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Abstract

Indonesa changed its development drategy from an inwardlooking import subditution to
an outward-looking export orientation in the mid 1980s Deregulation measures introduced
during this period have made the Indonesan economy become more integrated with the
world economy. This sudy examines the impact of a more globdly integrated Indonesian
economy on its labor market. The findings indicate thet increesng economic openness is
asociaed with growing outputs, which has resulted in an expanson of employment and
growing red wages of both skilled and unskilled workers Employment of skilled workers,
however, has grown fagter than that of unskilled workers. On the other hand, unskilled
wages have grown fagter than skilled wages, reulting in dedining wage inequdity. This is
condsent with the theoretica prediction from the Heckscher-OhlinrSamudson modd.
However, this pattern of change in rddive employment and wages is dso consgtent with
the prevailing long-term trend of a growing rdlaive supply of skilled workers.

: Paper presented a the Conference on Internationd Economic Integration and Labor Markets, East-West
Center, Honolulu, January 15-16, 2001.
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[. Introduction

Increesing international  economic integration has been accused as being the cause
of the plight of unskilled labor in both developed and developing countries! It is argued
that, as a result of trade liberdization, chegply produced unskilled Iabor-intensve goods
from devedoping countries flood the developed country makets This directly suppresses
the production of gmilar but more expensve goods produced in developed countries,
which then causes a reduction in the demand for the services of unskilled workers in these
countries. As a result, unskilled labor in developed countries suffer from decressng red
wages and increesng unemployment. Furthermore, to exploit ther comparative advantege,
developed countries have to turn to specidizing in the production of <illed labor-intensve
goods. This increeses the demand for skilled labor, which is trandated into higher wages
for them, in turn widening the wage inequality between skilled and unskilled workers?

Meanwhile, in developing countries, it is argued that the need for foreign exchange
eanings from exports has led to increesng exploitation of workers in the forms of low
wages and poor working conditions in order to produce chegp goods for exports. Hence,
increesng international  economic integration has been accused of exacerbating inequdity
and worsening the lot of the poor by eroding their incomes, increesng their vulnerability,
and adding to ther disempowerment® Multingtiona corporations, which have come to
invest in the export sectors in developing countries, have been accused of exacerbating the
dtuaion by profiing handsomdy from the exploitation of chegp workers in these
countries.

These are controversa arguments for which counter arguments have been put
foroward. For the case of developed countries, one dternative factor which has been
prominently singled out as a more probable reeson for fdling rdative demand for unskilled
labor is technologicd change. In paticular, the advent of computer technology has shifted
the demand for <killed labor up while smultaneoudy reducing the demand for unskilled
labor in dl sectors Because of these shifts in demand, both reaive employment and
relative wages of skilled labor increase, while those of unskilled labor decrease”

Meanwhile, for the case of devdoping countries, it is often argued that low wages
and poor working conditions are not caused by but have exiged in soite of internationa
economic integration. Many developing countries are plagued by the problems of having a
large supply of poor and unskilled workers on the one hand and lack of employment
opportunities in the modern sector on the other. Hence, growth in the export sector caused
by the opening up of the economy and invesment by multinaiond corporations will leed
to improvements in economic efficiency as workers ae redlocaed from the lower
productivity traditional sector to the higher productivity export sector.®

While this issue is a wdl-researched subject in the developed countries context,
research on this area in the context of developing countries is dill rare (Diwan and Walton,

b Internationd  economic integration is one facet of globdization. Smply defined, globdization is the
growing integration of economies and societies in the world, facilitated by the flow of information, idess,
activities, technologies, goods, services, capitd, and people. Dollar and Kraay (2000) compiles arguments
pro and againgt globdization.

% See for example, Leamer (1994), Sachs and Shatz (1994), and Wood (1994, 1995).

® World Bank (20008) argues that athough such a view may not be universa, it does play a role in the public
perception that cannot be ignored.

4 Arguments of this line have been put forward, for example by Berman e a. (1994), Krugman and

Lawrence (1994), and Lawrence and Saughter (1993).
® Seg, for example, Pissarides (1997). For the case of Indonesia, see Manning (1995).



1997, Harison and Hanson, 1999). Ealy empiricd works on this subject show mixed
results on the labor market outcomes of opening up the economies of devdoping
countries® Wood (1997), for example, finds that dthough trade liberdization in the East
Adan countries during the 1960s and 1970s caused reduced wage equdity between silled
and unskilled labor, the experience of the Latin American countries in the 1980s and early
1990s offers contradictory evidence. He argues that the latter is dtributed to the entry of
large low-income countries such as China and India into world markets for manufacture
dating in the lae 1970s which in effect subgantidly increesed the world's supply of
unskilled labor.

For the case of Indonesia, Suryahadi et al. (1999) andyzed the impact of economic
deregulation snce the mid 1980s in the manufacturing sector usng daa from an
edablishment survey. The results indicate that, immediady &fter the deregulation,
unskilled labor rdaive employment tended to increese but ther reaive wages tended to
decrease. The opening up of the economy hes an expanding effect in the manufacturing
sector, increesng the demand for both unskilled and skilled labor. However, snce the
supply of unskilled labor is much more dadic then that of <killed labor, the gan for
unskilled labor has been more significant in terms of employment than wages.

Meanwhile, Suryahadi (1999), usng labor survey data, finds that the long-term
trend in wage inequdity between killed and unskilled labor in the manufacturing sector
has been decreasing. He confirms the finding of Suryahedi et al. (1999) that the short-term
effect of opening up the economy in the mid 1980s has temporarily reversed this trend in
this sector. He finds that the longterm declining trend in wage inequdity was driven by a
continuing increese in the reative supply of skilled labor, which was a result of expanson
in the education sector.

Building up on the works of Suryahadi (1999) and Suryahadi et al. (1999), this
dudy andyzes the impact of internationd economic integraiion on the Indonesian labor
market. Different from the two earlier dudies, the andlyss in this dudy is not limited to the
manufacturing sector only. In an economy with mohbile labor, this issue is dealy generd
eguilibrium in nature. Hence, it is important to assess what happened in the whole labor
market, not only in the sector that is being subjected to more openness or in the tradegble
sector.

