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Abstract
The gap between saving and investment generally prevailing in Less Developed Countries (LDCs) has pushed them to find other source for investment that could be used for development financing. One of sources of capital considered as the safest and efficient for LDCs is foreign direct investment. These inflows are expected to solve the gap of saving and investment, so that the domestic investment and economic growth could sustain. 
This paper investigates the influence of foreign direct investment (FDI) on economic growth of Indonesia in national perspective but using detailed provincial data over the period of 2002 -2006. In the provincial level, FDI is observed to have no impact on economic growth. In this level, export level and local government expenditure have strong impact on economic growth.

This result relates to the quality of the data available in provincial level in which FDI did not spread in all provinces, and the dynamic of FDI yearly also have no clear certain pattern. Still the FDI and domestic investment are concentrated in certain region of Java.

The method employed in this paper is simple regression, that is, Ordinary Least Square and Panel Data Analyses, beside the qualitative data analyses on the provincial and regional data..

Keywords: FDI, Economic Growth, Indonesia, provincial panel data.
Relevance to Development Studies

The presence of Foreign Direct Investment (FDI) in the developing countries has become increasingly important in providing the source of development. Study on literature identified several ways in which FDI could benefit to the host countries. Empirical studies of FDI presence in developing countries have been done with various results. Previous studies focus on the nexus of FDI and economic growth in national views or doing the comparative  study on several developing countries, while this research try to study on national perspective but using provincial data due to the specific characteristic of Indonesian economy in which the economy concentrated in Java region.
Chapter 1 
Introduction
1.1 Problem Statement
Economic Growth is determined by many aspects, one of those is the presence of foreign direct investment (FDI) in a country. There are many studies on the relationship between FDI and economic growth. Chowdury and Mavrotes (2006) point out that the relationship has been studied by explaining four main channels: (i) determinant of growth, (ii) determinant of FDI, (iii) role of multinational (foreign) firms in host countries, and (iv) direction of causality between FDI and economic growth.
The first Channel tries to look at the position of FDI amongst the other determinants of economic growth. FDI is just one of many variables that have effect on growth. The effect of FDI on economic growth is various depending on many aspects, for instance, the scope of the data, and the period of time when the study is held on. The second channel views the condition on an area, for example a country or a province and why FDI come to that area. In short, this channel will see the purpose of the FDI presence in a province of a country.
The third channel exposes that FDI come to an area mostly means that many multinational firms will operate in host countries. The effect of FDI in an area could be seen by overlooking the role of foreign firms in boosting domestic product and social welfare. The last channel tries to know whether FDI and economic growth affect each other, or just one affects another one. This direction is very important for policy maker to make priority in development.

It is viewed by economist that the FDI presence in the developing countries is important more particularly post the economic crisis in 1997. The economic crises in 1997 lead the problem in many aspects of living in all over the world, especially suffered worse by developing countries (Less Developed Countries-LDCs). It made some instability of macroeconomic fundamental of countries; practically it deteriorated the economic growth, worsened the general price level, and caused many people lost their jobs. The crisis 1997 is thought as a result of many problems generally blown by the bad foreign debt in a country, and the weakness of balance of payment. The failure of some countries to repay their debt, made worse the crises and the global economy.

The period of post-crisis 1997 is as the beginning of Foreign Direct Investment (FDI) to be important resource for economic development. FDI could play important role in providing the finance of development in LDCs. FDI could give good alternative of fund instead of foreign debt that was proven not a good alternative financing to LDCs in post-crisis period. The other advantage of FDI is that it will stimulate the healthy economy that in turn will increase tax revenues and very conducive to transfer technology from Developed Countries to LDCs as host countries. 

This study is to evaluate the relationship among the inflow of FDI and economic growth of provincial level in Indonesia. The final result will be used to recommend suitable and appropriate policies to the Government of Indonesia in attracting overseas investor, and hopefully the result can give information to the reader interesting in FDI.
1.2 Justification of the Research

Many books and papers in journals concern about the role of FDI and the development, not only in the advance countries such as central Europe, but also mostly in the third world countries. Indeed, FDI became the important issue in LDCs as a way to develop them as a big strategy in creating the social welfare all around the world. 

This paper has purpose to see how FDI affect economic  growth in Indonesia as a case of study of how FDI could or could not yet give the best benefit to national economy. This research become unique compared with the common study on FDI, because the level of data used is sub-national data, that is, data obtained in provincial level. However, in the econometric analyses, the regional dummy variable is employed to see the potency of regions in attracting FDI.
FDI is important in this research as a source of development. FDI in some cases is proven very strategic for accelerating the local, regional and national economy. This kind of financial source is not only a big opportunity for LDCs to boost economic growth. FDI become very strategic way because of the stability of financing form. Commonly, FDI is based on a long-term view of investor on the host country, the structural characteristic of countries and also the potential local economy. Obviously, FDI is different with the short-run financial sources such as financial market.

However, in some countries the FDI also have negative effect on economy, and invite controversy among the development planner. Indeed, FDI come to a country with its externalities. The important thing is how LDCs could take optimal benefit of FDI.

The research will concern with FDI and other determinants of economic growth in regional area. The outcome of FDI on regional development is that FDI is very important source of economic development. Sun (2002) said that “FDI have a role as key ingredient for successful and sustainable economic growth and part of a mechanism to social development”.
1.3 The Research Objectives and Specific Research Questions
1.3.1. The Research Objectives
The Government of Indonesia do really realize that FDI is the most strategic way to boost the regional economy. Many policies conducive to attract FDI already have been formulated and implemented, but time to time, the inward FDI to Indonesia is not as many as predicted and expected. That condition indicated that foreign investors do not really rely on the Indonesia condition economically and politically.

The study of FDI in Indonesia almost all is about aggregate growth of FDI nationally. Thus, they look of the impact of FDI on Indonesia’s economy in general. There is big imbalance of inward FDI in Indonesia. FDI did not spread to Indonesia to all provinces, but crowded in Java Region. The objective of this research is to study the role of FDI in Indonesia, especially in promoting economic growth in local economy and national economy as a whole.

1.3.2 The Research Questions
The important big question about regional study of FDI in Indonesia is: Does FDI significantly lead to economic growth in Indonesia especially using data in provincial level? To extend the analyses on FDI and economic growth relationship, then I have three sub questions:

1) What are the economic growth determinants in regional level?

2) What is the characteristic of provincial growth determinants in Indonesia?

3) What to be done by provinces in attracting FDI?
1.4 Methodology
1.4.1 Approach

The data used is panel data that is collected in the period from 2002 to 2006 and using provincial data of Republic of Indonesia The data of gross domestic product, population, export, local government spending is collected from the Indonesian Statistic Board (Badan Pusat Statistik-BPS), Bank of Indonesia (BI), and the data of foreign direct investment, and domestic investment are taken from the Indonesian Investment Coordinating Board (Badan Koordinasi Penanaman Modal-BKPM).

The study uses simple regression analyses to evaluate the relationship between FDI and economic growth. The long-term relationship of FDI and economic growth should be examined by a co-integration analysis within Engle-Granger Procedure. Then, in order to employ the Engle-Granger methodology of co-integration should be done the test of unit roots. But, the procedure will not be done in this study because of the limitation on the provincial data availability. The data range used in this paper is five years from 2002 to 2006.
1.4.2 Hypothesis

The first hypothesis is that in the provincial level, the total investment and the population are the two significant factors determining the economic growth. The FDI and domestic investment are two kinds of investment that is similar as a source of economic growth, but a little bit different viewing from the characteristic of the origin with its consequence. The alternative hypothesis is that the total investment and population are not the variables that affect the local economic growth, but the other variables that have not included yet in the model.
The second hypothesis is that economic growth is driven by FDI. Foreign firms come to the host countries because of the country’s economic performance. The FDI driven Growth emphasized that FDI will increase the output and the productivity at the provincial area. The alternative for this hypothesis is that FDI does not have the effect on economic growth. Therefore, in that condition, the presence of FDI in the country does not reach the target accelerating the economic growth in local economy.
1.4.3 Scope and Limitation

Some theories argue that FDI affect many aspects of an regional economy, however, this study will focuses on two important aspects, FDI as a determinant of growth, and factors owned by region that determine economic growth. The data sample is as many as the provinces in Indonesia that is categorized into six regions. The period will be from 2002 to 2006.

Recently there are 33 provinces in Indonesia, grouped by island to six regions; Java, Sumatra, Kalimantan, Sulawesi, Bali and Nusa Tenggara, and Maluku and Papua. But, three provinces; Riau Kepulauan, Sulawesi Barat and Papua Barat, that is established at the beginning era of autonomy  in Indonesia are excluded from the data, because there is no data availability at the period of 2002 up to 2006.
In some provinces, there could be a lack of missing data in particular years because of the value of data is null, for instance, the data of FDI in some region and in some years is null, because indeed there is no FDI in that region. This condition, more and less, will affect the number of observation.

1.5 Chapter Scheme of Research Paper

The Research paper will be organized into five chapters. Chapter 1, Introduction section, will discuss on the background of this paper, focus of the paper, and arguments of the paper organization. Chapter 2, Literature Review will accommodate some thought about FDI related to economic growth and also theories about regional economy development.
Chapter 3 will review the Indonesia’s economy in general, regional/provincial economy, FDI inflows and the characteristic of regions. Chapter 4, content core of the paper analyzes the effect of FDI on economic growth and other variables that affect economic growth, based on quantitative data and analysis of the model.

The last chapter, chapter 5, is the conclusion of the research paper based on qualitative and quantitative data analyses. Also, it is included the policy recommendation that the writer try to give to all sides that have an importance to FDI.
Chapter 2 
Conceptual Framework
2.1 The Review of Economic Growth Theory
Economic Growth mostly is an indicator used to measure how the development can achieve the target. The theory of economic growth was popularized by Harrod-Domar Model (1939) that takes into account the importance of capital to foster the growth more than just natural resources. As we know the previous theory, early classical economist, was to be more concern in natural resources as endowment factor to economic growth.

Harrod-Domar Model also views the importance of financial approach to growth. It is assumed that the share of investment that spends in the economy has proportional relationship with output growth, while abundant labor grows exogenously. The theory said that in the equilibrium condition, the Investment (I) is equal to the Saving (S).With assumption of Keynesian saving function, S=sY, growth rate can be formed as:

                                                 Ỳ/Y=s/k
                                             (1)

Where: Ỳ/Y is growth rate, s is saving rate (S/Y), and k is the Incremental Capital Output Ratio (ICOR or investment efficiency).

