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Abstract: This study aims to find the determinants of foreign direct investment coming into the Java-Bali and 

analyze the impact of foreign investment on economic growth and unemployment in the Java-Bali. The research 

methodology used in this research is quantitative method using secondary data 2004-2012 period, using key 

informants and some informants who cooperate with foreign investors for a deeper investigation of some of the 

results of this study. This study uses Path analysis through partial least square (PLS). The study found wages 

and no significant negative impact on FDI, Economic Stability does not significantly affect the FDI, Human 

Capital and significant positive effect on FDI, Human Capital and significant positive effect on wages, FDI 

positive and significant impact on economic growth, FDI effect positive and significant impact on 

unemployment. Results of this study have implications for practical namely: 1) Changes in wages that always 

happens every year in Java and Bali does not affect foreign investment, 2) Changes in economic stability did not 

result in changes in foreign investment, 3) Changes in human capital resulted in a change in planting foreign 

capital, 4) Changes in human capital resulted in a change in wages, 5) Changes in foreign investment will lead 

to changes in economic growth, 6) Changes in foreign investment resulted in changes in unemployment. This 

affects the results of theoretical research on: 1) Strengthening existing theories such as: The Theory of 

Differential Rates of Return Hypothesis, Theory vicious circle of Nurkse, Harrod Domar growth theory, growth 

theory Solow, Romer growth theory, theory of acceleration; 2). Not in line with the theory as: Country Risk 

Hypothesis Theory, Theory of The Location Hypothesis, theory of capital accumulation Jhingan, balanced 

growth Doctrine. 
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I. Introduction 

Indonesian competitiveness of 144 countries has increased every year. Indonesia's ranking on the 

Global Competitiveness Index (GCI) rankings 50 world increased from 2012-2013 to rank 38 in the world in 

2013-2014 (World Economic Forum, 2014). With the improvement of competitiveness Indonesia Indonesia 

increasingly becoming the investment attractiveness. Indonesian government to invite foreign investors to invest 

in Indonesia mainly invested in Java and Bali as an outline of the Java-Bali region has advantages in terms of 

quality of labor, business security, regional economic performance, and infrastructure. Indonesian government 

continues to pursue the creation of a conducive investment climate and expanding international trade for Java-

Bali. Inflation stability is maintained because the area has significance for economic stability in the Java - Bali 

in creating an attractive investment climate for investors in the country and abroad to invest. Provincial 

Minimum Wages in the Java-Bali is increasing every year, and Human Capital for Java-Bali region also showed 

an increase every year. The flow of foreign investment is greater for the Java-Bali region compared to other 

regions in Indonesia, seen steady economic growth and decrease unemployment rate looks a little bit. The 

problems examined in this study can be formulated as follows. 1) Is labor a significant negative effect on foreign 

investment in the Java-Bali region ?; 2) Is the economic stability and significant positive effect on foreign 

investment in the Java-Bali region ?; 3) Is the human capital and significant positive effect on foreign 

investment in the Java-Bali region ?; 4) Do human capital and significant positive effect on wages of labor in the 

Java-Bali region ?; 5) Is foreign investment and significant positive effect on economic growth in the Java-Bali 

region ?; 6) Is foreign investment and significant negative effect on unemployment in the Java-Bali region ?. 

This study aims to: 1) To find more about the influence of labor costs on foreign investment in the Java-Bali 

region, 2) To find more about the effects of the economic stability of the foreign investment in the Java-Bali 

region, 3) To discover more about the influence of human capital on foreign investment in the Java-Bali region, 

4) To find more about the influence of human capital to labor in the Java-Bali region, 5) To find more about the 

influence of planting foreign capital to economic growth in the Java-Bali region, 6) To find more about the 

influence of foreign investment on unemployment in the Java-Bali region. 
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II. Theoretical Studies 
Classical economists Smith said economic growth is influenced by two main factors namely total 

output growth and population growth (Arsyad, 1999). Traditional Neo Classical growth theory Solow (Todaro, 

2000) said that growth in output is always derived from one or more than 3 (three) factors that increase in the 

quality and quantity of labor, additional capital (savings and investments) and refinement of the technology. 