Asessng the impact of internationd economic integration on the Indonesan
economy is made more problematic by the occurrence of an economic criss darting in mid
1997. It is a vdid agument to say that the economic criss itsdf had much to do with
internationd  economic integration. On the other hand, one can dso ague tha the
economic criss was nether a necessary nor unavoidable impect of internationa  economic
integretion. In paticular, one can ague tha it is financid integration, which makes
developing economies more vulnerable to economic crises’ It is of course, amost
impossble to esablish the counterfactud of what would have hgppened if Indonesa hed
had only an open current account and a closed capital account.

This is a controversd argument and is not the focus of this sudy. Hence, it will not
be discussed further here. This sudy focuses on the labor market effects of economic
liberdizetion in Indonesa gating in the mid 1980s The remaning of the paper is
organized as follows. Section two discusses the data used in this sudy. Section three

6 These include, but not limited to, Gonzdlez and McKinley (1997), Pissarides (1997), Robbins (1996a and
1996b), Tan and Batra (1997), Wood (1997).

" There is a convergence of arguments that the cause of Indonesian % as well as other East Asian countries
¥, economic crisswas a cocktail of open capital account, week financia indtitutions and bad governance.



discusses trade and invesment liberdization that have taken place in Indonesa since the
mid 1980s Section four eaborates on labor market inditutions in Indonesa Section five
describes the dructure of Indonesan labor market. Section sSx andyzes the changes that
have teken place in the Indonesan labor maket snce the trade and investment
liberdization. Finaly, section seven provides the condusions and palicy implications.

[l. Data

The daa andyzed in this sudy ae from the Nationd Labor Force Surveys
(Sekernas) collected by Statigtics Indonesa (BPS). In paticular, the andyss here is based
on the 1986, 1989, 1992, 1994, ad 199699 wurveys Skenas is a ndiondly
representative repested cross-section survey that covers gpproximatdy 65,000 households
or 250,000 individuds each year from dl provinces of Indonesa Each year, the survey is
conducted in the month of August.

The survey collects information on individud earnings and hours of work on the
primary job, as wel as daa on individud characterigtics such as gender, age and
education levd. Hourly wege is condructed by firgd trandforming the information on
monthly earnings collected in the survey into weekly eanings (by dividing by 30/7) ad
then by dividing the results by the number of hours worked per week. To make nomind
wages comparable across years, nomind wages ae deflaled by the nationd Consumer
Price Index (CP!) for the month of August in each year ®

[11. Tradeand Investment Reform

From the mid 1970s to the mid 1980s Indonesa adopted an inwardHooking
import-subdtitution development strategy. During that period, awash with revenue from ail
exports, the government was eager to build capitd-intengve indudries to replace imports.
In addition, the govenment spent a large sum of money in building infradructure, in
paticular to support agricultural development. Not surprisngly, the role of the public
sector in the economy and its growth was dominant during this period. Aswicahyono et al.
(1996) ague tha this policy was resulted from tremendous internd pressure on the
government to embark on a more interventionis peth, especidly in the area of indudrid
policy.

However, gating in the mid 1980s the Indonesan economy was made more open.
This was an indirect result of the large drop in oil prices that began in the early 1980s (Hill,
1996). Because the ail revenue shrank quickly, the government faced a sudden externd
imbdance. The import subditution drategy hed left the Indonesan indudries inefficient
and unable to compete in the world market a the maintained exchange rate. A combination
of this factor and a generd decline in primary commodity prices raised the premium on
foregn exchange. Hence, dating in 1986, the import subditution drategy was discarded
and replaced with export orientation, followed by a devauation of the exchange rate and
combined with deregulaion messures in the domestic economy.

The economic deregulation began in 1986 with a liberdization of export-import
procedures® Since then, various deregulation messures were introduced in order to maeke
the economy more efficient. Despite some backward gteps, dl in dl, the government was
conddered successful in its efforts to increase the efficiency of its industries and improve
ther international  competitiveness (Fane, 1996). As a reault, by the late 1980s Indonesa

8t isimportant to note that the CPI isbased on urban prices only.

° Ealier, in 1983, the government had started deregulating the banking sector by dlowing banks to set their
own interest rates. In the same year, the government also devaued the exchange rate.



aopeared a last to be following the East Adan pettern of rgpid growth in labor-intensve
manufactured exports (Hill, 1991). Table 1 shows changes in red effective rae of
protection and coverage of nontaiff barriers in 1987 and 1995 cdculaed by Fane and
Condon (1996).

Table 1. Red Effecive Rae of Protection and Non-Tariff Barriers Coverage in Indonesia,

1987 and 1995
Redl Effective Rate of Non Tariff Barriers Coverage
Protection (%) of Vaue Added (%)

Sector 1987 1995 1987 1995
Agriculture 10 4 64 46
- Food crops 11 6 77 57
- Edtate & other crops 0 -6 73 33
- Livestock 17 7 25 3
- Forestry -30 -56 - 72
- Fshing & hunting 1 18 17 0
Mining & quarrying -13 -6 2 0
- Oil & gasextraction -13 -7 0 0
- Other mining -12 -4 28 0
Manufacturing 27 -5 53 14
- Food, beverages, & tobacco 106 21 85 25
- Textile, dothing, & footwear 78 -9 79 0
- Wood products 10 27 74 58
- Paper products 15 2 72 37
- Chamicds 44 -7 77 0
- Oil and gasrefining -13 -4 0 0
- Non-metd products 33 15 59 0
- Basc metds -1 -4 59 0
- Engineering 21 86 87 0
- Other manufacturing 95 12 4 0
All tredegble sectors 4 0 44 23

Source: Fane and Condon (1996)

Table 1 shows tha the manufacturing sector experienced the largest drop in
protection, both in terms of red effective rae of protection, as wel as, non-tariff bariers
coverage. For the whole manufacturing sector, the red effective rate of protection fel from
27 percent in 1987 to a negdive protection of 5 percent in 1995, while non-tariff barriers
coverage of vaue added fel from 53 to 14 percent during the same period. The agriculture
sector as a whole dso experienced a decrease in protection, where during the same period
red effective rae of protection fel from 10 to 4 percent and non-tariff barriers coverage of
vdue added fdl from 64 to 46 percent. Meanwhile, dthough the mining and quarrying
sector experienced an increase in red effective rate of protection, the level of protection for
this sector remained negdive and the few non-tariff bariers that existed were removed
during the period.