The model implies that the low saving lead to insufficient capital stock. This will be a constraint to the production (output in the economy). Insufficient capital stock will endorse the policy making in attracting foreign capital inflow. The foreign capital stock could fill the saving gap.

The model introduced by Solow (1956) then complemented the Harod-Domar Model with   the two equations; production function and capital formation. It is assumed that the production function has constant return to scale and follow a Cobb-Douglass with Hicks neutral form:

 Y t =AF (K,L)=AK t  α  L t  1-α, 0<α<1
                                              (2)
Where K represent capital, L and A is the labour and the level of productivity progress respectively, that is exogenous at rates of n and g. In natural logarithm, the equation (2) could be formulated below:
LnYt = β0  LnA + β1 LnA+ β2LnK+ β3 LnL +ε                                     (3)
It was clearly formulated in Solow Growth Model (1956) that there are three sources of growth. They are the changes in amount of capital, the changes in the amount of labour and also the changes in technology that is captured in Total Factor Productivity (TFP or Solow-Residual). In this model, TFP is assumed exogenously. The TFP could be yield by rearranging the equation (3).
Many debates on what is TFP really. The TFP basically captures anything that changes the relation between measured inputs and measured output. The growth of TFP could be defined as the amount by which output would increase as a result of improvement in methods of production, with all inputs unchanged.
2.2 Endogenous Economic Growth and Spill-over
The endogenous growth theory comes with different view on the technological change. It is assumed that technology is created through the accumulation of knowledge in line with the advance of product of economic activity and the product of knowledge. Romer (1987, 1990) postulates that economic growth is lead by the technological changes that yield from investment decision made by profit maximizing agents. Technology will provide the profit for the economy, while profit will form the continuous capital formation that together will increase the output of production.

According the all production function, the capital is really important parts of growth beside the labour. Besides collected by profit formation, the capital could be provided by foreign sources. One channel may be provided by developed countries, particularly with foreign direct investment (FDI).

Findlay (1978) postulates that FDI increase the rate of technical progress in host country through “contagion” effect from the more advance technology and management practice used by foreign firms. This theory of FDI often is called the technology spill-over that could be absorbed by local firms in host country usually in LDC’s.

Another source of growth is export level that indicates the economy activity in an area. Export will increase the income of the business company, the labour and also the government in form of taxes. Development of export level could be done by integration with international markets. Romer (1990) explained that the developing nations could benefit from FDI in form of higher TFP that generate higher output with higher efficiency. The production do not only aims to providing domestic demand but also international market.

There are several reason why export growth may stimulate economic growth (Jung and Marshal, 1985). Firstly, export growth will increase Gross Domestic Product, because the increase export could be seen as the increase of foreign demand on domestic output. Secondly, export growth will increase the growth of output, because the need of increase in productive intermediate imports. Thirdly, the export growth will increase the efficiency in production activity, and then lead to greater output.
Sun (2002) said that rapid economic growth is possible that is a combination of growth in its sources; the increase of inputs (capital and labor), and TFP. This explanation is in line with Solow Growth Model (1956). In this argument, the TFP stand for the technological advances and other improvements in resources usages.

“In this “endogeneous” growth framework, FDI has shown its ability to contribute significantly to all three component of growth: FDI increases capital stock, boosts human capital accumulation (though usually unmeasured in labour stock), and speeds up technological technological advances in host country”

(Sun, 2002)
2.3 Theory of Short-Run Economic Growth

In short run, the economy does not go in the path similar with long run path. It is because in the short run, the economy faces the shocks such as economic recession, golden or booming age. The difference of short run and long run growth is on the price level. In long run the price is more stable than in the short run. The price fluctuation in short run is caused by the change on demand and supply of goods and services.

In short-term period, the economic growth is affected by macroeconomic variables. The independent variables in short run economic growth are credit that is channelled by banking sector, the exchange rate to dollar, level of price oil that could be approached by price of diesel fuel, and inflation rate.

Tjahyono, E.D. and Anugrah, D.F.,(2006) employed the fixed and random effect to the short run growth model, in which price of oil, exchange rate and inflation have negative effects on the growth. On the other hand, the variable credit channelled by banks has positive impact on growth. All independent variables at that model are significant at 1%, except the oil price variables namely 10%.
It makes sense that oil price will affect growth by influencing the total production in some industries in which the oil is very important to their operation. This price also will reduce the benefit and then this will decrease the capital formation in some periods. Inflation gives negative effect on economic growth by deteriorating real income, in turn it will lessen the consumption, decrease demand of goods and service, in turn bring the economy to depression.

The other short-run variable, credit, is the crucial factor to empower the economy mostly after the financial crisis. This will give new fresh blood to small and medium enterprises (SME) to recover the economy. The SME sector is like saviour in Indonesia in which in the period of post-crisis, absorb big portion of unemployment.
2.4 The Review of Foreign Direct Investment Theory
According to endogenous growth theory, the capital inflow will give direct impact on growth by increasing the stock of capital, for LDCs fulfilling the scarcity of the capital. The FDI is just a kind of foreign capital inflow. FDI and the portfolio investment is categorized as foreign investment. The other one is Foreign Aid. Portfolio investment is characterized as short term in nature and tends to be more speculative investment but with high turnover (Moosa, 2004:1). Different with portfolio, FDI is longer term investment and aimed at controlling the interest on other firms.

The World Bank (WB) defines FDI as investment made to acquire a lasting management in an enterprise operating in a country other than that of the investor. It is recorded that FDI become more important in financing of development in which it gave contribution about 10 % of global investment. UNCTAD define FDI as “ investment involving a long-term relationship and reflecting a last interest and control by a resident entity in one economy (foreign direct investor or parent enterprise) in an enterprise resident in an economy other than that of the foreign direct investor (FDI enterprise or affiliate enterprise or foreign affiliate)” (UNCTAD,2004:345).

According to Hayami (2001) and Todaro and Smith (2003), the contribution of FDI to the development of a country are widely recognized as filling  the gap between desired investment and domestically mobilized saving, increasing the tax revenues, and improving management, technology, as well as labor skills in host countries. These could help the country to break the vicious cycle of underdevelopment.

Harrod-Domar argued that the economic growth need new investment as capital stock. The more savings that in turn be invest, the faster the economic growth. But, in the real term, the economic growth led by saving and investment, depends on the productivity of the investment.

In the literature of foreign capital, FDI could be distinguished from the perspective of investor as theorized by Caves (1971) in Moosa (2002), and from the perspective of host country, and expansionary and defensive type (Moosa, 2002:4).

From the perspective of investor, FDI could be a tool to produce the same kind of product in other country as in home country. This could overcome the problem of raw material and extend the market abroad. From the perspective of recipient country, FDI allow to produce the goods previously imported by the recipient country. It is implied that import of the recipient country will be declining; export by the investing country will decline as well. The recipient country also can produce more goods, using its own raw material and can increase export of intermediate product, previously exporting the primary product. The FDI inflow also could be effective way to reduce the deficit of balance of payment.

The third, expansionary FDI type seeks to exploit firm specific advantages I recipient country. This type has benefit to contributing to sales growth of investing firm at home and abroad. The other type is defensive type that seeks cheap labour in recipient country with the objective of reducing the cost of production.

The theory FDI is tried to explain by the experts considering the importance of the FDI to host’s country’s economy. Moosa (2004:30) classified theory of FDI into four classifications. The first category is for theories with assumption; perfect market that is some theory like differential rate of return hypothesis, portfolio diversification hypothesis, and market price hypothesis. This theory explains that the volume of FDI depends on the size of host country’s economy. The second group is theories assuming imperfect market, perfect competition. The theories included in this category are the industrial organization hypothesis. The theory postulated that foreign firms have intangible advantages to compete with local firms.

The third is for theories that view that FDI come to host country not only pulled by market factor, but also the others. The theory include in this kind is the currency area hypothesis, and the internal financing hypothesis. Both theory postulates that foreign firms commit a modest amount of their resources for their initial investment, while subsequent expansion are financed by reinvesting profit obtained from operation in the host country. The last category is the theory that takes into account the factors of political risk, government policy, regulation, and strategic long-term factors.
According Hecksher Ohlin, the traditional theory of FDI treats FDI as a form of movement of capital across national border. This movement is as an impact of the difference of labour or manpower and capital amongst countries, in turn then the difference of rate of return of using labour and capital. This difference is reflected by the difference of rate of interest. The modern theory of FDI concerns with local aspect and international aspect of production process in a country. FDI facilitate the process of goods in more than one country. In other words, the product can be produced in two or more countries considering the advantage factor that is owned by a country. (Krugman and Obstfeld, 1995).
David K. Eiotman (in Young 1994) stated that the FDI is motivated by strategic motive, behavioural motive and economic motive. The strategic motive consists of market creature, raw material, product efficiency, new knowledge and political security. Economic Motive is more about seeking profit in long term period and keeping the value of firm high.

Another explanation on FDI was given by Dunning in which the distribution of FDI could be understood by the framework of Ownership-Location- Internalization (OLI) (Krugman and Obstfeld, 1995). Ownership Theory, according Dunning, is a condition necessary for investor to invest abroad. The product and the process of production have to be different with the other producers. The ownership could be of trade mark or reputation, not necessary of goods. The ownership will give the competitiveness to company to compete with other firms from other country or host country.

Dunning said in the Location theory, Location is very important in the framework of FDI. The good location means that the advantages for the company producing process in foreign country compared with in domestic country. The factor included in this location selection is transportation cost and trade constraint.
Internalization theory concerns with the effectiveness of intern transaction of multinational company. It is more advantageous for trans-national companies to do transaction of input, technology and management within a company instead of between company. Transaction within firms secures the ownership of specific advantage owned by company.

One of the important aspect of FDI is that investor could control or have influence on the management and production of the foreign firms. This makes the difference with portfolio or indirect investment, in which the foreign investor could buy securities of local company, but they could not control directly. Mostly FDI has the long-term commitment in the host country. That is why FDI is more valuable to LDCs, compared with any kind of investment that could be withdrawn when the problem arises.
2.5 The Effect of Foreign Direct Investment on the host country’s economy
The presence of FDI has consequence that foreign firms will come and compete with local firms. The foreign firms are interested to do business in foreign country because of the profit probable gained in the host country. Their presence with their firms usually operate in the exploration of natural resources in the host country that the host does not have enough capital to do exploration.