Harrod-Domar (Sukirno, 2000) said that in essence seeks to show the requisite investment needed to 

create growth is steady or Steady Growth that can be defined as growth that will always create fully use the 

tools of capital will always prevail in the economy. 

Romer in New Growth Theory that economic growth is determined by the production system, not from outside 

the system. Advances in technology is bound, growth is part of the decisions of economic actors to invest in 

knowledge. Capital greater role than just a part of growing income if the capital is not only physical capital but 

human capital concerns (Romer, 1994). 

Vicious Cycle Theory of Nurkse said low productivity will result in a low income (Jhingan, 2010). An 

educated citizen generate high income and high productivity (Nafziger, 2006). Investment in human capital 

should be done well in order to positively impact their income (Todaro & Smith, 2012). The researchers found 

that the human capital and significant positive impact on wages in between Enrique and Elizabeth (2009) in 

Spanish, Munch & Rose (2008) in Denmark, Rusty (2010) in the United States, Anthony (2003) in Kenya. 

The Country Risk Theory (Moosa, 2002) suggests that economic factors pose economic risks due to 

economic indicators such as: the acceleration of inflation and currency depreciation could affect the negative 

cash flow which prevents foreign investment into the country. Different locations in each country within the 

various factors of production such as labor and natural resources that make the existence of FDI in a country. 

One of the differences in the location of the costs of factors of production is low wages. Increase wages in a 

country lead to changes in the price of production factors so that the company is using more capital-intensive 

direction through the use of machinery or technology. It is caused by an increase in wages not keeping pace with 

the increase in productivity. Results of the study found that the economic stability and significant positive effect 

on foreign investment found by Mustapa, et.al. (2008) in MENA Countries, Melek (2013) in the OECD. 

Different studies found that economic stability does not significantly affect the influx of foreign investment was 

discovered by Vijayakumar (2010) in the BRICS Countries, economic stability and a significant negative effect 

on foreign investment found by Debab and Mansoor (2011) in Bahrain. 

The Differential Rates of Return Hypothesis (Moosa, 2002) states that the capital of a country with a 

low rate of return move to countries that have high returns in a quick process. Investors are more attracted to 

countries that have a well-educated workforce, high productivity, low risk. The existence of an educated 

workforce it easier for growing companies. High productivity in a country will make a return on investment 

faster. In addition, the risk in an investment destination into consideration for investors to invest (Moosa, 2002). 

The researchers found human capital and significant positive impact on foreign investment in them by 

Agiomirgianakis, et.al. (2006) in 20 OECD nations, Rivero (2007) in 17 countries of Latin America, Armstrong 

(2009) in China, Talpos & Enache (2010) in the 10 new EU countries, Tiwari (2011) in four Asian countries, 

Debab & Mansoor (2011) in Bahrain. Other researchers have found human capital does not significantly affect 

the entry of foreign investment found by Checchi et al. (2007) in 147 countries. 

The Location Hypothesis (Moosa, 2002) states that a different location in each country within the 

various factors of production such as labor and natural resources that make the existence of FDI in a country. 

One of the differences in the location of the costs of factors of production is low wages. Increase wages in a 

country lead to changes in the price of production factors so that the company is using more capital-intensive 

direction through the use of machinery or technology. It is caused by an increase in wages not keeping pace with 

the increase in productivity. The researchers found a significant negative effect of wages on foreign direct 

investment were found by Nasrin, et.al. (2010) in Bangladesh, Vijayakumar, et.al. (2010) in 5 BRIC countries, 

Odulukwe (2011) in five Southeast Asian countries, Quyom & Imran (2012) in 32 developing countries. Other 

researchers found the results of different studies are labor costs and a significant positive effect on foreign 

investment were found among them by Janicki & Wunnava (2004) in 14 countries, Wan (2008) in Mexico, 

Sapienza (2009) in 10 countries, Dauti (2009) in Macedonia, Mutascu & Fleischer (2010) in Romania, Liu and 

Qiu (2010) in 114 countries, Severiano (2011) in Portugal, Seetanah & Rojid (2011) in Mauritius. 