The trade liberdization measures and invesment reforms were amed primaily at
shifting the economy towards a more export oriented dructure based on non-oil exports.



By dl accounts these reforms were quite effective. The growth rate in red annud GDP,
without the benefit of oil revenues averaged 6.5 percent between 1987 and 1993
goproaching that of the rgpid growth during the ol boom period of 1971-81. Non-al
exports increesed subgtantidly during the period, accounting for 74 percent of totd
exports The manufacturing sector (incduding oil and gas manufecturing) led the economy
by accounting for dmost 30 percent of the GDP growth. Its GDP share grew Steedily and
reeched 21 percent in 1991 and thus for the fird time surpasing the GDP share of
agriculture.

Smultaneoudy with trade liberdization, Indonesa dso liberdized its foreign
invesment policy. The patern of foreign invesment in Indonesa after the liberdization in
the mid 1980s is reviewed by Thee (1991). He finds that there was a surge in foreign
invesment &fter the mid 1980s, which mogdly came from the four Newly Indudridizing
Countries (NICs): Hong Kong, Tawan, South Korea, and Singgpore. The mgority of this
new foregn invetment was export oriented and it occurred mainly in sectors in which
Indonesa has drong compadive advantege, such as labor and resource intensive
activities This contrags dtarkly with foreign invesment in the previous period, which had
srong domedtic orientetion and took place manly in cgpitd and technology intensve
sectors. Thee (1991) dso points out that the average size of the new foreign investments
after the mid 1980s is much samdler than invesments in the previous period.

V. Labor Market Ingtitutions

The deveopment of Indonesas labor market, however, is quite different from thet
of its goods and financid markets. Until the early 1990s, the Indonesan labor market was
raively free from digortions. The government did not intervene in wage determination,
nor did it enforce reguldions on laying off workers Along with that, the government
tightly controlled the union movement by dlowing only one government sanctioned labor
union. Therefore, as noted by Manning (1994), there has been little effective direct
govenment or union involvement in wage seting. In fact, this free labor market is
congdered one of the contributing factors to Indonesids high economic growth during the
pre-criss period.*®

The early 1990s however, witnessed dgnificant changes in the Indonesan labor
makel. Among them, three ae mod important. Firs, the government revoked the
regulation, which banned drikes. Second, the government dated to enforce the
implementation of regiond minimum wage regulations which were updated annudly.
Third, some independent labor unions were etablished despite the government's efforts to
dishand and dedare them illegd. Thee changes were in response to both internd and
externd pressures. The internd pressures came from the rising number of people who were
concerned with the fae of laborers in the increesingly indudridized Indonesian economy.
This indudes growing concern among senior policy mekers that somehow labor has not
shared in the high growth that has taken place in the economy (Agrawd, 1996; Edwards,
1996; Manning, 1994).

The externd pressures, meanwhile, were originated from increesng exports from
Indonesia to North America and the European Union (EU), where concern had risen about
labor market conditions in exporting devedoping countries. The focus was on workers in
export sectors who, it was camed, had poor working conditions, low wages, and the
denid of ther fundamentd right to form labor union. This beief has led to cdls for a
‘socid  dausg  in developed-devdoping countries  trade arangements, dipulaing  that

1 For review on Indonesia slabor market regulations, see Agrawal (1995) and Edwards (1996).



favored access to developed country markets would not be granted to countries where
labor standards are unsatisfactory (Addison and Demery, 1988).

Minimum wages were an important plank of government policy n the labor market
in the early 1990s. In a period of jus five years the government admost doubled the
minimum wages in red terms. However, employess in many smdl and medium enterprises
remained largdy unprotected. This is in addition to a large number of excluded casud
employment workers, which predominated in agriculture and condruction sectors. Hence,
the implementation of regulations on minimum weages did not reach the mgority of
workers (Manning, 2000; Rama, 2000).

The economic crigs in Indonesa which dated in mid 1997, hes unlesshed
unprecedented changes in the labor market. In May 1998 the crigs led to the fdl of an
authoritarian government, which had been in power for more than three decades. The
uccessve trangtiond government % which wes led by a protégé of the previous president
and in power only for 17 months until October 1999 % was under constant pressure to
reverse the authoritarian policy of its predecessor, facilitate the democratization process by
opening up the decison making process, and improve Indonesas bad records on human
rights, incdluding labor rights.

Eager to show tha the trangtiond government is not just a continuation of the
previous government, in less than one month after gaining power the then new government
raified the ILO convention no. 87 on “Freedom of Assodiation and the Protection of the
Right to Organiz€’ in June 1998. A year laer, in May 1999, the government ratified three
more convertions & once, i.e convention no. 105 on “Abolition of Forced
convention no. 111 on “Discrimination in Employment and Occupdion”, and convention
no. 138 on “Minimum Age’. With this as shown in Table 2, Indonesa hes raified dl the
core ILO conventions (Idam, 2000).

Table 2. Raification of Core ILO Conventionsin ASEAN-5 by 1999

ILO Convention Indonesa | Mdaysa | Phlippne  Thalad Singapore

No. 29 on Forced Labor Retified Ratified Ratified Ratified Ratified

No. 87 on Freedom of Ratified Not Ratified Not Not

Asociation and the retified ratified ratified

Protection of the Right to

Organize

No. 98 on Right to Ratified Ratified Ratified Not Ratified

Organize and Collective retified

Barganing

No. 100 on Equa Ratified Ratified Ratified Not Not

Remuneration ratified ratified

No. 105 on Abdlition of Ratified Ratified Ratified Retified Ratified

Forced Labor

No. 111 on Discrimination Ratified Not Ratified Ratified Not

in Employment and ratified ratified

Occupdtion

No. 138 on Minimum Age Ratified Not Not Not Not
ratified ratified ratified ratified

Source: Idam (2000)




Prior to the cridgs Indonesa hardly had forma socid protection programs to assst
individuds, households, and communities in deding with negetive shocks, induding labor
market shocks!* Smila to most other developing economies, Indonesans had reied
mogly on informd arangements for ther socid protection. Exceptions to this are socid
security schemes mandated for employess in medium and large enterprises (Jamsostek),
public sarvants (Taspen), the militay (Asabri), and hedth insurance for employees
(Askes)

Jamsostek is meant to provide socid security bendfits to workers in the forms of
lump sum payments upon retirement or death, work-rdaed injury and illnesses
compensation, and some hedth insurance for workers plus souses and up to three
children.®® The cost of this socid security arrangement is funded from deducting 2 percent
of workers wages plus a contribution from employers in the amount of egud to 37
percent of wages.™

As events evolved during the criss, these socid security schemes were proved
ineffective to function as socd protection for the mgority of the population, Smply
because they excduded most of the population, particulaly the poor. Therefore the
response of the government to the impending socid impects of the criss was to launch the
so-cdled socid sdfety net programs in late 1998. These ae a st of new, as wdl as
expanded programs widdy known as the “JPS’ programs, an acronym of the Indonesan
termsfor socid safety net, which is Jaring Pengaman Sosial.