In doing their operation, foreign firms concern with two important things; cost and benefit that may be paid and get. Initially cost of investment is in form of expenditure to set up the machines and the cost of possibility of failure that may be severed. The benefit is generated by using their advance technology and the effective process of production. But, in the practical activity, the profit may be the cost for the host country.

These kinds of cost for the host country are economic cost and social cost. The economic cost related to the expulsion of local firms from the market, because they could not compete with foreign firms with their advance technology. The social cost could emerge in the form of environmental damages, the resistance from local society to the expatriates with their strange norm, and the mater of national sovereignty.
This cost of FDI inflows is so-call the negative externalities of FDI in developing countries, beside the positive externalities in term of the fuel of economic growth. Another negative externality could be in the form of harm to the local economy when foreign investors claim the scare resource and the local firms lost their opportunity to grow due to lost their competitiveness. The scarce resource could be in form of import licences, skilled human resources, and credit facilities.
The effect of FDI on local economy runs through the way FDI increase the production in host economy. There are three kinds spill-over from FDI. (Merlevede B., Schoors K. (2009). Horizontal spill-over flows from a foreign firm to a host country in the same industry. This kind of spill-over is by means of technology imitation and mobility of workers that has been trained by foreign firms. This is also called as the network externality between foreign firms and domestic business institution through social interaction among employees.

Backward Effect of FDI on local productivity prevails when the flows from foreign firm to its upstream local suppliers. This comes in the way of  the assistance to their local suppliers in providing raw material in sufficient quality and profitable to their investment.

The forward spill-over of FDI goes by the flow of foreign firm to its downstream local buyer of the raw material. The productivity of foreign firm is assured when the availability of inputs is warranted. The dangerous thing could happen when the inputs produced by foreign firms become more expensive and need adaptation to local country’s industry.
The FDI also related closely to the export level of the host country. Sun (1998) argued that the foreign capital inflows will increase the supply of funds for investment then it will promote capital formation in the host country. It will increase the export capacity and lead the host country increase the foreign exchange earning. This surplus of foreign exchange will increase the domestic consumption of foreign goods. However, if the foreign goods that usually is consumed is produced in domestic country, then the export level will decrease because the increase of domestic market to the product. 
2.6 The Empirical Literature on FDI-Economic Growth

Bende-Nabende (1998) investigated the data from ASEAN countries, and found a positive relationship between FDI and economic growth. Also he found that FDI for Malaysia, the Philippines are positively correlated with growth, but opposite thing happened to Singapore and Thailand.

In the study on link of economic growth, international trade and foreign direct investment, Josef Krisharianto and Djoni Hartono (2007) conclude that growth and export of Indonesia lead to increase the FDI. The economic growth and international trade of Indonesia will attract overseas investor to come to Indonesia. Also, the FDI in a country will drive economic growth and export. But it is important to test which one of two causal relations among them is more significant. Because the Government of Indonesia need to know how to attract FDI and also how set growth and international trade that is interesting for investor.
Almasaied S., et. Al (2004) did analyses between FDI , domestic investment, and financial institution on economic growth in Indonesia. Using Pesaran’s Autoregressive Distributed Lag (ARDL), it is concluded that, firstly, there is long-term relationship between Real GDP, FDI, and domestic investment, financial institution and export. Secondly, The domestic investment and financial institution is determinant factor of economic growth in Indonesia. Thirdly, FDI have positive impact significantly on economic growth, also the financial institution reform is the key factor of economic growth. Fourthly, The domestic investment affects economic growth especially after the period of crises in Indonesia.
Carkovic and Levin (2005) observed the FDI and economic growth nexus, using cross country data set for 1960 to 1995. They found that FDI flows do not exert influence on economy growth directly through their effect on human capital. Another panel data study on the relationship between FDI and economic growth is done by Li and Liu (2005). The finding is that there is positive relationship between of FDI and economic growth, but also there is negative effect of FDI on economic growth via its interaction with technology gap.

Mahamet (2006), said that some factors in LDCs that attract FDI are abundant natural resource, domestic market, and business climate. This factor is reasonable to count as factors that attract FDI, but it is not easy to include in the model.
The study on the importance of FDI by Blomstrom and Kokko, 2003, highlights that FDI in a country is very strong drivers to total factor productivity and regional GDP. Hence, it will improve indigenous technological progress, by training the human capital on transfer technology.
The empirical studies on growth also have done by some experts in regional level. These studies could reach the different result with the studies that use the national data. Barro (1991) tried to estimate the growth determinants by using ordinary least square method to cross country data. The problem emerged is that many variables are omitted and the endogeneity bias problem. The omitted variable bias then tried to be solved by Islam (1995). He used fixed effect panel data method. The variable bias also could be solved by another way that is generalized method of moment (GMM) as used by Arellano and Bond (1991).

A more advance study on regional economic growth have done by Young, Higgins, and levy (2003) that implements the GMM method and the linear cross section method for the United Kingdom (UK).The problem that come is that the utilization of GMM mainly need more longer time data for instrumental variable, while regional data available is limited compared with cross section data. The availability of regional data also become a constraint in some studies because the completeness of data. For instance, in Indonesia the data of region or province have a lack of the quality.

FDI contribution to economic growth could be seen in their role in increasing the new job in host countries. It is contrasted with a portfolio investment, which is indirect investment. For LDCs, also FDI plays in transfer technology from advance country, which is very important for process of development. As host country of FDI inflows, Indonesia has availability of vast, highly diversified natural resources, a huge very potential domestic market, a competitive and productive labour force, and a market oriented economic policy, amongst other factors, that have attracted FDI inflows (Rajenthran, 2002).

The nexus between FDI and economic growth could be noticed by observing the so-called spill-over channel. Gorg and Greenaway (2003), mentioned there are four channel through which the LDCs as host country of FDI could benefit the domestic productivity through spill-over. They are imitation, skill acquisition, competition and exports.

Imitation means that the host country produce the new product of the country in where FDI originally from. Skill acquisition happened in order to transfer the advance technology. Domestic human capital has to upgrade to make it possible to operate and process of new industrialized products. The competition becomes important to the local technology, so that it stimulated the use of existing technology to be more efficient and productive.

The other channel is export spill-over. The productivity will increase the exports. MNC could be firstly pioneers to grow export level, and then the domestic firm also can learn how to penetrate their product to foreign market.
The recent observation on FDI-Growth nexus was investigated by Herzer, Klasen, Novac-Lehman (2006), using 28 LDCs data employing co-integration techniques. The main finding is that FDI has no statistically significant long-term effect on economic growth. Beside in some cases, FDI contribute to growth in long run and short run. There is no clear indication about the relationship between FDI and other determinants of economic growth.
Recently we know the real example from how FDI can boost economy, for instance India and China that is considered as the two big countries very interesting for foreign investors. The most important success factor of India and China in attracting investor is the fast and stable economic growth. The other factors are cheap labour factor and business climate that is conducive to foreign investors.
2.7 The Regional Development in Indonesia
Recently, FDI inflows in Indonesia spread in only certain regions, that is, Java and Sumatra. This condition lead the disparity among province in economic growth, in turn have crucial in social welfare distribution. To overcome this situation, Government of Indonesia have been trying to make reform in the rule of investment, and stimulate the local government to be more attractive to FDI by preparing original local potency.

The magnitude of FDI in LDCs is in the way of export promotion (EP) that would be higher that the strategy of Import Substitution (IS) (Bhagwati, 1978). In Indonesia, the IS strategy is implemented in the period of 1970-1981, while EP strategy in the period of 1982-1996. (Kurniawan R., 2003).
Balasubramanyam and Salisu (1991) said that FDI is pushed by market force is in the EP strategy, and when FDI induced by policy measures, it is in the IS strategy. The tax concession, as an example of policy is considered as a factor that caused FDI in the EP, but the main determinant is the conjunction of the production cost and the EP itself.
Another way FDI come to Indonesia is by merger and acquisition. This commonly becomes a prevalent form of FDI since Indonesian cries in 1997. Domestic companies need to sell part or all their assets to foreign business institution to repay the loans. Privatization happened when it involves buying shares of the state owned firms. But, privatization is not easy to do in order to mobilize the fund, because of opposition from vested interest.
2.8 Fiscal Decentralization and Development of Economy
The Implementation of the decentralization program in Indonesia is commenced in the year 2001, before some years of pilot project at some area or governmental institution. This program is aimed to fulfil the urgent demand of local government in the new democratic era. This demand comes from region, which have a source of factor production especially natural resources, besides the other reasons, such as increasing public services, stimulating local participation, and speeding up the economic growth in provinces especially non java region.

The decentralization program in Indonesia is a revolution of public management, as a part of the bureaucracy reform that reordered the interplay amongst the central government, local government, market and society. This program is done by actions such as reorganization of institution and role, efficiency of public expenditure, efficiency of public service and opened more the service provision to private sector. (Desai and Imrie, 1998)
The globalization era has impact not only on national perspective but also regional perspective. The direct impact of globalization that is the era of autonomy, provide local regions the big opportunity to manage their own economy. The external direct impact is the presence of FDI in the local economy.
The FDI become important way of local economy in boosting regional development. This is very possible when the local government could synergy with foreign business institution. The local government can promote their region to investor. This success of local government in promoting the region will invite other foreign investor. The other benefit of FDI presence in local area is the possibility of collaboration between local and foreign institution in some fields, for instance education and training program. The mutual benefit is that local can build the capacity of the human resources, while the foreign investor gains the compensation of the ease of doing business. This will not lead side problem if the negative effect of FDI in local area, such as unfair business cooperation and the environment aspect problems could be minimized.
Recently it has grown the issue that local government could borrow money from international donor to finance the regional development. This still become the serious concern of central government, because at the recent time all policy about borrowing money from abroad in the hand of central government. The local government is considered not ready to borrow directly to international donor agency. It is still possible for local government to get international borrowing, but it need the central government agreement.(Said.A,2002).
Chapter 3 
Foreign Direct Investment and other determinants of economic growth in Indonesia
Observing data from UNCTAD, it is shown that yearly foreign direct investment flows have increased from an average of less than $10 billion in the 1970’s to a yearly average of less than $20 billion in the 1980’s, to explode in the 1990s from $26.7billion in 1990 to $179 billion in 1998 and $208 billion in 1999.FDI come to LDCs by mergers and acquisitions and internationalization of production in a range of industries, FDI into developed countries last year rose to $636 billion, from $481 billion in 1998. 

