011) analyzes the factors
influencing labor absorption in Surakarta, Indonesia. The results showed that partially investment,
government expenditure and exports had a significant effect to decrease employment.

Syuhada, et al (2014) showthat wages have a significantly negative effect on employment and gross
fixed capital formation has a positive and significant impact on employment opportunities in micro-
enterprises in Jambi, Indonesia. The interest rate and regional wages have a significantly positive effect on
employment. Wage is more dominant in influencing employment opportunities in small enterprises in
Jambi. Alexandi and Marshafeni (2013) showthat the variable small enterprises, consumption, investment
and GDP have a significant influence on employment in the agricultural sector. Small enterprises and
investment have a negative impact on employment in the agricultural sector while the consumption
variable and GDP have a positive relationship to increase employment. Akmal (2010 shows that GDP
variable had a significant positive effect on labor, ceteris paribus, minimum wage variables significantly
also have a positive effect on labor absorption, ceteris paribu.The increase in investment has a significant
positive effect on employment to increase employment. Vitalia (2014) shows that the variables that
influence labor absorption in Semarang, Indonesia are an investment, government expenditure and
exports. These three variables have a positive effect on employment to increase employment. The
difference in this research with previous studies lies in the kind of variables, scope, years of research and
research methods. Previous studies took up the regional scope, while this study took the national scope.
This study takes the national scope with aggregate labor so that the variables used are macro data.

RESEARCH METHOD

This explanatory research analyzes the impact of an independent variable on dependent variable.
Data used in this study aretime series (1990-2015) taken from the Indonesian Central Bureau of Statistics
and Indonesian Ministry of Labor which is conducted periodically every year in all regions of Indonesia
(34 provinces). Currently, research on the impact of minimum wages on workers using time series/panel
data is more frequent than cross-sections. The previous study states that time series or panel data is
believed to provide time variations in research so that the variation is able to get a strong test in the
hypothesis or provide a more complete estimate of the impact but it must be believed that the cross-
section data and time series are equally capable of impacting the variables consistent workers (Kalachek,
1969; Katz, 1973; Najmul et al,, 1991; Freeman, 1970; Welch & Cunnigham, 1978; Vazquez et al,, 2013;
Muravyey & Oshchepkoy, 2007; Kai-Uwe, 2012; Meyer & Wise, 1978; Linneman, 1973).

Inferential analysis in this study uses multiple regression with functional log-log / double log /
constant elasticity models to see the impact of minimum wages, GDP, FDI on workers. By using the model
in this multiple regression method it will be able to show the size of the elasticity of employment to the
minimum wage and other variables, namely the percentage change in workers due to changes in minimum
wages and other variables through the slope 12 in the model below. The models formed in this analysis

are:
LnY = a + B1LnX1 + B 2LnX2 + B 3LnX3 + e

Where Y is the labor absorption, 8 is parameter while X1 is GDP, X2 FDI, X3 Minimum Wage, e is
disturbance error and Ln explains logarithm natural. To produce the BEST model of regression, classical
OLS assumption consist of heteroscedasticity, multicollinearity, autocorrelation, linearity and normality
test, firstly processed In the log-log mode], the elasticity coefficient between X and Y is always constant
meaning that in this study if In X changes 1 unit then the change is always the same even though the
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elasticity is measured in any In X. So this model is called constant elasticity. Elasticity is defined as 7 — &
2; constant which means if X increases by 1 percent then Y will decrease by 52 percent (82 <0) (Nachrowi
& Usman, 2002).

RESULTS AND DISCUSSION

To ensure the BEST model of regression, classical OLS assumption consists of heteroscedasticity,
multicollinearity, autocorrelation, linearity and normality test has been conducted. Based on the classical
model assumption test, it can be concluded that the model in this study is proper to be applied because it
has been free from interference in multiple linear regression. The classic assumption test results can
ensure that the econometric model used in this study has been BEST however the results of testing
classical assumptions are not included in this paper.

Tabel 2. Coefficient of Regression Model

Coefficient
Model Standard t Sig.
B Error
(Constant) 16,402 ,125 131,374 ,000
GDP
,090 ,013 6,784 ,000
FDI -,008 ,009 -,856 401
Minimum Wage ,054 ,006 8,367 ,000

Source: SPSS Result of Data Processing

Based on the Table 2, the model which can be formed follows LnY = 16.402 + 0.090X1 - 0.008X2 +
0.054X3. On the model, it can be seen that the constant value is 16.402, which means that if all the
independent variables have a coefficient of 0 or in other words if there are no variables that affect
employment, then employment will grow in a positive direction by 0.09%. The regression coefficient for
independent GDP variable, namely X1 is 0.090. This illustrates that in the regression model obtained, GDP
has a positive effect on employment in Indonesia. Then the regression coefficient for independent FDI
variables, namely X2 is -0.008. This illustrates that the regression model obtained, FDI has a negative
influence on employment in Indonesia. The independent variable of the Minimum Wage itself has a
coefficient value of 0.054. This illustrates that the minimum wage has a positive effect of 0.054% on
employment in Indonesia. To see the magnitude of the influence of each independent variable on the
dependent variable, t statistical tests were carried out with the following results:

Impact of GDP on Labor Absorption

Based on the regression model obtained, GDP has a positive effect on employment in Indonesia.
This result is in accordance with the hypothesis that there is a positive influence between GDP and
employment in Indonesia. The regression coefficient of the GDP variable is 0.09 with a significance level of
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0,000. That is if it is assumed that the FDI and Minimum Wage variables do not have an influence on
employment, then for every increase that occurs in GDP of 1%, employment will increase by 0.09%.

