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Abstract

Despite Indonesia’s impressive economic growth, it still lags behind other countries with a similar income
level in terms of the quality of its human capital. This paper argues that one key factor explaining this low
quality of human capital relates to the lack of focus and clear strategies to develop its education system. This
paper attempts to assess Indonesia’s current state of human capital development with particular focus on its
education sector. In order to benefit from its demographic bonus, Indonesia needs to to improve its current
education and skill-training system. Better education and skill-training system will support the country’s effort
to reduce poverty and youth unemployment. The effectiveness of public spending in education should be
improved to raise the quality of education. Indonesia needs to integrate its human capital development plan
with its economic master plan.

Keywords: Human Capital; Poverty; Unemployment; Education; Development

Abstrak

Meskipun mencatatkan pertumbuhan ekonomi yang mengagumkan, kualitas sumber daya manusia Indone-
sia masih tertinggal dibandingkan negara lain dengan tingkat penghasilan setara. Tulisan ini berpendapat
bahwa faktor kunci yang menjelaskan rendahnya kualitas sumber daya manusia berhubungan dengan
ketiadaan strategi yang terfokus dan jelas untuk mengembangkan sistem pendidikan Indonesia. Tulisan ini
menilai kondisi kekinian dari pengembangan sumber daya manusia Indonesia dengan fokus khusus pada
sektor pendidikan. Agar dapat mengoptimalkan manfaat dari bonus demografi, Indonesia perlu membenahi
sistem pendidikan dan pelatihan keterampilan. Sistem pendidikan dan pelatihan keterampilan yang lebih
baik akan menunjang upaya pengentasan kemiskinan dan pengurangan pengangguran muda. Efektivitas
pengeluaran pemerintah di sektor pendidikan perlu ditingkatkan guna meningkatkan kualitas pendidikan.
Indonesia perlu mengintegrasikan rencana pembangunan sumber daya manusia dengan master plan
perekonomian.

Kata kunci: Sumber Daya Manusia; Kemiskinan; Pengangguran; Pendidikan; Pembangunan

JEL classifications: 125; O15

1. Introduction ment indicators. Between 2000 and 2011, Indone-
sia’s GDP per capita has increased from US$2,000
to US$3,600, and the poverty rate has decreased

After tlhe Asian financial CI’ISIS. in .1 997—1 998, Ip- from 19.1 percent to 12.5 percent (Dirjen Anggaran
donesia has been able to maintain its economic 2013).

growth at 6 percent per annum on average. This

sustained economic growth has contributed to In- Despite these impressive achievements, Indone-
donesia’s improved economic and social develop- sia’s economic and social development, however,

still lags behind those of its East Asian neigh-

G pr—— 5 Penel B (P2E) bors, including South Korea, Taiwan, Singapore,
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E-mail: Latif_adam@yahoo. com. au. identified as the cause of why Indonesia’s eco-
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pressive as those of its more developed and richer
Asian neighbors. One key factor relates to the lack
of focus and clear strategies to develop its edu-
cation sector, which adversely affects its human
capital development. The country’s education sys-
tem, in various ways, has not been conducive to
support the development of human capital. This
is because Indonesia’s education policies tend to
be supply-driven rather than demand-driven. Lack
of understanding of the characteristics, the needs,
and the problems of human capital is the main cul-
prit. These supply-driven policies are inadequate
to respond to market demand and often they are
poorly tailored for developing the needed skills and
knowledge accumulation (Di Gropello, Kruse and
Tandon 2011).

The 2011 Human Development Index (HDI) Report
ranked Indonesia 124th out of 187 countries sur-
veyed. The report indicates that the poor quality
of human capital in Indonesia can cost the coun-
try to lose its growth potential. Without clear focus
and strategies to reform its education system, In-
donesia may fail to benefit from its demographic
bonus. The latter is defined as the state where
the ratio of productive-age population is greater
than the non-productive one. Therefore, Indone-
sia needs to focus on improving its education and
skill-training system in order to benefit from its de-
mographic bonus. With better human capital, In-
donesia can sustain its economic growth and sup-
port its goal to reduce poverty and unemployment.
In addition, Indonesia also needs to consider how
to reduce huge disparities in terms of education
outcomes throughout the country. Under the Eco-
nomic Master Plan for the Acceleration and Expan-
sion of Economic Development (MP3EI), the gov-
ernment puts human capital as one of the three pil-
lars for Indonesia’s long term development. To be
successful, the MP3EI must be accompanied with
clear policies and strategies on how to develop hu-
man capital to support country’s economic devel-
opment.

Ironically, despite stating the importance of human
capital in the country’s economic masterplan, the
government still allocates more public fund on fuel
subsidy compared to education, health, and so-
cial protection. For example, in 2014 Indonesia
will spend about 3.4 percent of its GDP (around
Rp246.5 trillion) on fuel subsidy. At the same time,
it will only spent Rp134.5 trillion on poverty reduc-
tion programs, Rp70.5 trillion on the health sector,

and Rp91.8 trillion on social assistance programs
(Dirjen Anggaran 2014). The government’s ratio-
nale on giving priority to fuel subsidy in order to
help the poor is very misleading. Several studies
have shown that the fuel subsidy does not bene-
fit the poor, since the bulk of the subsidy goes to
the non-poor community (P2E-LIPI 2008a; World
Economic Forum 2013).