In First Midst of 2005, FDI inflows increased around 70% in line with the growth rate of 5-6%b in that period. In the beginning of 2005 the FDI important origin are the UK, Japan, China, Hong Kong, Singapore, and Australia. The FDI inflows is recorded US$ 1.023 billion in 2004, while at the previous year is US$ 1.45 billion, US$4.678 billion in 1997, and US$6.194 billion  in 1996.

3.1 Foreign Direct Investment in Indonesia
The history of FDI in Indonesia began in 1967 when the Government of Indonesia stipulated the first law on foreign investment. The first FDI inflows in Indonesia came in oil and gas sector in the 1970s, then grown into other sectors of the Indonesian economy until 1997 when financial crisis prevailed. According to data from BKPM, FDI inflows in Indonesia after financial crisis or in 1998 decreased about 2.7 % in three years. The Capital formation that is -1.6% in 1998, became -11.2% in 1999. The FDI inflow in Indonesia also decreased in 2004 -1,5% and sharply again in 2006, -3.3 %,before increased incredibly about 93.7% in 2005.This all is driven by the fluctuation of the realization of investment in Java. In 2005, FDI in Java, contributing 81.34% of Indonesia, increased 123.23% from 2004.

Recently the global trends in FDI flowing to developing countries fluctuated in many countries. The fluctuation can be both in quality and quantity. Indonesia’s FDI flow reaches the peak before   the exchange rate crises happened at first. Then, it was followed by economic crises that make many Indonesian people lost their job and welfare.

But, the different thing happened to other countries in FDI inflow. Some were not affected by the crises, others faced a little bit hit of it. Indonesia is the ASEAN country that experienced the worst effect of crises, including in FDI inflow. Indonesia’s FDI inflow jumped down dramatically to the lowest level. FDI in regional level will develop potency for social welfare.

FDI in Indonesia, from regional government side, is also an important source of regional development. FDI in regional level will develop potency for social welfare. It will boost the many aspect of economy, for instance, increasing employment growth, per capita income, and welfare. It is important because the revenue from local taxes and transfer fund from Government of Indonesia are limited. On the other hand, the domestic investment is not too enthusiastic to invest in the province. Not all provinces afford to attract FDI because of many factors. Each province has specific characteristic, but all provinces in Indonesia can be categorized to six region based on island.
Based on Indonesian statistic board at table 1, the country of origin of FDI, in 2006, the majority come from Asian countries, Singapore (13, 86%) and South Korea (5,6%). Then, it is followed by European countries, United Kingdom (6, 6%) and the Netherlands (3, 06%). The others are American and African countries.

Table 2 indicates that there is a very big gap FDI in Java compared with other regions over time. FDI is concentrated in Java, that is 88.64%  in 2002 , consistent in 2003, 2004  and 2005, although slight decrease in percentage of 73.83% in 2006. This happen related to the high number of FDI come to Kalimantan in 2006. The second destination of FDI in Indonesia is Sumatra, though the number is not so big, that is 2.95% in 2002 then fluctuates in the number in between 9.20% till 18.50%.

Table 1
 Approved Foreign Investment Project by Countries of Origin  (Million US$, 2005 and 2006)
	Country of Origin
	2005
	%
	2006
	%
	1968 up to 2006
	%

	America 
	634.7
	4.67
	395.8
	2.53
	14,069.00
	4.5

	
	United States 
	91.2
	0.67
	161.7
	1.03
	11,787.70
	3.77

	
	Canada 
	534.8
	3.94
	210.2
	1.35
	919.7
	0.29

	
	Rest of America
	8.7
	0.06
	23.9
	0.15
	1,361.60
	0.44

	Europe 
	2,125.00
	15.65
	2,220.30
	14.21
	61,171.40
	19.6

	
	Belgium 
	16.4
	0.12
	3.2
	0.02
	44.9
	0.01

	
	Denmark 
	3.8
	0.03
	2.7
	0.02
	186.2
	0.06

	
	France 
	9.7
	0.07
	355.9
	2.28
	2,312.40
	0.74

	
	Italy 
	10.4
	0.08
	78.2
	0.5
	188.5
	0.06

	
	Netherlands 
	472.3
	3.48
	78.2
	0.5
	7,773.00
	2.49

	
	Norway 
	0.5
	0
	15.5
	0.1
	293.2
	0.09

	
	Germany 
	42
	0.31
	19.9
	0.13
	9,521.40
	3.04

	
	United Kingdom 
	1,529.00
	11.26
	1,038.50
	6.65
	35,189.90
	11.3

	
	Switzerland 
	27.5
	0.2
	477.7
	3.06
	581.8
	0.19

	
	Rest of Europe
	13.4
	0.1
	206.3
	1.32
	4,677.10
	1.5

	Asia 
	6,649.90
	48.97
	6,856.30
	43.88
	146,884.70
	47

	
	Japan 
	1,176.40
	8.66
	443.6
	2.84
	39,420.50
	12.6

	
	South Korea 
	417.3
	3.07
	877.4
	5.62
	12,130.60
	3.88

	
	Hongkong
	125.4
	0.92
	398.7
	2.55
	20,900.80
	6.68

	
	Taiwan/RR China
	133.4
	0.98
	218.6
	1.4
	13,476.10
	4.31

	
	Singapore 
	3,933.20
	28.96
	2,165.90
	13.86
	28,449.50
	9.1

	
	Rest of Asia
	833.4
	6.14
	2,639.00
	16.89
	31,620.20
	10.1

	Australia 
	523.5
	3.86
	50.2
	0.32
	9,748.90
	3.12

	
	Australia 
	513.6
	3.78
	49.2
	0.31
	9,517.50
	3.04

	
	New Zealand 
	9.9
	0.07
	1
	0.01
	231.3
	0.07

	
	Rest of Australia
	0
	0
	0
	0
	47.6
	0.02

	Africa 
	151.9
	1.12
	1,487.50
	9.52
	9,271.10
	2.96

	
	Nigeria 
	0.1
	0
	0
	0
	5.9
	0

	
	Rest of Africa
	151.8
	4.34
	1,487.50
	32.24
	9,265.20
	13

	Joint Countries
	3,494.20
	25.73
	4,613.90
	29.53
	71,542.20
	22.9

	 
	Total
	13,579.20
	100
	15,624.00
	100
	312,734.80
	100


Source:BKPM Indonesia
In Figure 1 below, it is shown that the majority of FDI flows to Java Region, in which Jakarta, the capital city of Indonesia, and other big cities situated. The second destination of FDI is Sumatra Region.
Table 2
 Statistic of Foreign Direct Investment Realization by Location, 2002-2006 (in Million US dollars)
	L
	2002
	%
	2003
	%
	2004
	%
	2005
	%
	2006
	%

	1
	91.20
	2.95
	501.70
	9.20
	851.40
	18.50
	1,224.60
	13.74
	883.70
	14.79

	2
	2,740.10
	88.64
	4,515.80
	82.85
	3,248.30
	70.58
	7,251.20
	81.34
	4,412.80
	73.83

	3 
	6.80
	0.22
	25.20
	0.46
	107.20
	2.33
	102.60
	1.15
	109.80
	1.84

	4
	188.50
	6.10
	137.20
	2.52
	368.00
	8.00
	181.80
	2.04
	534.60
	8.94

	5
	60.50
	1.96
	266.60
	4.89
	27.40
	0.60
	145.30
	1.63
	15.50
	0.26

	6.
	4.10
	0.13
	4.10
	0.08
	0.00
	0.00
	9.10
	0.10
	20.60
	0.34

	Tot.
	3,091.20
	100
	5,450.60
	100
	4,602.30
	100
	8,914.60
	100
	5,977.00
	100


Notes: Location: 1. Sumatra,2.Jawa,3. Bali and NT,4.Kalimantan,5.Sulawesi, 6. maluku and Papua.
Source: BKPM, Indonesia
The table 2 shows the Java as the primary purpose of FDI, that is more than 90%. Generally Java is more attractive for foreign investor compared with any other region because of some pulled factors such as the better availability of infrastructure facility, abundant labour force, transportation and the information system that more advance than other regions.(Kurniawan,2002)
Figure 1
 Statistic of Foreign Direct Investment Realization by Location, 2002-2006 (in million US dollars)
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The concentration of FDI in Java is also not in all province but just in three dominant provinces namely in West Java province (Jabotabek industrial region) and East Java province. The total of FDI in Indonesia still concentrated in those two provinces with the percentage of more than 70%. It means that the concentration of FDI is more because of geographical factor, that is the suburb area of the Jakarta City and Surabaya  as the two of biggest city in Indonesia.
The concentration of FDI in those  provinces, become the interesting when the autonomy policy is implemented in Indonesia with aims of support local government to be more independent in developing the local economy. Practically the regions out of Java have difficulties in finding the source of finance to spend for developing their local economy. 
3.2 Growth Determinants in Indonesia

There are several factors considered affecting the economic growth at a country (Kurniawan R., 2003). Keynesian Growth models (also famous called Harrod-Domar Model) come up with the idea that savings and investment have important role in boosting economic growth. The second model, Solow Model emphasized the presence of technological availability in promoting economic growth by increasing output of production process. The third model by Romer (1987) considered how the return could be optimised by the accumulation of knowledge through transfer of foreign technology.

The growth determinant refers to the factors that have effect on the economic growth in Indonesia. Many studies were done to examine to this determinants. There is no exact determinant, but some could be considered as the determinants, those are, foreign direct investment, domestic investment, export level, human capital, labour, and government spending.
To measure the growth determinants, researchers start with the assumptions on theoretical framework. Durlauf and Quah (1999) said that this determinant could be different for one region with others. However, some factors could be suitable from regional analyses. Also, some variables could not be used in regional level because of availability of the data. For instance, the oil price and the exchange rate is growth determinants of economic growth in national and could not be implemented for regional growth.