Theory acceleration of Bickerdike and JMClark say the ratio between the value of capital stock with a 

value of production that can be unbuilt is fixed (Sukirno, 2000). The doctrine of balanced growth supported by 

Rosentein-Rodan, Ragnar Nurkse, and Arthur Lewis. Rosentein-Rodan argued that the entire industry will be 

established in Western Europe and Central Europe should be considered and planned as a giant corporation or 

trust, then the rate of economic growth will be faster than not designed together. Rosenstein-Rodan idea 

developed and elaborated by Ragnar Nurkse in his thesis (Jhingan, 2010). 

 



Determinants and the Impact Foreign Investment To Economic Growth And Unemployment In… 

DOI: 10.9790/5933-06526974                                      www.iosrjournals.org                                            71 | Page 

Adam Smith and Veblen (Jhingan, 2010) emphasized the importance of human capital in the 

production. Adam Smith's ability to enter the entire population were obtained and useful. For Veblen, 

knowledge and technological skills is immaterial equipment or assets are not real people, without the physical 

capital can not be used productively. Solow growth model and Romer stressed also the importance of the human 

role in economic growth. 

Harrod Domar growth theory, growth theory Solow, Romer bound growth theory, Balanced Growth 

Doctrine supports that the accumulation of capital importance for the economic growth of a region. Some 

researchers found that foreign investment and significant positive effect on economic growth include: Amal, 

et.al (2010) in Latin America, Bruno (2011) in 70 countries, Agrawal & Khan (2011) in China and India, Debab 

& Mansoor (2011) in Bahrain, Chien et al (2012) in Vietnam. Other researchers have found foreign investments 

and significant negative impact on unemployment among Balcerzak & Żurek (2011) in Poland, Palat (2011) in 

Japan, Shaari, et.al, (2012) in Malaysia, Habib & Sarwar (2013) in Pakistan , Tiwari (2011) in 4 countries. 

Capital investment no significant impact on economic development in three regions: Latin America and the 

Caribbean, America and the Middle East, Asia discovered by Nunnenkamp & Spatz (2003). 

Theory of capital accumulation Jhingan Doctrine Balanced Growth penananaman supports the 

importance of foreign capital to reduce unemployment. Researchers found foreign investments and significant 

negative impact on unemployment among Balcerzak & Żurek (2011) in Poland, Palat (2011) in Japan, Shaari, 

et.al, (2012) in Malaysia, Habib & Sarwar (2013) in Pakistan. Other researchers have found that foreign 

investment does not affect the reduction of unemployment in Nigeria by Salami & Oyewale (2013), Velnampy, 

et al (2013) in Sri Lanka. 

 

III. Research Methods 
The unit of analysis in this study was 7 Province in Indonesia, and the population of this research are 

DKI Jakarta Province, West Java Province, Banten Province, Central Java Province, Yogyakarta Province, East 

Java Province, and Bali Province. The data is taken in the form of a combination of data time series and cross 

sectional (panel data), so the number of observation data is 63 during 2004 up to 2012. The variables have been 

obtained from BPS Indonesia and Bappenas Indonesia data bases. The data of the present study was fed into 

Path Analysis with Partial Least  Square. Three variables are used in this study for finding the determinants of 

unemployment. Variable unemployment rate is used as dependent variable while independent variables are 

product domestic regional bruto, inflation, and minimum wages. A simple model is used to examine the 

variations in unemployment rate 7 Province in Indonesia.  