This paper tries to assess the current state of hu-
man capital development in Indonesia with a par-
ticular focus on the education sector. We analyzed
the national labor force survey data to examine
some indicators of human capital in Indonesia, in-
cluding the education profile of the workforce, in-
equality in education and unemployment rate. The
key finding reiterates previous studies' that found
poor education outcomes in Indonesia were due to
low quality of teaching, high drop-out rate among
the disadvantage group, and inefficient public fi-
nancing among others. The paper argues that In-
donesia needs to integrate its human capital devel-
opment plan into its long-term development strat-
egy. Section two describes the current state of hu-
man capital in Indonesia with a particular focus on
the education sector. Section three illustrates the
positioning of human capital in the context of the
economic master plan. Section four provides pol-
icy recommendations.

2. Literature Review

2.1. Current Situation of Human Capi-
tal in Indonesia

2.1.1. Poor Quality of Human Resources

If we refer to Indonesia’s human development in-
dex, Indonesia’s human resources rank relatively
low compared to other countries with the same
level of income per capita. Ina UNDP (2011) report
on human development, out of 187 countries sur-
veyed, Indonesia only ranked 124 in terms of the
human development index (Table 1). The human
development index measures the quality of human
resources in one country based on three compo-
nents, namely the education index, health index,

'See for example Di Gropello, Kruse and Tandon (2011),
Suryadarma and Jones (2013), and World Bank (2013).

Economics and Finance in Indonesia Vol. 61 No. 2, August 2015

https://scholarhub.ui.ac.id/efi/vol61/iss2/2
DOI: 10.47291/efi.v61i2.506



Adam and Negara: Improving Human Capital through Better Education to Support Indon

94 Adam, L. & Negara, S.D./Improving Human Capital through Better Education...

Table 1: Human Development Index of Selected Countries, 2011

HDI Rank  Country Human Development  Life Expectancy = Mean Years of  Expected Years Gross National
Index (HDI) at Birth Schooling of Schooling  Income per Capita

Value (Years) (Years) (Years) (Constant 2005

PPP$)

1 Norway 0.943 81.1 12.6 17.3 47,557
2 Australia 0.929 81.9 12.0 18.0 34,431
3 Netherlands 0.910 80.7 11.6 16.8 36,402
12 Japan 0.901 83.4 11.6 15.1 32,295
13 Hong Kong 0.898 82.8 10.0 15.7 44,805
15 South Korea 0.897 80.6 11.6 16.9 28,230
26 Singapore 0.866 81.1 8.8 14.4 52,569
61 Malaysia 0.761 74.2 9.5 12.6 13,685
84 Brazil 0.718 73.5 7.2 13.8 10,162
101 China 0.687 73.5 7.5 11.6 7,476
103 Thailand 0.682 741 6.6 12.3 7,694
112 Philippines 0.644 68.7 8.9 11.9 3,478
124 Indonesia 0.617 69.4 5.8 13.2 3,716
128 Viet Nam 0.593 75.2 5.5 10.4 2,805
134 India 0.547 65.4 4.4 10.3 3,468
138 Laos 0.524 67.5 4.6 9.2 2,242
139 Cambodia 0.523 63.1 5.8 9.8 1,848
149 Myanmar 0.483 65.2 4.0 9.2 1,535
187 Congo 0.286 48.4 3.5 8.2 280

Source: UNDP, Human Development Report 2011

and income per capita index. According to this
composite index, the quality of Indonesia’s human
resources is lower than some of its ASEAN neigh-
bors, including Singapore, Malaysia, Thailand, and
the Philippines. In Asia, Japan, Hong Kong, and
South Korea are the three top-ranked countries in
terms of the human development index, implying
the high quality of human resources in those coun-
tries.

This report suggests that the Indonesian govern-
ment needs to put a greater effort to improve the
country’s human development programs if it wants
to maximize the benefit from its demographic
bonus. According to a World Bank report (2009),
within the next two decades, Indonesia will expe-
rience a demographic dividend, in which depen-
dency ratio (the ratio of young and elderly to work-
ing age population, 15-65 years old) will reach
its lowest level before picking up again. According
to recent government report, by 2020-2030, two
third of Indonesia’s population will be in the pro-
ductive age, which means the country will have
a large potential workforce to support the econ-
omy (Bappenas-BPS-UNPF 2014). In the region,
Indonesia can be a hub for skilled labor-intensive
industries. But in order to make the most of this
potential, the country needs to prepare its work-
force to be ready for entering a highly competitive

labor market. This large, young and growing work-
force also needs quality jobs, because otherwise
there will be potential social conflicts in the future?.
These social conflicts can in turn lead to political
instability such as what, for instance, happened in
Egypt and Chile.

Jimenez, Nguyen and Patrinos (2012) have stated
that countries need to pay attention to the devel-
opment of their human resources in order to avoid
the "middle income trap". They have argued that
many countries, such as Malaysia, lose momen-
tum in making the transition from middle- to high-
income status, as they fail to prepare their young
workforce with the right skills.

In view of this potential, the next development chal-
lenge for Indonesia is how to prepare its large,
young and growing workforce to respond quickly to
the global market changes. This young workforce
has to have good health, good education, useful
skills, and a conducive environment to nurture their
potential and develop their capacity. This is the rea-
son why Indonesia needs to emphasize its human

2Manning and Purnagunawan (2011, p. 324) cited recent
political turmoil in Egypt and Middle Eastern countries as ex-
amples of how high youth unemployment and the poor quality
of jobs for youth in those countries have triggered huge social
unrest and toppled the ruling government.
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resources development agenda and especially to
prepare its education system so that it can respond
to the global changes.