Sun (2002) stated that the many basic elements that could draw foreign investor to a country. First, The FDI is attracted by the size of a country market. This size could be approached by regional per capita GDP. Then, FDI come to an area with fast economic growth. High growth rate automatically become a positive campaign for foreign investor, because high growth will promise high income rate.
The other important thing attracting FDI is the political stability. The decision to invest is mostly influenced by for instance, political coup, criminality, riots, ethnical and religion conflict. Infrastructure is also a very important for foreign investment. This is not only physical but also social. This become a weakness prevailing in LDCs and still become big constraint for FDI. The role of government important beside to stabilize the political condition is to do regulating business climate and promoting investment proactively.

3.2.1  Economic Growth
The table 3 shows that Cambodia is the ASEAN country with highest growth in the period of 2002 till 2006. Thailand and Viet Nam have the almost the same of economic growth with percentage of seven at that period. The others grow at the percentage of 3.08 %till 5.88 %. Indonesia include in the third category with growth rate of between 4.78 and 5.69.Overall in that period all ASEAN countries have the positive growth over time. While almost all ASEAN countries grow in fluctuated rate, Lao PDR grows consistently with upward sloping pattern.

Table 3
 Growth Rate of Domestic Product of ASEAN countries (at percent)
	Country
	2003
	2004
	2005
	2006

	Brunei D
	3.64
	0
	0.88
	4.35

	Cambodia 
	12.6
	9.97
	13.63
	10.77

	Indonesia 
	4.78
	5.03
	5.69
	5.51

	Lao PDR
	5.86
	6.88
	7.27
	8.31

	Malaysia 
	5.77
	6.79
	4.99
	5.94

	Myanmar 
	5.32
	4.97
	4.5
	6.9

	Philippines 
	3.73
	6.38
	4.87
	5.34

	Singapore 
	3.08
	8.84
	6.64
	7.87

	Thailand 
	7.14
	6.28
	4.59
	5.11

	Viet Nam 
	7.38
	7.79
	8.43
	8.17


Sources: ASEAN Data Base

3.2.2 Human Capital and Labour Force
Human capital is a common  factor considered as growth determinant by using data of educated people, while labour force also become another determinant of growth as a production factor that determine the output of production. The data of human capital is approached by data of student enrolling senior high school level. This is based on the rationale that the bigger the student at that school level, the bigger the educated people at that province. The data of labour force reflect the number of productive people in the province, that is, that is more that 15 year old up to 65 year old based of the criteria from the Indonesian Statistic Board (BPS).
Table 4
 Population by Regions, 2002-2006 (thousand)
	No.
	Provinces
	2002
	2003
	2004
	2005
	2006

	1
	Sumatera
	44,947
	45,664
	46,381
	46,029
	46,887

	2
	Jawa
	124,080
	125,473
	126,876
	128,470
	129,996

	3
	Kalimantan
	16,159
	16,336
	16,531
	16,788
	17,075

	4
	Sulawesi
	11,609
	11,760
	11,911
	12,098
	12,338

	5
	Bali dan Nusa  Tenggara
	11,309
	11,473
	11,636
	11,828
	12,044

	6
	Maluku dan Papua
	4,923
	5,024
	5,125
	5,237
	5,390

	 
	Total
	213,027
	215,730
	218,460
	220,450
	223,730


Source: Indonesian Statistic Board

Table 4 above shows that Indonesia is a big country with the population more than 223 million people, in which the population grows around 5.02% in  the five years. The population is concentrated in Java around 58.24% in 2002 and   almost the same about 58.10% in 2006.The second most crowded  region is Sumatra that is around 21.09% in 2002 and slightly decrease in percentage about 20.86% in 2006.The other regions, Kalimantan, Bali and Nusa Tenggara and Maluku and Papua in total just contribute around 20.67 % of Indonesia’s population in 2002. 

This characteristic of population in Indonesia will affect the growth of the regional economy and national economy as a whole. Because the concentration of human capital in Java, then the production process in Java is more advance than other regions. However, this will decrease the rate of economic growth in term of per capita. On the other hand, the production process in out of Java is still a big problem because the lack of human capital and also the labour as production factor in industries.

Table 5
 Gross Regional Domestic Product at Constant 2000 by Regions, 2003-2006 (in Billion Rupiahs)
	Loc.
	2003
	%
	2004
	%
	2005
	%
	2006
	%

	1
	346,287
	22.51
	356,431
	22.21
	367,710
	21.77
	379,346
	21.32

	2
	910,621
	59.19
	960,628
	59.86
	1,015,541
	60.13
	1,073,593
	60.35

	3
	142,832
	9.28
	147,122
	9.17
	152,555
	9.03
	158,772
	8.89

	4
	65,987
	4.29
	69,738
	4.35
	74,070
	4.39
	78,671
	4.42

	5
	42,171
	2.74
	44,363
	2.76
	46,036
	2.73
	47,772
	2.68

	6
	30,635
	1.99
	26,477
	1.65
	33,035
	1.96
	41,217
	2,31

	Tot
	1,538,533
	100
	1,604,759
	100
	1,688,947
	100
	1,778,788
	100


Notes: Location: 1. Sumatra,2.Jawa,3. Bali and NT,4.Kalimantan,5.Sulawesi, 6. Maluku and Papua.

Source: BKPM, Indonesia

Table 6
 The Number of Students of Senior High School as a proxy of human capital (in person)
	Provinsi
	2002
	2003
	2004
	2005
	2006

	NAD
	99,091
	103,063
	109,513
	119,334
	133,247

	Sumatera Utara
	454,847
	470,051
	483,416
	489,260
	505,863

	Sumatera Barat
	153,038
	154,654
	157,968
	162,900
	162,685

	Riau
	117,145
	121,813
	106,091
	112,262
	120,426

	Jambi
	58,161
	59,902
	62,186
	68,032
	72,512

	Sumatera Selatan
	163,416
	168,917
	181,043
	188,488
	200,231

	Bengkulu
	48,038
	50,507
	50,253
	47,417
	50,497

	Lampung
	155,022
	150,886
	161,414
	172,630
	177,187

	Kepulauan Bangka Belitung
	28,262
	28,265
	28,942
	30,110
	30,487

	DKI Jakarta
	411,982
	408,286
	400,568
	397,772
	385,183

	Jawa Barat
	686,481
	715,622
	750,126
	775,011
	831,767

	Jawa Tengah
	758,732
	792,346
	792,431
	804,254
	810,014

	DI Yogyakarta
	131,066
	129,446
	124,990
	121,725
	119,190

	Jawa Timur
	806,052
	822,786
	843,326
	857,774
	869,648

	Banten
	138,753
	167,237
	179,967
	195,126
	207,854

	Bali
	96,362
	97,595
	106,435
	108,806
	111,075

	NTB
	82,673
	83,761
	89,565
	93,994
	99,340

	NTT
	82,064
	85,803
	93,015
	101,340
	114,306

	Kalimantan Barat
	75,927
	78,084
	82,484
	87,809
	96,035

	Kalimantan Tengah
	36,096
	35,121
	36,853
	39,778
	44,168

	Kalimantan Selatan
	63,980
	62,342
	62,327
	60,621
	62,395

	Kalimantan Timur
	78,778
	82,481
	87,341
	91,274
	95,648

	Sulawesi Utara
	63,172
	63,129
	64,741
	66,585
	69,223

	Sulawesi Tengah
	45,479
	46,570
	50,029
	51,419
	55,587

	Sulawesi Selatan
	211,508
	216,892
	205,672
	207,096
	210,081

	Sulawesi Tenggara
	54,157
	57,392
	59,025
	65,389
	72,570

	Gorontalo
	15,630
	16,030
	17,555
	19,161
	21,229

	Maluku
	48,465
	49,923
	51,578
	55,528
	60,761

	Maluku Utara
	20,702
	21,448
	22,828
	25,338
	28,637

	Papua
	58,404
	59,195
	43,203
	21,737
	52,792

	Total
	5,243,483
	5,399,547
	5,566,683
	5,729,347
	5,942,720


Source: Indonesian Statistic Board
 The table 5 and figure 2 indicates that Java Region is the region with the highest contribution of Gross Domestic Product of Indonesia. In 2003, the GRDP of Java contributes around 59.19% of Indonesia’s GRDP. This amount then always increases in the next year that is 59.86%, 60.13% and 60.35% in 2004, 2005 and 2006 respectively. This contribution is very large comparing with any other region in Indonesia.  Sumatra with second biggest population contributes around 22.51% of Indonesia’s GRDP in 2003, and this portion is constant in the next period. The rest of regions contribute the percentage below 10%. 

Figure 2
 Gross Domestic Product at Constant 2000 by Region 2002-2006 (in Billion Rupiahs)
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Source: Indonesian Statistic Board
In Figure 3, it is shown big fluctuation on the growth of Gross regional Domestic Product (GRDP) in Maluku and Papua due to the instability in Ambon and Irian Jaya that period. Even, negative growth emerged in that region, making the Growth to the deepest level. But, in the next year, The GRDP of Maluku and Irian Jaya, came back to positive track drastically along with the stable and conducive condition that successfully built by central government.

Figure 3
 Growth rate of Gross Regional Domestic Product at Constant 2000 by Regions,2002-2006 (percent)
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        Source: Indonesian Statistic Board
From table A2 (see appendices), it is shown that DKI Jakarta, the capital city of Indonesia,  is the province with the second highest level of per capita gross domestic product, after the province of Kalimantan Timur with  number of  33,925,216 rupiahs in 2002, but then  a little bit slowing down in the next year. The next two provinces with highest of per capita gross domestic product are Papua and Aceh.

 Jakarta as the capital city of Indonesia is a centre of business and government of Indonesia, so that the capital is centralized. Aceh, Kalimantan Timur and Papua are the provinces that have the natural resources in significant and profitable to explore, and from this reason the foreign firms with FDI operate their business. This presence of trans-national company contributes the local revenue and the local economy.
In term of per capita, the high GRDP provinces are not dominated in a certain region, but it is spread in some regions. The province with highest GRDP is Kalimantan Timur. This makes sense because It has rich natural resources that is being explored by mostly foreign companies. The other rich provinces with similar characteristic with Kalimantan Timur are Aceh, Riau and Papua.

The second biggest per capita GRDP is from DKI Jakarta, in which most the head of office of business exist, and majority of capital or investment come to. High circulation of money is centralized in Jakarta. Provinces in Java region have per capita GRDP not so big because of high population occupying in Java.