One of the JPS programs is padat karya, which means, as an adjective, ‘labor
intengve. This is actudly not a single program but a lage st of activities under the
caegory of employment cregtion. These programs were cregted as a response to the threat
of burgeoning unemployment because of economic contraction, which had forced many
firms to dther lay off workers or shutdown completely. In accordance with the urban
naiure of the crigs, the initid geographica targets for the first round of ‘crash’ programs in
fiscd year 1997/98 were directed to urban areas plus some rurd aress, which experienced
harvest failures.

Following on these ‘cradh’ programs, in fiscd year 1998/99 there was a proliferation
of padat karya programs and there were more than a dozen different programs, which fell
into the ‘employment credtion’ category. These can be dassfied into four types. Fird,
ome programs were a redesigning of on-going investment and infradructure projects into
more labor-intensve type projects and modes of contracts. Second, other programs gave
block grants to locd communities such as the Kecamatan Deveopment Project, Village
Infrastructure Project, and PDM-DKE Program. These funds were directed to poorer aress,
and had ‘menus’ for the utilization of the funds that incduded the posshility of public
works with a labor cregting effect. A third st were specid Iabor -intensve works carried
out by sectord minidries such as the retraning of lad off workers caried out by the
manpower minisry. A fourth type of progran was a ‘food for work’ programs, typicdly
launched by international donors and NGOs in the drought stricken arees.

" socid protection programs include dl actions that are amed to (i) assst individuds, households, and

communities to better manage risk, and (i) provide support to the chronicaly poor (World Bank, 2000b).

2 This is a result of the Worker Socid Security Law, which was first issued in mid 1970s and then amended
in 1992. See Agrawal (1995), McLeod (1993), Purwoko (1999).

B By law, every worker is entitted to receive Jamsostek coverage. Firms, however, are dlowed to waive

paticipating in the hedth insurance scheme of Jamsostek as long as they have an equally comprehensive or
more superior scheme of their own.

!4 This amount does not include health insurance premium.



The coollection of padat karya programs were quite diverse and dthough specific
programs were targeted to aeas (such as the drought dricken areas), the lack of
coordination meant there was little or no systematic geogrgphic targeting of the st of
programs overdl. Within programs there were a variety of disagreements about desred
characteritics of intended paticipants but typicdly the beneficiaies were not chosen
according to any fixed adminidrative criteria Hence, to the extent there was targeting, it
was primaily through sdf-sdection.  Only those who were willing to work should have
been ale to receive the benefit. This sdf-sdection mechanism has the advantege over
adminigrdive criteria, dlowing individuds to choose to paticipae or not and cregies the
possjbili%/ of beng more flexible to unobserved household shocks than adminigrative
criteria

An evduaion dudy by Sumato et al. (2001) indicates that 5.6 percent of
Indonesan households had a least one household member who participated in a padat
karya progran during the criss Program coverage among the poorest 20 percent
households is 83 percent, compared to 4.9 percent among nortpoor households On
average, each paticipating household clamed to have spent an average of 4.5 mandays
per monthin padat karya programs.

V. The Structure of Labor Market

The dructure of Indonesan labor market now is quite different from the one thet
exiged in the mid 1980s when Indonesa darted deregulding its economy. Table 3 shows
some summary datigics on the Indonesian labor force from 1986 to 1999. In the course of
13 years the Indonesan labor force grew by 40 percent from 67.5 million in 1986 to 94.8
million in 1999.*° This implies an average annud labor force growth of 2.6 percent. During
the whole period, however, the labor force paticipaion rae was reatively seady between
66 and 68 percent. This implies thet the increase in the labor force sze was modly driven
by natural growth, i.e. driven by the past population growth.

Table 3. Descriptive Satistics of Indonesan Labor Force

1986 | 1989 | 1992 | 1994 | 1996 | 1997 | 198 | 1999
Labor force (million) 675| 728 762 837 882 89.6| 927 948
Participation rate (%) 665| 66.1| 678 668| 669 663| 669| 67.2
Femde (%) 39.2| 399 390| 389| 385 383| 388| 384
Urban (%) 216| 239 287| 313| 339 356| 360| 381
Formal sector (%) 26.7| 276 307| 361 379 391| 354| 369
Unemployment rete (%) 27 28 28 44 49 4.7 55 6.4

Source. Sakernas

Gender compostion of the ldbor force was dso rdadivedy dable where the
proportion of the femde labor force was rdatively steady between 38 and 40 percent. On
the other hand, there was a notable trend of urbanization in the labor force. The proportion
of urben labor force dmost doubled in the 13-year period from 21.6 percent in 1986 to

> See UMarto et al. (2000).

®In this paper, labor force is defined as population 15 year old and older who are working or looking for
work. Before 1998, the officid labor force datistics used population 10 year dd as the threshold age. The
change in threshold age was made in accordance with the adoption of the core ILO convention no. 138 on
minimum age, which dipulaes that the minimum age for employment is beyond basc educaion. Indonesia
adopts a nine-year basic education policy.




38.1 percent in 1999. Smilaly, there was a cdlear trend of formdization of the Indonesian
economy, a least between 1986 and 1997 period where the proportion of the forma work
force increased from 26.7 percent to 39.1 percent.)” There is an indication tha the crisis
has reversed this trend, where in 1998 the proportion of the forma work force fdl back to
354 percent. In 1999, however, the proportion of the formad work force has increased
again to 36.9 percent.