Education is one of the most important means for
reducing poverty and sustaining economic growth.
The role of education is important to prepare the
quality human capital needed to build a strong
society and competitive economy. Education is
positively correlated to productivity, labor earnings
and individual income. Empirical evidences have
shown that the relationship between education and
earnings is especially important for the poor as
in many cases labor is their only significant asset
(Card and Krueger 1996; Choi and Jeong 2003;
Hawley 2004; Chen 2009).

Indonesia has been successful in increasing en-
rollment rates in primary education since the mid-
1970s. As a result of the government’s sustained
drive to expand the number of schools and teach-
ers, the enrollment rate in primary schools rose
from 72 percent in 1970 to 95 percent in 2010,
while the rate for junior secondary education in-
creased from 17 percent in 1970 to 68 percent in
2010. The senior secondary education enroliment
rate increased to 46 percent from 17 percent dur-
ing the same period?.

However, this impressive aggregate indicator has
masked wide regional and systemic variations
within the country. In Indonesia, disparities be-
tween provinces are quite large due to an unbal-
anced development strategy, which is biased to-
ward Java. The Eastern part of Indonesia, includ-
ing Nusa Tenggara Barat, Nusa Tenggara Timur,
Maluku Utara, Maluku, West Papua, and Papua,
has experienced wide development gap compared
with that of Java. High disparities indicate that
these regions need extra support from central gov-
ernment. For example, junior secondary net enroll-
ment rates ranged from 49.7 percent in Papua to
75.4 percent in Yogyakarta, and at the senior sec-
ondary level, from 35 percent in Papua to 58.4 per-
cent in Yogyakarta®.

Despite the success in enrollment expansion at the
primary education level, inequalities remain at the
junior secondary and senior secondary levels. In
2010, the net enroliment rate in junior secondary

3 Author calculation based on Susenas 2010 data.
4Author calculation based on Susenas 2010 data.

school of the richest quintile of the population was
about 10 percent higher than that of the poorest
quintile®. Nearly all children entered the early pri-
mary grades, due to the national compulsory ba-
sic education program. However, the Susenas data
have shown that those who belong to the poor-
est income quintile drop out quickly. This category
completes the fewest years of schooling. These
patterns indicate the critical junctions in the school
cycle when children from poor households begin to
fall far behind.

To keep children from poor households finishing
their school until senior high school and then con-
tinue to higher education is a very challenging task.
Economic obstacles become the primary reason
why these children drop out of school as early as
junior high school. Most of the children from poor
households work as family workers to help their
parents earn a living. In this regard, policy interven-
tion should be started by providing financial and
non-financial assistance as well as increasing the
parents’ awareness to keep their children at school
(Moeliodihardjo 2013). In addition, the government
needs to strengthen the outreach programs to tar-
get students at all levels of education, including
primary and secondary education. The education
system needs to ensure that students are aware
of their options as they progress through school.
In communities where parents have no knowledge
or experience of higher education, outreach pro-
grams will benefit from the inclusion of parents as
well (Moeliodihardjo 2013).

There are several critical issues that Indonesia
needs to tackle in order to move forward and
achieve its higher goals in education. First issue is
how to encourage all students to complete senior
secondary level, that is to keep school-age children
at school. The second issue is how to ensure that
in poorer and disadvantaged regions, including re-
mote and isolated regions, children have full and
equal access to schools that provide a conducive
learning environment and effective instruction. The
third issue is how to provide education that is of ac-
ceptable quality and is relevant to the economy and
society. The fourth issue is how to improve the ef-
fectiveness in education spending. Between 2008
and 2011, the budget on education has increased
from Rp60.5 trillion to Rp91 trillion. However, as a

5Author calculation based on calculation from Susenas 2010
data.
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recent World Bank (2013) study points out, the in-
crease in the budget is not correlated significantly
with the better educational achievement. This indi-
cates that the public fund has not been used ef-
fectively. The increase in spending goes mainly for
increasing teacher’s salary with no significant im-
provement of the students’ learning outcomes.

Currently, the quality of schooling in Indonesia is
lagging behind other countries. In fact, the rapid
expansion of enroliment has yet to produce grad-
uates with the consistently high quality of knowl-
edge and skills needed to become a valuable input
to economic production. International comparisons
confirm the poor learning outcomes in Indonesia.
The student’s low learning outcomes are shown
in the 2009 Program for International Student As-
sessment (OECD 2009: Table 2), which looks at
how well 15 year olds score in mathematics, sci-
ence, and reading tests. In these three subjects,
Indonesia ranked very low, i.e. 61, 60, and 57 out
of 65 countries in each respective subject.

On a proficiency scale from zero to six for math-
ematics, over 50 percent of Indonesian students
did not reach level one. In reading, only 35 percent
were able to complete more than the most basic
reading tasks (World Bank 2008).

In higher education, the national system has ex-
panded rapidly driven by increased number of sec-
ondary graduates and people’s income. To re-
spond to this demand for higher education, the
number of private higher education institutions has
increased to more than 3,100 institutions by 20128,
Higher education is important to contribute towards
the expansion of a highly skilled workforce and the
building of a strong foundation for the development
of a knowledge-based economy. In this sector, a
number of challenges need to be addressed.