From the table A.3 (see appendices), Java has domination on percentage of National GDP, that is, 60.08% in 2002, and consistent in the next period. This is because the most economic activity in Indonesia is centralized in Java. Domestic investment as well as FDI is still concentrated in this region.
Sumatra contribute about 22% of national GDP, with highest contribution is donated by Riau about 6.58% in 2002, but this percentage was going down in the next years. The rest of regions contribute each less than 10%.This figure reflects the condition that economic activity is really concentrated in Java and Sumatra. In the perspective of west and east regions of Indonesia, 83% of GDP come from west region, in which Java and Sumatra included, while the rest percentage is contributed by east region.
3.2.3 Export Level
The export Level in a region indicates how the local industries could grow well and fulfil the standard for export demand. High level of export means that industries or manufacturing sector operates efficiently and effectively using local labour force.
The value of export in Indonesia is dominated by Java, Sumatra and Kalimantan, that is more than 10.000 Million US $ each region, while the other regions are under 5.000 Million US $ (see table 3.7 and figure 3.4). The biggest portion of export level comes from Java, that is, 50.12% in 2002, and decrease in the next years around 43.24% until 48.86%. The second contribution of the export level is given by Sumatra in the percentage between 24.33% until 29.07%. 
Figure 4
 Value of Export, by Region,2002-2006 (Million US Dollars)
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 Source: Indonesian Statistic Board
The next biggest contributor of the export level is Kalimantan, that is, 16.32% in 2002, and this always grow in positive trend, in which it reaches the biggest in the five years, 19.48% in 2006. Maluku and Papua got its biggest level of contribution in 2002 that is 26.39% and in 2003   increase 27.62%. But this contribution decreased in the next three years that is around below 4.07%. The gradual increase of volume takes place for the dominating regions, but there is fluctuation for the rest regions.
Table 7
 Value of Export by Regions, 2002-2006 (Million US dollars)
	L.
	2002
	%
	2003
	%
	2004
	%
	2005
	%
	2006
	%

	1
	16,150
	28.25
	17,217
	28.2
	19,927
	27.83
	24,332
	28.41
	29,302
	29.1

	2
	28,648
	50.12
	29,671
	48.6
	34,706
	48.48
	38,425
	44.86
	43,586
	43.2

	3
	9,330
	16.32
	10,786
	17.66
	13,149
	18.37
	17,067
	19.92
	19,642
	19.5

	4
	815
	1.42
	997
	16.32
	1,581
	22.09
	2,025
	2.36
	2,633
	2.61

	5
	707
	12.36
	700
	11.46
	1,083
	15.13
	1,135
	1.32
	1,530
	1.51

	6
	1,509
	26.39
	1,687
	27.62
	1,139
	2.11
	2,675
	3.12
	4,105
	4.07

	Tot
	57,159
	100
	61,058
	100
	71,585
	100
	85,660
	100
	100,799
	100


Notes: Location: 1. Sumatra,2.Jawa,3. Bali and NT,4.Kalimantan,5.Sulawesi, 6. Maluku and Papua

Source: Indonesian Statistic Board
3.2.4 Domestic Investment
The existence of domestic investment beside FDI is very important as another engine of economic growth. This reflects the competitive local potency to become a host in their own area. It is very ideal if local business doers can grow in synergy together with foreign firms. The figure of domestic investment in Indonesia is not different with the common characteristic of regional characteristics (see table 8 and figure 5). 
The domestic investment mostly comes to Java, as the region with its advantages compared with any other regions in Indonesia. Java is the biggest region absorbing the domestic investment with the percentage between 58.95% until 60.35% in the period of five years. The second destination of domestic investment is Sumatra that attracts the investment in 22.52% in 2002 and consistent in the next years.
Table 8
 Gross Regional Domestic Product constant 2000 by Regions,2002-2006 (in Billion Rupiahs)
	Loc.

	2002
	%
	2003
	%
	2004
	%
	2005
	%
	2006
	%

	1

	331,335
	22.5
	346,287
	22.5
	356,431
	22.2
	367,710
	21.8
	379,346
	21.3

	2

	867,350
	59
	910,621
	59.2
	960,628
	59.9
	1,015,541
	60.1
	1,073,593
	60.4

	3

	139,103
	9.45
	142,832
	9.28
	147,122
	9.16
	152,555
	9.03
	158,189
	8.89

	4

	62,661
	4.26
	65,987
	41.6
	69,738
	4.34
	74,070
	4.38
	78,671
	4.42

	5

	40,590
	2.76
	42,171
	26.6
	44,363
	2.76
	46,036
	2.72
	47,772
	2.67

	6

	30,162
	2.05
	30,635
	1.99
	26,477
	1.65
	33,035
	1.95
	41,217
	2.31

	Tot

	1,471,201
	100
	1,538,533
	100
	1,604,759
	100
	1,688,947
	100
	1,778,788
	100


Notes: Location: 1. Sumatra, 2.Jawa,3. Bali and NT, 4.Kalimantan, 5.Sulawesi, 6. Maluku and Papua
Source: Indonesian Statistic Board
Figure 5
 Domestic Investment by Regions, 2002-2006 (Billion Rupiahs)
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There is fluctuation on domestic investment time to time in all regions. Although Java is still the region whose biggest volume of domestic investment, but the volume is not consistent increasing. The Sumatra is almost the same with Java with far less amount compared with Java. The Sumatra has the biggest level of domestic investment at 2005, almost the same amount of Java. The rest of regions also fluctuated with amount far   below Java and Sumatra.
3.2.4 Provincial Governmental Expenditure
The number of governmental expenditure is dominated by Java that is 55.382 Billion Rupiahs in 2002, and grows in the percentage of 12% to 30%. The second and third biggest expenditure are for Sumatra and Kalimantan (see table 3.9 and figure 3.6).
The size of local governmental expenditure is based on many factors. First, it is based on the population of that province. Then, the local revenue from local area and a portion from sharing revenue from central government also determine the number of local budget. For some post of expenditure, for instance the salary of governmental officials, the post is financed by central government.
Table 9
 Statistic of Local Government Expenditure by Location, 2002-2006 (in Million Rupiahs)
	Location
	2002
	2003
	2004
	2005
	2006

	Sumatera
	32248134.00
	42411534.00
	46909570.00
	58958067.00
	75997871.00

	Jawa
	55,381,696.00
	72,918,501.00
	78,710,501.00
	88,692,545.00
	105,379,702.00

	Kalimantan
	15,797,165.00
	20,940,405.00
	22,163,646.00
	28,508,612.00
	36,538,002.00

	Sulawesi
	9,742,239.00
	13,218,067.00
	14,471,485.00
	15,996,855.00
	23,441,563.00

	Bali and NusaTenggara
	8,028,710.00
	10,089,976.00
	10,514,862.00
	12,002,797.00
	15,006,658.00

	Maluku and Papua
	8,339,509.00
	9,489,842.00
	8,518,205.00
	7,945,330.00
	13,307,046.00


Source: Indonesian Statistic Board

Figure 6
 Government Expenditure, by Regions, 2002-2006 (Million Rupiahs)
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The figure 6 above gives picture that the biggest expenditure happens in Java, Sumatra, followed by the other regions. There is a pattern that all regions have increasing trend of expenditure time to time, gradually.

Chapter 4 
Model, Methodology, and Discussion on Regression Result
4.1 Model
The long run relationship between FDI and economic growth could be examined if there is long-term time series data. The data in this research is only five years that is 2002 till 2006. Thus, in this research, the relationship FDI and growth will be tested by employing the simple regression.

Model of the relationship between economic growth and its determinant could be approached by several ways, two of which are the one that refer to endogenous growth theory and the other considering the empirical study and observation.
4.1.1 Endogenous Growth Theory

With reference of Cobb Douglass Production Function, there are two main independent variables in the model. The model could be shown as below:
 LnGRDP=β0LnA+ β1LnTotinv+ β2LnEnroll+ β3LnPop+e                         (4)
This model will observe how total of investment, that is summation of domestic investment and foreign direct investment, enrolment of secondary school and the population as well. The data for the total investment in this model is the absolute value of this investment, because the data of domestic investment in rupiah and FDI data is in dollar Variable enrolment is used as the proxy of human capital that contribute to the economy, whereas variable population is as the proxy of labour force that is the main engines to economic growth. As the Economic Growth is the GRDP, that is gross regional domestic product in per capita. 
4.1.1 Proposed Model of Economic Growth

With referring to some literature, the model is determined by the detail of the first model (equation 4) and includes factors that have relevancy with them. The investment will be separated based on each origin: domestic and foreign. The detail of model could be stated below:
LnGDRP = β0+ β1 LnDI+ β2LnFDI+ β3LnExport+ β4LnLabforce+ β5LnEnrol + β6LnGovtExp+ β7DSum+ β8DJav+ β9DKal+ β10DSul+ β11DBNT+e                        
                                  (5)

The government expenditure is used in the model considering the importance of it as one component of source of development in regional level.

The regional dummy is intended to know how regional factor still become the important thing in the study of economic growth in Indonesia. For instance, the provinces in Java region have lower economic growth comparing with other regions because of big concentrate population in the Java region. In same word, economic growth in Kalimantan Region could reach higher level, because of the little people in the region, although the FDI inflow is far less than those are in Java region.
4.2 Methodology

The Methodology employed in this research are the ordinary least square and the fixed effect model with its variation. The consideration of this is that the panel data used could be tested by OLS, while fixed effect is used as comparison. The variation on fixed effect model are fixed, between and random estimation.
The OLS could estimate the model with simple way, in which all observation will be pooled and this could cause some problem such as autocorrelation in time series data and also the heteroscedasticity problem that emerges commonly in cross section data. The weakness of OLS will be eliminated by using panel data analyses. In this research, OLS and panel data analyses is employed together with aim to give more comprehensive analyses.
The panel data is considered having some advantages as a source of quantitative method of analyses of economic growth using regional data. This assumption based on the characteristic of panel data that provided more informative, various data beside of the fact that panel data minimize the co-linearity amongst the independent variables, and more degree of freedom.