 

There are number of factors which influence the unemployment rate. The functional form of the model is as:  

MW     = f(HC) 

FDI     = f (ES, HC, MW) 

GDRP = f(FDI) 

UN      = f(FDI) 

Where  

FDI     = Foreign Direct Investment  in US Dollar  

ES       = Economic Stability (Inflation)  in percent  

HC      = Human Capital (Education Index) in index 

MW     = Minimum Wages in Rupiah (millions)  

GDRP = Gross Domestic Regional Bruto in percent 

UN      = Unemployment in percent 

Research Hypothesis  

H1  : human capital has a positive and significant impact on wages in Java and Bali 

H2  : economic stability has a positive and significant impact on foreign investment in Java and Bali 

H3  : human capital has a positive and significant impact on foreign investment in Java and Bali 

H4  : wages have a negative and significant impact on foreign investment in Java and Bali 

H5 : FDI has a positive and significant impact on economic growth in Java and Bali 

H6: Foreign investment has a negative and significant impact on unemployment in Java and Bali   

 

IV. The Empirical Results 
On the basis of the quantitative data processed, analysis of the results from secondary data provided us 

important insight information for the sake of realizing the influential impact on unemployment. The findings are 

discussed along with critical explanation for the stated hypothesis. 
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Figure 1 

Results Algorithms 
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Results Bootstrapping 
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Based on simple linear regression test showed that human capital has a positive and significant impact 

on the wages of workers with a significance level of less than five per cent of the value of 18.301 t statistic. This 

means that human capital affect the increase in labor costs. Increasing labor intellectual abilities impact on 

increasing labor costs. Based on the above analysis can be structured model of labor is influenced by human 

capital in the form of the regression equation as follows: X2 = 0,823X1 ………………………………………(1) 

 

Description: 

X2 = Minimum Wages 

X1 = Human capital 

 

In Figure 1 and 2 can be seen that economic stability does not have a significant effect on foreign 

investment at an error rate of less than five per cent of the value of statistics for 1.236, human capital has a 

positive and significant impact on foreign investment at an error rate of less than five percent of the statistical 

value for 4.044, and minimum wage of labor did not have a significant effect on foreign investment at an error 

rate of less than five percent of the statistical value of 1,543. Based on the analysis above can be created 

regression model, namely: 

0.079 

0.649 

0.839 0.677 
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Y1 = 0,118X1 + 0,529X2 - 0,319X3………..…………………………(2)      

Description: 

Y1   = FDI 

X1 =  Economic Stability 

X2 = Human capital 

X3 = Minimum Wages 

 

Based on simple linear regression test showed that foreign investment has a positive and significant 

effect on economic growth with a significance level of less than five percent of the 2,364 T-statistic. This means 

that foreign investment effect on economic growth. Increasing foreign investment funds have an impact on 

increasing economic growth. Based on the above analysis can be structured model of economic growth is 

influenced by foreign investment in the form of the regression equation as follows: Y2 = 0,263Y1 ................ (3) 

Description: 

 Y1 = Foreign Investment 

 Y2 = Economic Growth 

 

Based on simple linear regression test showed that foreign direct investment has a positive and 

significant effect on unemployment with a significance level of less than five percent by T-Stats for 6.178. This 

means that foreign direct investment a positive effect on unemployment. Increasing foreign direct investment 

impact on rising unemployment. Based on the above analysis can be structured model of unemployment is 

influenced by foreign direct investment in the form of the regression equation as follows: Y3 = 

0.693Y1…………………………….(4) 

 

Description: 

Y1  = FDI 

Y3  = Unemployment 

 

V. Conclusion 

Human Capital and significant positive effect on the wages of labor. Foreign investors provide wages 

for workers in the Java-Bali based on knowledge and skills possessed. Human capital changes resulted in a 

change in wages. If human capital in the area of Java and Bali, the better the reward will be higher. The results 

of this study reinforce the vicious circle theory of human capital Nurkse is positive and significant impact on 

labor costs. 

Economic stability not significantly affect foreign investment. This is different to theory and research 

results are used as the basis of this study, so the theory that economic stability and significant positive effect on 

foreign investment does not apply to foreign investment in Java and Bali. This is caused by the potential of the 

domestic market in the Java-Bali very great views of the population is more dense than the other regions, the 

economic activities which are mostly located in the region supported the availability of its resources. Residents 

in the area of Java and Bali are also very open to foreign investment, causing comfort in investing. Weak Rupiah 

against Foreign Currencies mainly US $ to make investment in the region is relatively cheap compared to 

investing in the countries in the world. 
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