Increased GDP shows an increase in output or production of goods and services. Increasing the
output of these goods and services will have an impact on increasing labor demand so that employment
opportunities are created The increase in GDP will increase economic performance resulting in economic
growth. Increasing economic performance will have implications for increasing the purchasing power of
the people. Growth in purchasing power capability will be accompanied by an increase in demand for
goods and services. This will trigger a business field to increase productivity in order to meet the increasing
demand for goods and services due to an increase in people's purchasing power. One effort to increase
productivity is by increasing the number of workers. This is because the economic sectors in Indonesia are
dominated by labor-intensive sectors. With the increase in labor demand, the number of the absorbed
workforce will increase so that this condition can reduce the unemployment rate.

The results of this study are in line with Okun's theory which states that there is a relationship
between GDP and the unemployment rate. GDP growth will reduce the unemployment rate (Mankiw,
2007). Simanjuntak (1985) also states that employers employ someone because it helps produce
goods/services to be sold to consumers. Therefore, the increase in employers' demand for labor depends
on the increase in public demand for goods produced. The results of this study are also in line with the
research conducted by Sobita (2014) which analyzes economic growth and employment in Lampung,
Indonesia. The results showed that GDP had a positive and significant influence on employment in
Lampung. Likewise with the research conducted by Alexandi and Marshafeni (2013) examined labor
absorption in the agricultural sector and service sector after the minimum wage policy in Banten Province.
The results showed that GRDP had a positive and significant influence on employment in Banten,
Indonesia.

Effect of Foreign Direct Investment on Labor Absorption

Based on the regression model obtained, the FDI variable has no effect on employment in Indonesia.
Contrary to the hypothesis that investment has a positive and significant effect. This can happen if
investments made by developed countries follow the investment techniques they apply in their home
countries. Developed countries tend to have capital-intensive production factors. Therefore foreign
investment tends to reduce labor because capital intensive techniques accompanied by high technology
tend to have better productivity and efficiency so that to produce the same or even greater output quantity,
fewer workers are needed. In addition, the use of high technology tends to require workers with higher
qualifications. In line with what was stated by Todaro (2000), that there is an asynchronous relationship
between investment and employment opportunities because of the accumulation of capital for the
purchase of sophisticated machinery and equipment that wastes domestic finance and foreign exchange.
The presence of foreign investors in Indonesia contributes more to increasing capital-intensive
industries compared to labor-intensive industries. The aimof the government in reducing unemployment
is still difficult to realize if the increase in capital intensive industries is only able to absorb a small number
of workers with high education and skills qualifications. Even though the condition of the Indonesian
workforce is still dominated by workers with less competitive levels of education and skills (Ningrum,
2008). The results of this study are in line with research conducted by Sandika, et al (2013) which
examined the effect of investment on employment in Pelawan, Indonesia. The results of the study indicate
that foreign investment has no significant effect on employment in Pelawan, Indonesia.
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Effect of Minimum Wage on Labor Absorption

Based on the regression model obtained, the minimum wage variable has a positive and significant
effect. The coefficient value in the regression estimation results for the minimum wage variable is 0.054. If
itisassumed that the GDP and FDIvariables do not have an influence on employment, then at each increase
in the Minimum Wage of 1%, employment will increase by 0.054%. This is contrary to the hypothesis
which states that minimum wages have a negative effect on employment. The theory of the relationship
between minimum wages and labor absorption explains that an increase in wages will cause a decrease in
demand for labor by companies so that unemployment occurs. But in some cases, the increase in minimum
wages can still increase the demand for labor that maximizes profits.

The positive relationship of minimum wages to employment is in line with Lewis's development
model. The Lewis development model explains that the economy consists of two sectors, namely the
traditional sector and the industrial sector. The industrial sector has a high level of productivity so that it
becomes a shelter for workers who are transferred from the traditional sector. The Lewis development
model emphasizes the process of shifting labor, output growth and the growth of employment in the
modern sector. With higher wages in the modern sector, companies can recruit more workers (Todaro
and Smith, 2006). This is in line with the research conducted by Akmal (2010) which analyzes the factors
that affect employment in Indonesia. The results showed that the minimum wage had a positive and
significant influence on employment in Indonesia.

CONCLUSION

GDP and Minimum Wages have a positive and significant influence on employment in Indonesia,
while the FDI variable does not affect employment. Partially, each of the GDP and Minimum Wages has a
similar effect, which is positive and significant for employment. Of the three independent variables, GDP
has a considerable influence on employment in Indonesia. GDP is a variable that influences employment
in Indonesia, so it is advisable for policy makers to formulate and implement a policy that can increase
GDP. One example is to create a good investment climate so that there is a growth in investment flow funds
which will then have a positive impact on GDP growth.

Seeing the effect of minimum wage policies has a more positive impact, fiscal policy must be aimed
at improving the quality of education and skills in potential human resources in order to increase the
number of the workforce, considering that the labor market, especially the formal sector, is targeting
qualified workers certain education and skills. So that there is a match of qualifications between job
seekers and the job market. In general, policyholders do not need to worry about raising minimum wages
to a certain point. The test results on the investment variable are FDI investments that do not affect
employment in Indonesia. This can happen because the type of investment made is an investment. In
addition, the technology brought has not been accompanied by the same qualifications as potential human
resources in Indonesia, so that FDI tends not to affect employment. For this reason, policies should be
aimed at increasing skills-based education so that technology brought by investors has the same
qualifications as potential human resources in Indonesia.
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