The panel data is a combination of cross section data and time series data. Econometrically, in general it can be formulated in the equation below :
Y it = β it X it + α I + ε it
Where
i = (1, 2, 3…N) express the individual (cross section data)

T = (1, 2, 3…t) stand for time (time series data)

Y it   = Dependent variable

X it = Independent variable, explanatory variables, variables that is suspected as determinants for dependent variable.

αi = the individual effect to dependent variable, containing a constant term and a set  provincial specific variables and time variant.
ε it      = the idiosyncratic error, random error
The panel data method commonly used are three methods. First, the so-called Fixed Effect Model, that assumes that individual effect have correlation with independent variables. The second model is Random Effect Model with an assumption that individual effect is not correlated with independent variables. The last method of Panel data analyses is Between Effect. 
There are some procedures to select the method that will be used in panel data model, one of them is the Hausman Test. This will be useful to choose the fixed effect or random effect suitable and ideal to the model. However, the three method of panel data model will be used together to find the complete analyses.
The regional dummy variables is used in the model to test whether the difference amongst region exist in the model. Using regional dummy is simpler than province dummy, because of so many provinces in Indonesia that makes the analyses not effective.

The relationship between FDI and growth has been addressed in previous studies especially related to the endogeneity problem. Borenztein (1998), revealed that FDI could be influenced by endogenous factors that involved in the process of growth.

Pindyck and Rubinfield (1998:355) discuss about simultaneity mentioned. It is said that if simultaneity does not exist, OLS should produce parameter that is efficient and consistent, while Instrumental Variable method will result consistent but inefficient parameter. If the simultaneity exists, OLS produce the inconsistent estimator, while Instrumental Variable will process both consistent and efficient estimator.
Employing Instrumental Variable could overcome the endogeneity problem, if the appropriate instrument could be found. This is not easy and become the most common problem in adopting Instrumental Variable. To examine the appropriate Instrumental Variable, the Sargan-test will be done, as a standard procedure in implementing IV.
4.3 Discussion on Regression Result

4.3.1 Ordinary Least Square (OLS) for Equation (4)
The first method used, OLS, for the equation (4) can be shown by table 10 which is done with and without regional dummies. The regression result that all independent variables are significant at 1%, with or without dummy variables. Employing regional dummy variables do not change the significance of independent variables, but the dummy variables shows just Kalimantan have positive effect on economic growth with significance level of 1%.The dummy variables which capture the effect of the region, are not found to be significant as expected. The dummy variable Java, that is the centre of FDI destiny in Indonesia does not have significance to economic growth. The existence of dummy variable just enlarges the value of R 2.
4.3.2  Fixed Effect, Random Effect and Between Effect  for Equation (4)
When the fixed effect and random effect are employed, as shown in table 11 below, the significant variable is only the population (at 1%). The observation then is expanded by using between effect to analyze the equation (4).The result is that all variables become significant, as strong as the result shown by OLS.
Table 10
 The Result of OLS Method for Equation (4)
	Variables
	OLS  without dummies
	OLS  with dummies

	Lntotinv
	0.1266*
	0.09272*

	 
	-0.0228
	-0.02207

	Lnpop
	-1.0554*
	-1.3454*

	 
	-0.1501
	0.1795)

	Lnenroll
	0.9165*
	1.2555*

	 
	-0.1594
	-0.18306

	Dsum
	 
	0.3535

	 
	 
	-0.252

	Djav
	 
	0.40422

	 
	 
	-0.2957

	Dkal
	 
	0.9589*

	 
	 
	-0.2745

	Dsul
	 
	0.147

	 
	 
	-0.2596

	Dbnt
	 
	0.4523

	 
	 
	-0.2784

	Obs
	126
	126

	Prob>F
	0
	0

	R2
	0.3831
	0.5244

	Adj R2
	0.3679
	0.4919

	Root MSE
	0.5514
	0.4944


Notes: * significant at 1%,** significant at 5%,*** significant at 10% 
The observation then take into account of the variable of regional dummy in the model as shown  in table 10 column (2) and table 11 column(4).Table 10 Column (2) shown the condition of using OLS, whereas table 4.2 column (4) is the result of between effect. Both OLS and between produce the similar result, the difference is just about the significance of the dummy variables. OLS will bring the more dummy variables significant than between effect. The utilization of dummy variable and using between effect methods in the model does not have significant effect on economic growth. Again, table 11 shows only Kalimantan region that have significant effect on economic growth.
Table 11
The Result of Panel Data Method for Equation (4)
	Variables
	Fixed Effect
	Random Effect with Dummy
	Between Effect
	Between Effect with dummy

	Lntotinv
	0.000738
	0.0004109
	0.2485*
	0.2227*

	 
	-0.004177
	-0.004513
	-0.06175
	-0.07012

	Lnpop
	0.1895*
	0.2239*
	0.9187
	1.5284*

	 
	-0.06856
	-0.07253
	-0.33285
	-0.42058

	Lnenroll
	-0.0408
	-0.1813
	-1.1833*
	-1.6994*

	 
	-0.2247
	-0.11234
	-0.31612
	-0.41525

	Dsum
	 
	 
	 
	0.6299

	 
	 
	 
	 
	-0.4949

	Djav
	 
	 
	 
	0.5226

	 
	 
	 
	 
	-0.6016

	Dkal
	 
	 
	 
	1.2811**

	 
	 
	 
	 
	-0.5736

	Dsul
	 
	 
	 
	0.7026

	 
	 
	 
	 
	-0.5322

	Dbnt
	 
	 
	 
	0.4831

	 
	 
	 
	 
	-0.5707

	Obs
	126
	126
	126
	 126

	Prob>F
	0.0574
	Prob>chi2
	0.0003
	0.0024

	
	
	0.0221
	
	

	R2
	W:0.0764
	0.0732
	0.0031
	0.0099

	Adj R2
	B:0.0307
	0.1973
	0.5241
	0.6526

	Root MSE
	O:0.0112
	0.1832
	 0.3502
	0.4618


Notes: * significant at 1%,** significant at 5%,*** significant at 10% , w = within, b = between, o = overall
4.3.3 OLS with and without dummy variables for equation (5).
The discussion of STATA result for Model equation (5) is presented by table 12 and table 13. The variation of observation is done by the ways of regression and the presence of regional dummy variables.

First, the model (5) observe using OLS, with and without dummy variable. It is resulted that only domestic investment that has no significant effect on economic growth. Export and Government expenditure have stronger impact comparing with the others. The result of OLS with dummies tells us how the using dummy variables will strengthen the significance of some variables but also weaken the significance of variable of direct investment and foreign direct investment. But, dummy variables themselves have no significant effect in the model.
Table 12
 The Result of OLS Method for Equation (4)
	Variables
	OLS without dummies
	OLS with dummies

	Lndi
	0.2796
	0.00254

	 
	-0.29
	-0.03105

	Lnfdi
	0.5288**
	0.02574

	 
	-0.02748
	-0.27

	Lnexport
	0.12046*
	0.1730*

	 
	-0.02815
	-0.03033

	Lnlabforce
	-.2252**
	-0.2792*

	 
	-0.1082
	-0.1064

	Lnenroll
	-.3278**
	-0.4247*

	 
	(-0.1291)
	-0.1471

	Lngovtexp
	0.5240*
	0.4947*

	 
	-0.1193
	-0.1273

	Dsum
	 
	-0.0665

	 
	 
	-0.2663

	Djav
	 
	0.503

	 
	 
	-0.3189

	Dkal
	 
	0.0193

	 
	 
	-0.2585

	Dsul
	 
	-0.0946

	 
	 
	-0.2651

	Dbnt
	 
	0.1653

	 
	 
	-0.2651

	Obs
	95
	95

	Prob>F
	0.0000
	0.0000

	R2
	0.6072
	0.6736

	Adj R2
	0.5804
	0.6303

	Root MSE
	0.4364
	0.4097


Notes: * significant at 1%,** significant at 5%,*** significant at 10% 
4.3.4 Fixed Effect, Random Effect and Between Effect for equation (5)
Another observation is done by using variation of fixed effect regression. First, in table 13 column (1), Random effect result only  the government expenditure that is significant variable at 1%. No other variables significant exist by using this means. This result is the same with the fixed effect model as shown in column (2).The between effect method give the result more significant variables as indicated by column (3),using dummy variables, in which the method produce the biggest between R2 .
Table 13
 The Result of Panel Data Method for Equation (5)
	Variables
	Random Effect
	Fixed Effect
	Between Effect

	Lndi
	0.00316
	0.00293
	0.1099

	 
	-0.005
	-0.00439
	-0.112

	Lnfdi
	0.005272
	0.004962
	-0.09598

	 
	-0.00463
	-0.004057
	-0.09173

	Lnexport
	0.002142
	-0.02372
	0.1769**

	 
	-0.2023
	-0.0192
	-0.0656

	Lnlabforce
	0.0000669
	0.00432
	-0.08942***

	 
	-0.1864
	-0.1666
	-0.4257

	Lnenroll
	-0.11086
	-0.8033
	-0.413

	 
	-0.08786
	-0.11204
	-0.4513

	Lngovtexp
	0.2030*
	0.21879*
	0.8778**

	 
	-0.03746
	-0.03679
	-0.3391

	Dsum
	 
	 
	0.8231

	 
	 
	 
	-0.5608

	Djav
	 
	 
	0.70366

	 
	 
	 
	-0.7389

	Dkal
	 
	 
	0.0262

	 
	 
	 
	-0.5351

	Dsul
	 
	 
	0.1525

	 
	 
	 
	-0.5039

	Dbnt
	 
	 
	0.0805

	 
	 
	 
	-0.5391

	Obs
	95
	95
	95

	Prob>F
	Prob>chi2=0.0000
	0.0000
	0.0068

	R2
	W:0.5981
	0.6111
	0.2887

	Adj R2
	B:0.5328
	0.1994
	0.7885

	Root MSE
	O:0.4739
	0.2293
	0.553


Notes: * significant at 1%,** significant at 5%,*** significant at 10%.
The observation on STATA continue to another variation, that is taking no time effect in model, and the result presented in table 14.Usage of random effect (column1 and 2)  or fixed effect (column 5) will produce the same result that is only one variable significant, that is, government expenditure. But, the between effect will give more variables that is significant. In addition, the presence of dummy variables, make robust the estimation of the model that using provincial data 
Table 14
 The Result of Panel Data Method for Equation (5) comparing  random effect and between effect with regional dummy
	Variables
	(1)
	(2)
	(3)
	(4)
	(5)