In terms of higher education enroliment, Indonesia
needs to catch up with other neighboring countries.
The country needs to boost its currently low higher
education enrollment rates of 24.7 percent to be on
par with the other middle income countries (Figure
1). One of the key factors constraining higher ed-
ucation enrolment in Indonesia is the difficult tran-
sition from senior high school to university. There

6The government has been concerned about the expansion
of private higher education institutions without clear quality con-
trol. In view of this concern, the DG of Higher Education has
been stopping new application for new higher education institu-
tions. See Kompas.com (2012)

is a relatively high drop-out rate after senior high
school as high school graduates tend to choose to
enter labor market early (Moeliodihardjo 2013).

In addition, noticeable inequalities have remained
across income groups, in which only three per-
cent of children from the poorest quintile were in
higher education compared to about 40 percent in
the richest quintile’. The government intervention
through scholarship for poor students has not been
quite successful due to difficulties in targeting the
poor and the high criteria set for scholarship recip-
ients (e.g. maintaining high GPA) which are often
the main weakness of poor students.

Indonesia’s universities are also largely isolated.
They do not establish solid linkages with inter-
national higher learning network in research and
development. They also have not strongly estab-
lished strong linkages with business and industry
network. Their curriculum is rigid and incompatible
with industry’s needs. As a result, the higher ed-
ucation produces graduates who are less able to
meet the growing need for the more broad-based
and flexible skills that the industry currently needs
(Di Gropello, Kruse and Tandon 2011).

The demand for skills in Indonesia is expected
to increase rapidly as the country embarks on a
higher development stage. Indonesia is trying to
shift its economy from a resource-based economy
to a knowledge-based economy. This will bring In-
donesia up the value chain in a wide range of
sectors, with the help of its vast pool of human
resources. In this aspect, there have been signs
of increasing skills shortages, especially in larger,
foreign-owned and exporting firms (Enterprise Sur-
veys 2010). In order to meet the increasing de-
mand for skills, Indonesia’s education system must
be able to produce not only a higher number of
skilled workers (that is the share of workers with
a certain level of education and training), but also
relevant and useful skills (thinking skills, communi-
cation skills, learning skills, and adaptation skills).
The education system will, therefore, need to pro-
vide graduates with complex competencies, which
are the ability in using knowledge, skills and other
abilities at work, and life-long learning, beyond
technical skills. Based on a World Bank Enter-
prise Surveys (2010), there have been significant
weaknesses in some thinking and behavioral skills

7 Author calculation based on Sakernas 2008 data.
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Table 2: Student Performance on Mathematics, Science and Reading Tests, PISA 2009

Country Mathematics Mathematics Science Score Science Rank Reading Score Reading Rank

Score Rank Out of 65 Out of 65 Out of 65
Countries Countries Countries

China 600 1 575 1 556 1

Singapore 562 2 542 4 526 5

Hong Kong 555 3 549 3 533 4

Korea 546 4 538 6 539 2

Taiwan 543 5 520 12 495 23

Japan 529 9 539 5 520 8

Thailand 419 50 425 49 421 50

Indonesia 371 61 383 60 402 57

Source: Program for International Student Assessment (PISA), 2009

OECD

East Asia & Pacific...
Japan
Hong Kong
Korea
Malaysia
Thailand
China
Indonesia
Philippines
Mongolia
Vietnam
Lao

Cambodia
T 1

- 20 40 60 80 100

Figure 1: Higher Education Gross Enroliment Rate in Some Countries
Source: UNESCO Institute for Statistics, 2009
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and in the capacity to apply in practice what has
been learnt in school across all sectors (Di Gro-
pello 2011)8.

2.1.2. Poverty and Unemployment

Indonesia is the fourth most populous coun-
try in the world with 237.5 million people®. To-
day, Indonesia is classified as a lower-middle in-
come country, with a GDP per capita of around
US$3,600. The country has restored macroeco-
nomic and financial stability after the 1997-98
Asian Financial Crisis. Economic growth has in-
creased from 3.8 percent in 2001 to 6.5 percent
in 2011.

However, an increase in economic growth is still
not enough to reduce the number of poor in In-
donesia, which still numbers around 30 million
people. Therefore, reducing the poverty rate re-
mains the greatest challenge for Indonesia’s de-
velopment agenda. According to the World Bank
(2009), almost half of Indonesia’s population is
vulnerable to various aggregate and idiosyncratic
shocks, including food price or fuel price shocks
that can push them into poverty. During the 1997—
1998 Asian Financial Crisis, the poverty rate in In-
donesia jumped significantly to around 24.2 per-
cent (Figure 2). It took about five years of sus-
tained economic growth to reduce the poverty rate
close to the level prior to the crisis. And there are
significant number of people who are vulnerable
to policy shocks. One may observe that when the
government increased the fuel price in 20086, the
poverty rate jumped to 17.8 percent.

After the financial crisis, progress in reducing
poverty has been relatively slow. What is worry-
ing is that higher levels of growth do not result in
greater poverty reduction. With the GDP growth
averaging at 7 percent per annum between 1990
and 1996, the headcount poverty fell nearly 4 per-
centage points, to 11.3 percent. But since 2003,
poverty has been falling by only one percentage
point despite the fact that growth has been averag-
ing over 5 percent per annum (World Bank 2009).