Interestingly, the unemployment rate has tended to increese, both during the pre-
crigs, as wdl as during the crigs periods In the earlier period, the unemployment rate
increesed from 4.4 percent in 1994 to 49 percent in 1996, while in the laiter period it
incressed from 4.7 percent in 1997 to 64 percent in 1999.® There is a strong possbility
that the increase in the unemployment rate in the later period was an impact of the criss,
as beween 1996 and 1997 the increase in unemployment rate has actudly levded off.
However, the earlier increese was more likdy to be caused by the increasng level of the
reservation wage. Economic growth and improvement in living sandard has caused more
people to be able to aford to refuse accepting the prevaling market wage rate and choose
to be unemployed.

In addition to the quantity, the (formd) quaification of the Indonesian labor force
has dso changed quite consderably. Table 4 shows the dructure of the labor force by
educaiion levd. In this table, those with upper secondary and higher educdion levels are
classfied as the killed labor force, while those with lower secondary and less educetion
levdls are dasdfied as the unskilled labor force® Using this definiion, the proportion of
the <illed labor force has continuoudy increesed from 10.6 percent in 1986 to 237
percat in 1999, This is due to increase in the proportions of both upper secondary and
tertiary educated labor force. Consequently, the proportion of the unskilled labor force hes
decreased, which was driven mainly by decreesing proportions of the labor force with no
schooling and unfinished primary, while the proportions of the labor force with primary
and lower secondary education actually still increased. °

™ The definition of forma work force here includes those who arel (i) seif-employed and helped by non-
permanent employees, except for those in the agriculture sector, (ii) sdf-employed and helped by permanent
employees, and (iii) wage employees, except for those in the agriculture sector.

8 The unemployment rates for the period before 1994 are not strictly comparable with the rates afterward. In
1994, the length of job search period asked in the survey was changed from the previous one week to the
previous one month.

¥ In redity, sills of workers are a continuum from the least skilled to the most skilled. Furthermore, the
forma education level is not the only determinant of s<kill. Other factors such as experience, on the job
training, and innate ability play roles in skill formation. The level of formd education, however, is probably
the most important factor and provides a good proxy for the level of <Kill. In addition, it has been widdy used
in other studies. In developed countries context, skilled labor is usudly defined as those with tertiary
education (see eg. Badwin, 1994). For the case of Indonesia, however, upper secondary education is perhaps
a more gppropriate cutting point, as in 1999 tertiary educated labor force ill made up only less than 5
percent.

% The incresse in school graduates in Indonesia starting in the mid 1970s was due to the government's school
congruction program. In the primary school leve, for example, between 1973 and 1978 the government
condiruct ed over 61,000 school s throughout the country (Duflo, 2000).



Table 4. The Structure of Labor Force by Education Leve (%)

Education Leve 1986 | 1989 | 1992 1994 | 1996 | 1997 | 1998 | 1999
Unskilled Iabor force 89.5 87.0 844 820 788| 7719 774 763
- No sthodling 191 163| 122 112 9.7 94 8.6 80
- Unfinished primary 28.7| 264 237 225| 189 204| 182| 170
- Primary 332 30| 370 364| 372 344| 364| 360
- Lower secondary 85 93 15 119| 130 137| 142| 153
Skilled labor force 106| 130| 1656 181| 212| 222| 226| 237
- Upper secondary 92| 111 132 151 174| 181 184| 191
- Tertiary 14 19 24 30 38 41 42 46

Source. Sakernas

Economic devdopment has brought dructurd trandformetion in the Indonesan
economy. Table 5 shows the distribution of employment by economic sectors® There was
a redigribution of sectord share of employment away from agriculture toward indusry
and, in paticular, services sector, a least during the growth period. Between 1986 and
1997 the share of agriculture in employment fdl from 589 to 40.7 percent, while those of
industry and services increased from 89 to 139 percent and from 322 to 454 percent
respectivdy. The fdl in employment share of agriculture was driven primaily by the fal
in employment share of the food crops sub-sector.

! The sectora disaggregation in Table 5 is dictated by the ones that are used in Sakernas. In the 1986 survey,
there were only four sectors identified: agriculture, industry, trade, and services. Between 1989 and 1994,
finer disaggregation of sectors increased the number of sectors to 17. These two different disaggregetions are
used to determine the sectors and sub-sectors in Table 5. Between 1996 and 1999, Sakernas used even finer
two-digit sectora codes.

10




Table 5. Sectord Didribution of Work Force (%)

Sector 1986 | 1989 | 1992 | 1994 | 1996 | 1997 | 1998 | 1999

Agriculture 589| 554| 525| 45.6| 435| 40.7| 450| 432
- Food crops - 416| 37.7| 282| 264| 254| 299( 280
- Eqate & other crops - 70| 90| 101| 90| 91| 93| 95
- Livestock - 33| 45| 62| 34| 31| 32 31
- Foredtry, fishing & hunting - 34 13 12| 47| 32| 25| 27
Industry 89| 10.7| 11.3| 141| 135| 139| 121| 138
- Mining and quarrying - 06| 07| 09| 09 10| 08| 08
- Manufacturing - 100 106| 132| 126| 129| 11.3| 130
- Food, beverages, & tobacco - 25| 27| 32| 34| 34| 28| 33

- Textile, dothing, & footwear - 23 25| 29 30| 31| 28 29

- Wood products - 20| 20| 28| 31 27| 28| 30

- Other manufacturing - 33| 34| 43| 31| 37| 29| 39
Sarvices 322| 339 36.1| 401| 430| 454| 43.0( 430
- Trade 157 151| 152| 17.2| 189| 199| 19.2| 197
- Non-Trade Services 165 188| 209| 229| 241| 255| 238| 233
- Utilities - 02| 02| 02 02 03| 02 02

- Condruction - 26 34 44 45 49 40 39

- Trangport & communication - 31| 34| 42| 47| 48| 47| 47

- Finance, insurance, leasing - 0.6 0.8 0.8 0.8 0.8 0.7 0.7

- Public service - 54| 50| 49| 41| 39| 47| 48

- Socid - 29| 42| 40| 43| 44| 35| 31

- Other non+trade services - 42| 39| 44| 56 64| 59| 59

Source: Sakernas

There was a temporary reversd of this trend during the criss, where in 1998 the
employment share of agriculture re-increased to 45 percent, while the share of industry and
savices fdl back to 12.1 and 43 percent respectively. In the following year, the long-term
trend of sectord employment share, which is decreesng in agriculture and increesng in
industry and services has dready returned. The employment share of agriculture, indudtry,
and sarvices sectorsin 1999is43.2, 13.8, and 43 percent respectively.

V1. Impact of International Economic Integration on Labor Market

This section andlyzes the rdationship between Indonesas integration with the
world economy and changes in its labor market. The firg sub-section reviews the ylized
facts of output and labor market changes in Indonesa snce the mid 1980s and ther
possble rdationship with changes in trade orientation. The second sub-section examines
the rdaionship between changes in kill premium and return to educaion with trade
policy more formaly usng an econometric goproach. The fourth sub-section discusses the
role played by technology in labor market changes.

VI.1. Output and Labor Market Responses

This sub-section andyzes empiricdly changes in the Indonesian labor market from
1986 to 1999. This period can be broadly divided into three sub-periods. Firg, from 1986
to 1989 as the dructurd adjusment period following the changes in Indonesds
development drategy from import subditution to export orientation in the mid 1980s
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Second, from 1989 to 1997 as the high growth period as a result of successful sructurd
adjusment in the previous period. Third, from 1997 to 1999 as the criss period which
reveded vulnerability of a seemingly fundamentally sound Indonesian economy.

Fgures 1 to 4 show the changes in output, employment, and wages from 1986 to
1999 in the agriculture, industrid, trade, and services sectors consecutively.?? Both
changes in employment and wages are disaggregated by skilled and unskilled workers: The
figures indicate that during the dructurd adjusment and high growth periods the
indudrid, trade, and services sectors have grovn a about the same pace, where ther
output indexes grew from 100 in 1986 to aound 230 in 1997. This implies an average
growth of 7.9 percent annudly. The output index of agriculture sector, meanwhile, only
grew from 100 to 136 during the same period, which implies an average growth of 2.8
percent annualy.
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Figure 1. Output, Employment, and Wage Responsesin Agriculture Sector

% Different from Table 5, now the services sector is disaggregated into trade and (nonrtrade) services sectors.
The trade sector includes ‘wholesdl€ and ‘retal’ trade, and adso ‘hotds and restaurants sub-sector.
Meanwhile, the source of the output data is the annual “Statistical Year Book of Indonesd’ published by
BPS.
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Figure 2. Output, Employment, and Wage Responsesin Industria Sector
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Figure 4. Output, Employment, and Wage Responses in Services Sector

During the criss period, however, the agriculture sector fared much better than the
other sectors In 1998, when output drank from the levd in the previous year by
unprecedented magnitudes of 9.2 percent in the indudrid sector, 18 percent in the trade
sector, and 19.6 percent in the sarvices sector respectively, the output of the agriculture
sector only dightly fdl by 0.7 percent. In the following year, the agriculture sector led the
recovery by growing podtivey a 2.1 percent, hdped by the indudrid sector, which grew
by 14 percent. Meanwhile, the trade and sarvices sectors in 1999 were Hill in negative
growth territory of 0.4 and 1.5 percent respectively.

During the whole period, employment growth of skilled workers in al sectors hes
been much faster than that of unskilled workers. Neverthdess, during the sructurd
adjugment and high growth periods both skilled and unskilled workers have gained from
podtive employment growth in dl sectors except in agriculture  where  unskilled
employment has continuoudy declined. This means that during these periods demand for
both types of workers in the economy had grown, absorbing & least a pat of the growing
supply of labor asindicated by the labor force growth in Table 3.

The higher growth of skilled workers employment compared to unskilled workers
was in line with the increesng rddive supply of skilled workers as indicated by Table 4.
Figure 5 shows the indexes of the <killed and unskilled labor supply in Indonesa The
figure indicates tha the supply of skilled workers has grown much fagter than that of
unskilled workers * The number of skilled workers in 1999 is about 3.2 times the number
in 1986. Meanwhile, the number of unskilled workers only increesed by 1.2 times during

% Investment in education might be endogenous to trade liberdization. For example, an incresse in demand
for kill due to trade liberdization can induce more investment in education. In Indonesa, however, the
government has played a crucid role in the expanson of the education sector through school construction
program. The program was darted in early 1970s, long before trade liberdization, and it was financed mainly
by revenuesfrom ail export. See Duflo (2000).
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the same period. Furthermore, the number of unskilled workers toward the end of the
peiod has been rdaivey condant, indicating a levding off in the growth of unskilled
labor.
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Fgure5. Supply of Skilled and Unskilled Workers

During the criss there was a redlocation of unskilled workers from indudtrid,
trade, and sarvices sectors to agriculture, reversing the trends in the previous period.
Silled workes meanwhile, faced employment opportunity drinkage only in the
industirid  sector.  Perhaps  unexpectedly, the trade, services and agriculture sectors
continued to expand their employment of skilled workers.

In contrast to the employment trends there was a tendency for red wages of
unskilled workers to grow faster than those of skilled workers, but this was most gpparent
in the agriculture sector. In this sector, the red wages of unskilled workers in 1997 were 56
percent higher than those prevaled in 1986. On the other hand, the red wages of skilled
workers in 1997 were in fact 5 percent lower then in 1986. The implication of this is a
declining trend in wage inequiity between skilled and unskilled labor in this sector.

Smilar wage trends were aso observed in the other sectors, dbeit less strong than
those that occurred in the agriculture sector. In the indudrid sector, the red wages of
unskilled workers in 1997 were 41 percent higher than in 1986, while the red wages of
skilled workers were only 5 percent higher, implying dso decreesng wage inequdity in
this sector.* During the structurdl adjustment period, however, skilled wages actudly grew
fagter then unskilled weges, but this was only for a short period and soon afterward the

# The significant increase in unskilled wages might have been partialy enhanced by the end of dua “Lewis’
labor market in Indonesia (Manning, 1995). In a duad labor market, unskilled labor in the modern sectar has a
perfectly elastic supply due to a very large pool of unskilled labor in the traditional sector ready to enter the
modern sector (Lewis, 1954). Hence, in a dud labor market an increase in demand for unskilled labor, for
instance due to trade liberalization, will result in an increase in employment but no change in the wages of
unskilled labor.
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trends reversed. This confirms Suryahadi et al. (1999) that there was an increase in wage
inequelity between <killed and unskilled labor in the menufacturing sector during the
second hdf of the 1980s The reason for this is thet, due to economic dereguldion in the
mid 1980s the rdative demand for skilled workers in the manufecturing sector during this
period 2r;as shaply accderated, dbeit only temporarily and the supply effect caught up
quickly.