8See http://www.enterprisesurveys.org.
9Based on 2010 population census conducted by the Central
Bureau of Statistics (BPS).

Interestingly, the slowing down in the reduc-
tion of poverty rate has not matched the sig-
nificant increase in anti-poverty budget (Adam
2011). Between 2000 and 2012, the anti-poverty
expenditure- increased from Rp18 trillion to Rp99
trillion. However, during the same period the
poverty rate decreased by only 7.6 percent, from
19.1 percent in 2000 to 11.5 percent in 2011, sug-
gesting that anti poverty programs are not cheap
(Table 3). One may want to test the effectiveness
of anti-poverty programs by calculating the unit
cost for reducing poverty. This calculation shows
that it is more costly to reduce the number of poor
from time to time. This may suggest two things: ei-
ther we are facing the core of poverty group or the
effectiveness of the poverty programs may be de-
clining.

According to the World Bank (2003), there are sev-
eral reasons why the government’'s anti-poverty
budget has been largely ineffective in dealing with
the incidence of poverty. First, weak institutional
capability both at the central and the regional lev-
els in designing, implementing, managing, and
monitoring anti-poverty programs. Second, a poor
poverty database which has accounted for the fail-
ure of the anti-poverty programs to reach the right
targets. Third, most anti-poverty programs have
been created on a project basis so that it is hard
to ensure its sustainability after the project ended.
Fourth, there have been some evidences of mis-
use of the anti poverty budget due to corruption.
Fifth, there has been lack of participation and sup-
port from the community.

The change in the structure of the Indonesian
economy can also be attributed to the slowing
down in the reduction in the incidence of poverty.
There is an indication in recent years that the non-
tradable sectors have become more dominant in
supporting economic growth. In fact, up to 2010
the share of the non-tradable sectors in Indonesia’s
economy has been larger than that of the tradable
sectors (Table 4). The problem is that the capacity
of the non-tradable sectors in creating employment
has not been as high as the tradable sectors, such
as the agriculture and the manufacturing sector. In
addition, there is some evidence that the growth in
the non-tradable sectors has only benefited a small
proportion of the population (Adam 2011).

Indonesia’s 6 percent annual economic growth is
still not enough to create more jobs in the formal
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Figure 2: National Poverty Rate, Unemployment Rate, and Economic Growth
Source: BPS, CEIC, and World Bank

Table 3: Poverty Programs Expenditure and Number of Poor, 2000—-2010

Expenditure  Number of Poor Poverty Rate

(Rp Trillion) (Million) (%)
2000 18.0 38.7 19.1
2001 25.0 37.9 18.4
2002 21.5 38.4 18.2
2003 245 37.3 17.4
2004 28.0 36.1 16.7
2005 23.4 35.1 16.0
2006 47.6 39.3 17.8
2007 53.1 37.2 17.0
2008 60.6 34.0 15.4
2009 80.1 32,5 14.2
2010 81.4 31.0 13.3
2011 93.8 30.0 12.5
2012 99.2 27.3 115

Source: Number of poor, BPS, Analisis dan Penghitungan
Kemiskinan 2010; Poverty programs budget, Ministry
of Finance, Buku Saku APBN.

Table 4: Distribution of GDP by Sector, 2004—2010 (%)

2004 2005 2006 2007 2008 2009 2010 2011

Agriculture 14.9 14.5 14.2 13.8 13.7 13.6 138.2 14.7
Mining 9.7 9.4 9.1 8.7 8.3 8.3 8.1 11.9
Manufacturing 28.4 28.1 27.8 27.4 26.8 26.2 25.8 24.3
Total Tradable 53.0 52.0 51.1 49.9 48.8 48.1 471 51.0
Utilities 0.7 0.7 0.7 0.7 0.7 0.8 0.8 0.7
Construction 5.8 5.9 6.1 6.2 6.3 6.4 6.5 10.2
Trade 16.4 16.8 16.9 17.3 17.5 16.9 17.3 13.8
Transport 5.8 6.2 6.8 7.2 8.0 8.8 9.4 6.6
Finance 9.1 9.2 9.2 9.4 9.5 9.6 9.5 7.2
Services 9.2 9.2 9.2 9.3 9.3 9.4 9.4 10.5

Total Non-tradable 47:0 48.0 489 501 51.3 51 :9 529 49.0

Source: BPS, Pendapatan Nasional Indonesia [National Income of Indonesia], various
issues
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sector. Accordingly, the formal sector has not been
as impressive as the informal sector in creating job
opportunities. The problem is that the quality of job
opportunities in informal sector has not been as
good as those in the formal sector. This is partic-
ularly true in relation to the provision of social se-
curity, job security, and minimum wages. This sug-
gests that creating more (quality) jobs in the formal
sector becomes the next challenge for Indonesia.

After the 1997—-98 Asian Financial Crisis, employ-
ment growth in Indonesia has failed to keep up with
population growth. Part of the problems is because
job creation in the formal sector has been slow-
ing down due to various constraints. The World
Bank reported that between 1999 and 2003, the
percentage of the Indonesian workforce employed
in the formal sector fell from 43 percent to 35 per-
cent (World Bank 2009, p. 8). Rigidity of the labor
regulations has been blamed for constraining job
creation in the formal sector (Manning and Roesad
2007; World Bank 2010a).