In the trade and sarvices sectors, the growth of unskilled wages was consgently
dightly higher than skilled wages growth, but the wages growth itsdf was not as high as
those achieved in the agriculture and indudrid sectors. During the criss, both skilled and
unskilled workers suffered from dedining red wages in dl sectors?® By 1999, however,
thelr red wages was dready on the peth to recovery.

VI.2. Changesin Skill Premium and Return to Education

The previous sub-section indicates the tendency for unskilled weges to have grown
fader than <killed wages implying a dedining trend in skill premium. These reaults
however, are dravn from comparing uncontrolled means of wages. In this subsection, the
changesin kill premium are verified usng wage regressons of the following modd:

Inw, =a +bS§ +gX, +1Z; +e ()]

Where w denotes wage per hour, S is a dummy varigble of skilled worker, X is a vector of
worker characterigics (gender, experience, and experience squared), and Z is a vector of
control variables (province, urban-rurd aress, and sector of occupation). Education levd is
not incdluded in the worker characteridic varidbles as it is dready ceptured by the skilled
worker varigble.

The regressions are run on data of workers in dl sectors as well as in each sector
for each year. The primary interest of these regressons is on the b parameter, which is the
kill premium. The results are summarized in Figure 6.

% See Suryahadi (1999).

%0t is agued that this large decline in red wages reflects the rdaively flexible nature of the Indonesan
labor market and has prevented the unemployment rate from increesng much more dgnificantly. See
Feridhanusetyawan (1999), Manning (2000), Skoufias and Suryahadi (1999).
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Figure 6. Skill Premium Trends

The results for dl sectors indicate that <kill premium has indeed continuoudy
declined before the criss It fdl from 86 percent in 1986 to around 75 percent in the lae
1980s and early 1990s and to around 70 percent by the mid 1990s. During the criss, the
kill premium dightly increased, but has returned to the pre-criss level by 1999,

In gengd, dmilar trend in <kill premium, with some variations can dso be
observed in each sector. In the agriculture sector, the skill premium dropped sharply during
the adjusment period from 72 percat in 1986 to 38 pecent in 1989. During the high
growth period, however, there was a temporary sharp increase to 50 percent in 1994. In the
indugtrial  sector, the <kill premium did not fal during the sructurd adjustment period. It
did fdl, however, during the high growth period from 57 percent in 1989 to 44 percent in
1997.

The trade sector shows a different trend in skill premium. During the high growth
period, it increesed makedly from 50 percent in 1989 to 63 percent in 1994. On the other
hand, the kill premium in this sector did not increese during the criss. The sarvices sector
hes the highest skill premium compared to other sectors The kill premium in this sector
was A percent in 1986, which then fel to 81 percent by 1997, but snce then has increased
agan during the criss to reach 86 percent in 1999.

In the modd represented by equetion (1), the skill premium can dso be interpreted
as the rate of return to education a a very aggregated leve, i.e. the percentage increase in
wages of those with upper secondary education or higher compared to those with less than
upper secondary education. To examine the changes in return to education a a more
dissggregated leve, the varidble S in equaion (1) now represents a vector of educaion
dummy vaiables The modd is then run for the whole sector and the results ae
summarized in Hgure 7.
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Figure 7. Rate of Return to Education Trends

Each line in Fgure 7 represents the percentage increase in wages of those with the
respective education level compared to those with no schooling. The figure indicates thet
from the mid 1980s to ealy 1990s, the raes of return to dl levds of educaion
continuoudy dedlined. In the subsequent period, the rates of return to unfinished and
finished primary education were reatively congant, while the rates of return to secondary
and tertiary education continued to dedine This means tha thee findings from
disaggregated return to education are condgent with the finding of declining trend in kill
premium in FHgure 6.

Furthermore, Fgure 7 gives some indicaion on the role of minimum wage policy
in the dedining wege inequdity. After the introduction of the minimum wage policy in the
1990s, the curves for those with unfinished primary and completed primary educetion are
rativey fla, while the curves for those with tetiary and upper secondary education are
continuoudy dedining. This indicates that dedining <kill premium has been more
important than minimum wages on reducing wage inegqudity in Indonesa

V1.3. The Role of Technology

The role of technology in affecting changes in Indonesan labor make wes
investigated by Suryahedi et al. (1999). To measure technologicad change, they adopt two
indirect indicators of technologicd change. The fird is the proportion of an industry’s
capital stock that is “new” (defined as less than 5 years old) and the second is the extent of
foreign paticipation, as messured by the proportion of firms in manufecturing that ae
foreign owned and by their proportion of manufecturing output. These are based on two
assumptions. Frs, mog new technologies are foreign sourced and embodied in imported
capitd.?’ Second, foreign investment, which is primaily trade in entrepreneurship and

? The role of new investments in the diffusion and adgptation of new technologies is emphasized, for

example, by Metcalfe (1990).
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idess, tends to be associaed with technicd advances whether or not it brings with it
imported physical capital.?

They find that the proportion of new cepitd was rdaivey dable a around three
percent of the totd capitd stock during the late 1970s.  During the 1980s, however, there
was a Subgtantid accderation in new capitd from around two percent of the totd capitd
dock in 1987 to 10 percent in 1991. Meanwhile, the trend in foregn paticipaion up to
the mid 1980s was decreasng. Since then it has been increasing, reflecting the more liberd
policy on foregn ownership in this period. The results of ther analysis show that the faster
the rate of accumulation, and hence the larger is the proportion of new capitd stock, the
gregter is the rdaive demand for skilled labor. For foreign investment, meanwhile, they
find tha most of it took place in lower technology indudtries with a dgnificant effect on
increesng the rdative demand for unskilled labor. They argue that, ater the mid 1980s
most foreign invesors came to Indonesa seeking to exploit the country’s comparaive
advantage in unskilled labor -intersive goods.