The open unemployment rate stood at 6.8 percent
in 2011. This unemployment rate is mostly con-
tributed by youth unemployment (workforce aged
15 to 24). Based on the recent Labor Force Survey
(Sakernas 2010) conducted by the Central Bureau
of Statistics (BPS), the unemployment rate among
young people under the age of 25 with high school
and college degrees reached more than 30 per-
cent (Table 5). What is of particular concern is that
this high youth unemployment rate has been quite
persistent over time.

2.2. Changes in the Labor Market

Traditionally, the agricultural sector used to be the
safety net during the employment crisis, in which
large numbers of workers were pushed into the
agricultural sector. By 2003, agricultural employ-
ment had returned to 1991 levels. Most of the in-
crease in agricultural employment came from the
movement of workers out of the service sector,
when the latter was the driver of the pre-crisis
expansion. At present, the situation has been re-
versed. Non-agricultural employment has started
to grow rapidly after 2003 and the agricultural em-
ployment has fallen to its lowest level since 1997.
By 2010, less than 40 percent of the national work-
force was employed in agriculture. The services

sectors have become more and more important in
absorbing the country’s workforce (Figure 3).

According to the World Bank (2009, p. 9), the aver-
age productivity in the agricultural sector has been
significantly low compared with the average pro-
ductivity of the services sector and the productivity
of the manufacturing industry. Interestingly, despite
the recent decline in the share of the workforce en-
gaged in agricultural employment, there have been
no indications of productivity improvements in this
sector. A large number of Indonesia’s workforce
still depends for its livelihood on low-productivity
activities in agriculture and related areas.

In order to reduce poverty and create more em-
ployment, the government should pay more at-
tention to promote the manufacturing sector. The
manufacturing sector has a higher elasticity than
other sectors to create job opportunities (P2E-LIPI
2008b). Adam (2011) has shown that the capacity
of the manufacturing sector in eliminating poverty
is 1.3 times higher than that of the agricultural
sector and 3.2 times higher than that of the non-
tradable sectors.

He argues that there are two possible reasons why
the manufacturing sector may have a better ca-
pacity than the other sectors in eliminating poverty.
First, the terms of trade of manufactured products
tends to increase continuously against other sec-
tors’ products, such as agriculture and mining. This
suggests that on average the income level of work-
ers in the manufacturing sector is relatively higher
than workers in the agricultural and the mining sec-
tors.

Second, the manufacturing sector has imple-
mented several rules and regulations to protect la-
bor in this sector, including through social security,
regional minimum wages, and protection against
layoffs. These rules and regulations ensure that
quality of job in the manufacturing sector is rela-
tively better than those in the other sectors. More
importantly, firms’ compliance to the labor rules
and regulations is better in the manufacturing sec-
tor if compared with the other sectors.

From a human capital perspective, the first impor-
tant step that the Indonesian government should
take to promote the manufacturing sector is to en-
hance the productivity of the workforce by improv-
ing the education and training system. Improving
the skill and education of the workforce will be the
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Table 5: Labor Market Conditions

All Ages (15+)

Youth (15-24)

2005 2010 2005 2010
Working age population (million) 158 172 42 41
Participation rate (%) 67 68 53 49
Unemployment rate (%) 11 7 33 21
Employed population (million) 94 108 15 16
Formal sector (%)* 37 40 41 46
Informal sector (%)* 63 60 59 54
Urban (%) 40 42 39 44
By major sector
Agriculture (%) 44 38 41 32
Industry (%) 19 19 26 25
Services (%) 37 42 34 43
100 100 100 100

Source: BPS, Sakernas (National Labor Force Survey)

Note: Adapted from Manning and Purnagunawan (2011, p. 324).
(*) The formal sector includes all wage employees and self-
employed people in the non-agricultural sector who engage
family workers. The informal sector covers all family
workers, self-employed people who do not engage family
workers, and self-employed people working in agriculture

who engage family workers.
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Figure 3: Structure of Workforce by Sectors

Source: Sakernas, BPS
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key to prepare more productive workers for the
manufacturing industries. At the same time, the
government also needs to address the demand-
side problems. This means that the government
should maintain and intensify its efforts to reform
its industrial policy, so as to create a more compet-
itive, favourable and open economic environment.
This can be done through revising or abolishing
unsound regulations, improving the ease of doing
business, and reducing red tape. The government
could also help the sector to reduce its production
costs by eliminating taxes and tariffs on inputs, pro-
viding efficient ports and customs clearance, and
removing nuisance charges (James, Ray and Mi-
nor 2003). In addition, the government should also
provide more access for the manufacturing firms to
sources of capital (e.g. bank/finance) so that this
industry can attract new investment to replace its
obsolete machines and other equipments (Adam
2008).

3. The Role of Human Capital for
Long-term Growth

In its Master Plan for the acceleration and ex-
pansion of economic development of Indonesia
(MP3EI), the government states that it aims to
achieve the following objectives. First, transforming
the Indonesian economy into one of the 10 major
economies in the world by 2025. Second, strength-
ening the foundations of the Indonesian economy
to adapt to the dynamics of regional and global
economy. Third, reducing disparities among the
regions. Fourth, synergizing regional and sectoral
economic development. Fifth, accelerating the im-
provement and equitable distribution of incomes.

To achieve these objectives, MP3EI is formulated
on the basis of three main pillars. First, the de-
velopment of six economic corridors to foster cen-
ters of growth in each major island by developing
leading resource-based industrial clusters. Sec-
ond, the development of national connectivity to
build synergies between those centers of growth
through better international and regional connec-
tivity. Third, the development of human resources
capability and science and technology capacity to
support and complement the development of eco-
nomic corridors and national connectivity by im-
proving the capabilities of Indonesia’s human re-

sources and increasing investments in research
and development.

MP3EI also recognizes the need to structurally
transform the economy by increasing secondary
and tertiary economic activities. This goal will
be achieved through rapid industrialization. There
are four components to achieve the economic
development goals: (i) increasing investment in
infrastructure and manufacturing; (ii) increasing
economies of scale; (iii) increasing human cap-
ital development; and (iv) raising economic pro-
ductivity. Through these four components, the gov-
ernment aims for significant improvement in the
poverty and human development indicators.

As stated explicitly in MP3EI, human capital devel-
opment is urgently required to support the rapid
transformation of Indonesia’s economy. To this
end, the government indicates its willingness to im-
prove the quality of human capital by having more
responsibility towards implementing a social safe-
guard system to ensure that the benefits of eco-
nomic development is widely shared among the
people. In implementing a social safeguard sys-
tem, the government will provide: First, social safe-
guards in the form of targeted economic assistance
for the poor, and in the form of universal social in-
surance for the public. Second, economic assis-
tance to be executed in the form of subsidies and
cash transfers targeted to the poor. Third, univer-
sal social insurance to be implemented through the
combination of private and community funding.

Efforts to improve the quality of human capital will
also be carried out by alleviating poverty based on
a broad framework of creating new employment
opportunities. To this end, MP3EI will address four
main issues as follows. First, improving the avail-
ability and access to education and skills training
to increase national productivity. Second, the cre-
ation of formal employment opportunities that pro-
tect the workers, and which will be implemented
based on industrial relations that support fairness
between workers and employers. Third, protection
of Indonesian workers, as part of a social safe-
guard framework, is given to both the formal and in-
formal sectors. Fourth, improving employment and
industrial relation regulations to be supportive of
both employers and employees.

In addition, the framework of alleviating poverty
in MP3EI is designed to be more open sources.
This means that the strategy to alleviate poverty
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should be done through a coordinated effort be-
tween the government and society, in which each
party plays a specific role. First, the role of soci-
ety and businesses should be directed toward part-
nerships with local governments to solve the real
problems of poverty specific to a certain region.
Second, businesses can help to reduce poverty by
focusing on specific areas through the implemen-
tation of corporate social responsibility (CSR) pro-
grams. Third, the central government further coor-
dinates the activities of government, communities
and regions.

While the role of MP3EI in promoting human capi-
tal cannot be ignored, various issues in the mas-
ter plan need more clarification. First, MP3EI is
still lacking a specific implementation plan. There
are four key issues in human capital development,
which are interlinked: (i) population; (ii) educa-
tion; (iii) health; (iv) labor force. Unfortunately, the
MP3EI has no clear explanation of how these four
key issues will be integrated to achieve a better
result in human capital development for the pur-
pose of supporting the rapid transformation of the
Indonesian economy.

In addition, MP3EI does not specifically address
regulatory bottlenecks that have been blocking
investment in human capital for years, such as
competing regulatory jurisdictions, ineffective fiscal
regimes, and the slow disbursal of public funds. In
fact, MP3EI was largely written by the same gov-
ernment bureaucrats who have been unable or un-
willing to confront these issues for many years.

According to MP3EI, formal employment will be
created by promoting 22 major activities in six
economic corridors spread across Java, Sumatra,
Kalimantan, Sulawesi, Bali, NTB, Maluku-Papua.
Of the 22 major activities, most are dedicated for
non-agricultural employment. Moreover, of the six
economic corridors, there are only two corridors
that are focused on the development of agriculture
(Sulawesi and Maluku-Papua), while the remain-
der are focused on manufacturing industry, mining,
technology and so forth.

As explained previously, by 2010, about 40 percent
of the national workforce was employed in agri-
culture (Figure 3). The educational level of most
Indonesian workforce is elementary school gradu-
ate with a low skill-base. Therefore, the objective
of MP3EI to create employment to a large extent
in the non-agricultural sectors does not match with

the current characteristics of labor supply.

Education should be a solution to deal with the
above problem. This means that education should
be able to improve the competencies of the labor
force to be in line with the creation of employment
in the non-agricultural sectors. The problem is that
the educational system in Indonesia is not based
on regional specificity. As MP3EI divides Indonesia
into six economic corridors, the educational system
should be adjusted to achieve a closer conformity
with the human resources needed in each corridor.
This suggests that the implementation of MP3EI
should pay more attention to developing education
and training system which is best suited to the re-
gional abundance resources.

4. Policy Recommendation

Conceptually, the development of human capital
has always been stated as the top government
priority in Indonesia. This is emphasized in all
key government documents, including the Long
Term Development Plan (RPJP) 2005-2025, the
Medium-Term Development Plan (RPJM) 2009-
2014, and the latest Master Plan for Accelera-
tion and Expansion of Economic Development of
Indonesia (MP3EI). In order to implement these
plans, the government has launched several policy
instruments to promote human capital supported
by various ministries and non-ministry institutions.