VII. Concluson and Implication

The role of internationd economic integration on labor market changes in
developing countries is a controversd yet not wel-researched subject. Part of the reason is
probably because it is very difficult to esablish the counterfectud, i.e. what would have
happened had a paticular country avoided international economic integration. Theoreticd
predicion based on the smple twocountry two-good two-factor Heckscher-Ohlin
Samudson modd is thet international economic integration will benefit unskilled labor in
developing countries.

For the case of Indonesia the HOS prediction is ill observed despite continuoudy
growing labor supply, which is a violation to one of the HOS assumptions Internaiond
economic integration has been associaed with srong growth of outputs in the indudrid,
trade, and services sector. As a result, these sectors have expanded their employment of
both skilled and unskilled workers. The agriculture sector, meanwhile, has hed lower
output growth compared to other sectors. Employment of unskilled workers in this sector
has tended to dightly decrease over time Its employment of skilled workers, however, has
grownfast.

This implies that what has happened was not drictlly a redlocation of unskilled
labor from agriculture to indudrid sector and vice versa <killed labor from indudrid to
agriculture sector. Rather, the economy has had to cope with growing supply of both
illed and unskilled labor. Growing output assodated with  interngtiond  economic
integration has meade it possble for the economy to expand employment opportunities for
both skilled and unskilled labor. The fagter growth of skilled labor supply hes dictated a
growing redive employment of skilled labor in dl sectors.

Red wages have ds0 in generd increesed. In paticular, the growth of unskilled
wages has been dgnificantly faster than skilled wages growth. The growth of skilled wages
has been more fluctudive, induding negaive growth during some periods in some sectors.
As a result of this wage growth differentid, reative wage of unskilled labor has tended to
increese, implying a decreese in wage inequdity between skilled and unskilled labor. This
is confirmed by the long term dedining trend in skill premium.

Dedlining wage inequdity is conagent with the HOS prediction on the effect of
increesng  internationa  economic  integration.  However, it is adso conddent with

% Ruffin (1993), for example, finds that countries, which are recipients of foreign direct investment, tend to
have higher rates of technological change.
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increasing relative supply of skilled labor. Hence, it is possble that the effects of both
factors on reducing wage inequdity between skilled and unskilled labor have reinforced
eech other. Neverthdess it is dso dill possble that increesng internationd  economic
integration has put pressure on increesng wage inequdity but this tendency has been
overwhelmed by the increase in relative supply of skilled workers ®

The economic crigs has disupted some of the long-term trends in the labor market.
However, if the latest data provides an accurae indicetion, the disruption is only for a $ort
peiod of time The longterm trends of increesng relaive employment and decressng
relaive wage of killed labor arelikely to continue soon.

The mog important implication from this dudy is tha economic growth is a
necessary condition for improvement in labor market conditions. The recent experience of
Indonesa is vey illuminging. During the high growth period, employment and red wages
of both skilled and unskilled lebor increased. ® On the other hand, during the crisis period,
employment and red wagesfell.

However, rdying on economic growth done to improve the fae of workers is
clearly inaufficient. As the crigs experience has shown, there is a need to credte
mechaniams tha provide protection for workers from labor maket risks such as
unemployment and work injury. In addition, increesing urbanization and formdization of
the economy, declining birth rate, and increasng life expectancy, dl hes the effect of
weskening the informa socid protection system.

Cregting more formad mechanisms however, is not easy, as they need to be
bdanced 0 a not to impinge on labor market flexibility. Smply importing labor
protection mechaniams from developed countries is implausble due to objective conditions
of the Indonesan labor market. Economicdly, ‘unemployment insurance is imposshle
when the informa sector dominates the labor market and ‘socid security’ is impossble
when a record of earnings for most workers cannot be made. The excluded mgority will be
amply too large to make such mechanisms an effective protection for most workers.

In addition, a traditiond socid security sysem 3% a ‘pay as you go' system tha
depends on current tax obligations to fund penson ligbilities for currently retiring workers
in the formd sector % is usudly a bad idea as a poverty indrument in developing
countries, even though it may be a good idea as a povety indrument in developed
countries.  In most developed countries, higoricaly, socid security schemes  were
introduced firgt for forma sector workers, as only they can be effectivdy taxed and have
earnings recorded. Then later developments reved tha these schemes are under funded,
forcing payments to be supplemented from generd revenues, not only from accumulated
savings. Hence, the schemes became a transfer from the poor, who pay indirect taxes, to
therich.

Indonesa can only gradudly move to a formad socid security sysem. Like the
higoricd trend in developed countries, it can dat from forma sector workers. However, it
is important to avoid mistakes made in other countries. There should be a dear provison
that prohibits the system from becoming atransfer mechanism from the poor to the rich.

® Even if trade liberdization does incresse wage inequality between skilled and unskilled labor, the resulting
economic growth ill makes trade liberdization an effective instrument to reduce poverty. In the case of
Indonesia, the officid headcount poverty rate during the trade liberdization period decreased from 21.6
percent in 1984 to 11.3 percent in 1996, a decrease of over 10 percentage pointsin a12 year period.

® 0t s important to point out that much of the period after trade liberdization coincided with a period of
macroeconomic  stability in Indonesia. This might have hdped in shaping a favorable impact of trade
liberdization on the labor market.
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Given the current dructure of the economy, it will ill take a long time before it
will be economicaly feesble for a forma socid security sysem to act as a universal socid
sdfety net in Indonesa In the meantime, rougher measures need to be put in place in order
to provide protection for the exduded mgority of workes This will require the
maintenance of some criss socid safety net programs currently in place, paticularly the
employment cregtion and open menu socid fund programs, but & a much smdler scde
The purpose is to be able expand such protection programs when the need for doing s
arises.

One important research question thet needs to be resolved is separating the effects
of internationad economic integration and increesing relative supply of <killed labor on the
obsarved increasing rdadive employment of <killed labor and decreasing wage inequdity
between skilled and unskilled labor. Knowing the effect’s direction and magnitude of each
fector will be useful, as it will give a more precise edimate on how international economic
integretion affects the labor market in Indonesa In order to do this the reative demand
for skilled workers has to be estimaed and then rdlae changes in this to trade and trade

policy.
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