To support these policy instruments, the govern-
ment has also allocated and increased its budget.
For example, government spending for education
since 2009 has been mandated by constitutional
law to be at least 20 percent of total government
expenditure. In addition, between 2000 and 2010,
anti-poverty expenditure has been increased by al-
most fivefold (from Rp18 trillion to Rp86.1 trillion),
while health expenditure rose by more than seven-
fold (from Rp2.6 trillion to Rp18.8 trillion).

However, as explained previously, there has been
a strong indication that numerous policy instru-
ments and a significant increase in the government
expenditure have been largely ineffective in pro-
moting human capital in Indonesia. This suggests
that to meet its vision, that is to give priority to the
human capital development, the Indonesian gov-
ernment has to take various actions to improve and
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strengthen its policy instruments.

The first important action that the government
should take is to minimize overlapping and contra-
dicting policy instruments due to the involvement
of various ministries and non-ministry institutions
in promoting human capital. Better coordination
among various ministries and non-ministry institu-
tions under the strong leadership of the President
will be the key to solve this problem. In addition,
the government should create a comprehensive
mechanism to ensure that the budget is spent ef-
fectively and used optimally in improving quality of
human capital. In this case, monitoring and evalua-
tion mechanism should be strengthened and there
should be a clear reward and punishment mecha-
nism in improving the quality of institutional perfor-
mance.

In view of these programs, the government should
revitalize the family planning program (Keluarga
Berencana) to control population growth. During
2000-2010, the growth of population was 1.49 per-
cent per year on average, while the growth of rice
production was only 1.39 percent per year. The
fact that population growth during this period was
higher than that of rice production placed the gov-
ernment in a politically difficult situation. The rea-
son was that the government was under pres-
sure to ensure that rice supply was always enough
to stabilize food prices and reduce their volatility.
Moreover, the high growth of population puts extra
pressure on the government to provide sufficient
facilities and infrastructure to accommodate the
needs of people. This, particularly in urban areas,
has resulted in various social and environmental
problems, including poor housing, unclean water,
increase solid waste, drainage problems, etc.

In addition, the government has put an effort to en-
courage people to participate actively in alleviat-
ing poverty through the National Program of Com-
munity Empowerment (Program Nasional Pem-
berdayaan Masyarakat). Even though this effort
should be appreciated, the government should go
beyond such an empowerment program. Several
measures that need to be taken further by the gov-
ernment are: (1) improving the institutional capa-
bility, both at central and regional level in design-
ing, implementing, managing, and monitoring the
program; (2) strengthening the poverty database
to enable the program to succeed in reaching the
right targets; and (3) encouraging the implementa-

tion of the program based on local characteristics.
This means that implementation of the program
should not be generic. Rather, it can vary from one
region to another depending on the economic, so-
cial, and cultural characteristics of each region.

Improving the quality of public education and train-
ing system is another action that the government
should do to promote human development. To im-
prove the quality of public education and train-
ing system, it is recommended that the govern-
ment address the following issues: (1) preventing
early dropouts and improving the quality of ba-
sic education; (2) improving cognitive skill of stu-
dents before they reach senior secondary edu-
cation and ensuring an adequate supply of se-
nior secondary schools in the desired stream; (3)
strengthening basic skill and competencies for sec-
ondary school graduates through improvements in
the educational quality and shifting vocational ed-
ucation to a later stage; (4) exploring alternative
modes of delivering vocational education, increas-
ing practical training and linkages with the private
sector; (5) improving the capacity of the non-formal
training system to compensate for the lack of skills
as well as provide a viable way to train unskilled
workers and retrain and upgrade the skills for ed-
ucated workers; and (6) strengthening quality as-
surance mechanisms through the establishment of
competency-based standards and a clear and en-
forceable accreditation mechanism.

Finally, to ensure the successful implementation of
MP3EI, the government should have a strong com-
mitment to synchronize the development of the six
economic corridors and the development of edu-
cation and R&D activities. This suggests that the
expansion of secondary and tertiary education, in-
cluding vocational, should be based on the crite-
ria of human capital required to promote economic
activities in each corridor. In other words, the ex-
pansion of education system should be linked and
matched to the priority development in the six eco-
nomic corridors. It is recommended therefore that
demand-driven principles should be the main foun-
dation to develop educational system.

5. Conclusion

This paper has examined and discussed the cur-
rent state of human capital development in In-
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donesia. This examination indicates that Indone-
sia’s economic and social policies, in various ways,
have not been conducive to support the develop-
ment of human capital. Accordingly, Indonesia’s
human resources quality is lower than some of its
more advanced ASEAN neighbors, such as Singa-
pore, Malaysia, Thailand, and the Philippines.

The poor quality of human capital should encour-
age the Indonesian government to put more efforts
in improving the country’s human capital develop-
ment. We recommend that the government puts
priority in improving the effectiveness of existing
human resources development programs including
education, skill training and poverty eradication. In
addition, the government needs to consider how to
control the growth of the population and increase
the number of jobs in the formal sectors.

Finally, in order to improve human capital quality in
Indonesia, the government needs to take several
actions. First, designing a long-term human capi-
tal development plan which has to be committed
to by the current and future governments. Second,
integrating human capital development into its de-
velopment masterplan. Third, improving the quality
of economic growth to tackle the problem of unem-
ployment and poverty through promoting manufac-
turing and other tradable sectors.
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