	Lndi
	0.003166
	0.003042
	0.10483
	0.10995
	0.002934

	 
	-0.005007
	-0.004999
	-0.08566
	-0.122
	-0.004391

	Lnfdi
	0.005272
	0.005077
	-0.03606
	-0.9598
	0.00496

	 
	-0.004629
	-0.004615
	-0.0875
	-0.09173
	-0.004057

	Lnexport
	0.002142
	-0.0003285
	0.1193**
	0.17696**
	-0.0231

	 
	-0.2023
	-0.02036
	-0.0547
	-0.656
	-0.0192

	Lnlabforce
	0.000067
	0.0004631
	0.6672***
	-0.8942**
	0.00432

	 
	-0.0186
	-0.0875
	-0.3779
	-0.4257
	-0.0167

	Lnenroll
	0.11086
	-0.104368
	-0.015
	-0.04129
	-0.0803

	 
	-0.0878
	-0.1033
	-0.3847
	-0.4513
	-0.112

	Lngovtexp
	0.2030*
	0.2029*
	0.7968*
	0.8778**
	0.21879*

	 
	-0.3746
	-0.0386
	-0.2654
	-0.3391
	-0.0368

	Dsum
	
	-0.2533
	
	-0.823
	(dropped)

	 
	
	-0.40755
	
	-0.5608
	

	Djav
	
	-0.2118
	
	0.7036
	(dropped)

	 
	
	-0.4484
	
	-0.7389
	

	Dkal
	
	0.0174
	
	-0.0262
	(dropped)

	 
	
	-0.4297
	
	-0.5351
	

	Dsul
	
	-0.4996
	
	0.1525
	(dropped)

	 
	
	-0.4553
	
	-0.5039
	

	Dbnt
	
	-0.8287**
	
	0.8053
	(dropped)

	 
	
	-0.4562
	
	-0.5391
	

	Obs
	95
	95
	95
	95
	95

	Prob>F
	0
	0
	0.0006
	0.0068
	0

	R2 
	W:0.5981
	0.6005
	0.3589
	0.2887
	0.6111

	 
	B:0.5328
	0.3342
	0.7004
	0.7885
	0.1994

	 
	O:0.4739
	0.3226
	0.5398
	0.553
	0.2293


Notes: * significant at 1%,** significant at 5%,*** significant at 10% (1).Random Effect without dummy, (2).Random Effect with dummy, (3).Between effect without dummy, (4). Between effect with dummy, (5).Fixed effect with dummy.
4.3.5 Hausman Specific Test

The Hausman test that is done after doing regression with random effects and fixed effects indicated that the value of chi2 is more than zero. It means there should be no problematic matter with the model formulating, the running data process and the review whether the assumption in using the method is properly fulfilled.

The t-probability is 0.1573 that means accepting the null hypothesis. It means that there is no misspecification, and reject the alternative hypothesis that there is misspecification on random effect. The difference in coefficient is small, so that both the random effect and fixed effect is about the same.
Table 15
 The Result of Hausman Test
	Summary
	Chi-Sq.   Statistic
	Chi-Sq.d.f
	Prob.

	Panel random
	15.73
	83.85
	0.0153


4.3.6 Instrumental variable

Recall the equation (5);

         LnGDRP = β0 + β1LnDI+ β2LnFDI+ β3LnExport+ β4LnLabforce         + β5LnEnrol+ β6LnGovtExp+ β7DSum+β8DJav
                             +β9DKal+ β10DSul+ β11DBNT+ e

Then, the model for instrumental variable is;

            LnFDI = β0  + β0LnExport+ β0 LnGovExp + e                           (6)
The model for instrumental variable is based on the theory and empirical studies, that Foreign Direct investment determined by some variables, two of them are the export level and government expenditures. Export level of a region indicated the economic activity and the productivity, whereas the government expenditure determines the spending on fulfilling economic infrastructure and stimulating the economic activity.
In this IV, the export and government expenditure are treated as instrumented variables, so that these two variables are not included at the economic growth model. This way is done with the condition that it is difficult to find instrumental variable of economic growth, because most variables that is significant to growth is also significant to FDI. This IV Result shows that if export level and governmental expenditure is ignored as growth determinant, then the domestic investment and FDI become more important factor to regional growth.
Table 16
 The Result of Using Instrumental Variable of FDI Indonesia
	Variables
	Coefficient
	Standard Error
	Significance

	Lndi
	0.1151
	0.006042
	significant at 5%

	Lnfdi
	0.01088
	0.00567
	significant at 5%

	Lnlabforce
	-0.01551
	0.2265
	-

	Lnenroll
	0.2305
	0.0887
	significant at 5%

	 
	
	Obs:
	95

	 
	
	Prob>chi2:
	0.0002

	 
	R2.
	Within
	0.2875

	 
	
	Between
	0.0097

	 
	
	Overall
	0.011


Table 17
 The Result of Variable of FDI Indonesia with regional variable
	Variables
	Coefficient
	Standard Error
	Significance

	Lndi
	0.101695
	0.00551
	significant at 10%

	Lnfdi
	0.10689
	0.00588
	significant at 10%

	Lnlabforce
	-0.008905
	0.2235
	

	Lnenroll
	0.3181
	0.09964
	significant at 1%

	Dsum
	-0.50853
	0.5081
	

	Djav
	-0.8961
	0.549
	

	Dkal
	0.0325
	0.542
	

	Dsul
	0.74978
	0.57227
	

	Dbnt
	-1.0903
	0.5735
	significant 5%

	 
	
	Obs:
	95

	 
	
	Prob>chi2:
	0.0003

	 
	R2
	Within
	0.3102

	 
	
	Between
	0.1585

	 
	
	Overall
	0.1504


Using instrumental variable method, table 16 above shows that direct investment and foreign direct investment are significant to provincial economic growth. Variable enrolment of senior high school that represents the human capital is strongly significant to affect the economic growth. Nevertheless, the labour force as the considered important variable that affects growth in provincial level does not indicate important significance. Moreover, this variable has negative effect to growth. In table 17, trying to accommodate the regional dummies into the regression, the result is that dummy variables, more and less, have decreased the level of significance of the impact of independent variables to dependent variable. The variables of FDI and direct investment become less significant in the model, but enrol are consistent with level of significance of 1%. The presence of dummy variables does not give impact to economic growth, except the dummy variable of Bali and Nusa Tenggara that is significant in 5 %.
Chapter 5 
Conclusion and Policy Recommendations
5.1 Conclusion
This paper has investigated the link between FDI and Economic Growth in Indonesia using the provincial data of six regions. The examination of that relationship based on the hypothesis that FDI has positive effect on growth. Then, to do so Ordinary Least Square and the panel data analysis is used to the data of 2002 to 2006.

The findings of the paper are that there is no significant relationship between FDI and growth in the provincial level. FDI as one of the source of growth is not as significant as the other variables such as export, government expenditure, and, of course, the labour force or population in general.
This finding is resulted from the data FDI on provincial level that is not good enough for the analyses because of its characteristic of the data. The FDI in provincial level does not have clear pattern. Mostly FDI come to favourite region, West Java and Central Java. Also, FDI goes to a few region out of Java. Many region in out of Java get FDI in small and uncertain numbers at one year to year. 
The export has positive effect on growth. Actually, FDI should have the positive and significant effect on growth, when FDI could foster the export level. Usually FDI operate through the installation of plant and industrial manufacture that produce export-oriented goods.
This study tried to explain the relationship between FDI and Growth in short term period and using the data in provincial level. The result by using the limited data, gives the views that the nexus of FDI and growth with provincial data is very much different compared with the same object but using other data, such as the sector data or national data.

5.2 Policy Recommendation
The impact of FDI on growth has not been significant in provincial level in Indonesia. Some policies implication can be considered for further generating growth and attracting FDI in Indonesia.

First, Indonesia should manage the macroeconomic stability, so that the investors do not hesitate to come in. Boediono (2005) shown that the economic performance will generate FDI. The macroeconomic that is conducive to business will benefit to market, so that economy will grow steadily. This economic performance is an effective campaign for FDI.
Second, Indonesia should improve investment and business climate. The friendly investment environment will attract more foreign firms doing business in the entire of Indonesia territory.

Third, Indonesia should improve the absorption capacity. It means that Indonesia take the maximum advantages of the presence of foreign firm, especially for the better performance of local firms. The absorption also means that human resource can improve their skill and the FDI presence could invest also in the domestic infrastructure in local area in where the plants are located.
Related to local government in Indonesia, it is necessary for central government and local government to do coordinating the rules in vertical level (local government and central government), and horizontal level (amongst department and related agencies). The reform in rules of business for domestic and foreign business doers have to be done in order to fair standard and procedures.
From the model we know that government expenditure has a large impact on economic growth. This condition shows that the strategy to increase the expenditure is exactly important if the local government could use the money to productive sector, besides the infrastructure sector that stimulates the local economy activity.
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Appendices
Table A1
 Gross Regional Domestic Product at 2000 Constant Price

by Provinces, 2002 – 2006 (Million Rupiahs)
	Provinsi/ Province
	2002
	2003
	2004
	2005
	2006

	(1)
	(2)
	(3)
	(4)
	(5)
	(6)

	Nanggroe Aceh 
	42,338,751.33
	44,677,163.21
	40,374,282.31
	36,287,915.29
	36,853,868.65

	Sumatera Utara
	75,189,140.89
	78,805,608.56
	83,328,948.58
	87,897,791.21
	93,347,404.39

	Sumatera Barat
	24,840,187.76
	26,146,781.64
	27,578,136.56
	29,159,480.53
	30,949,945.10

	Riau
	96,872,503.02
	73,077,959.49
	75,216,719.28
	79,287,586.75
	83,370,867.24

	Jambi
	10,803,423.29
	11,343,279.54
	11,953,885.45
	12,619,972.18
	13,363,620.74

	Sumatera Selatan
	43,643,276.17
	45,247,401.00
	47,344,395.00
	49,633,536.00
	52,214,848.00

	Bengkulu
	5,310,017.09
	5,595,028.74
	5,896,255.33
	6,239,364.35
	6,610,625.72

	Lampung
	25,433,275.29
	26,898,052.21
	28,262,288.65
	29,397,248.40
	30,861,360.40

	Kepulauan Bangka 
	7,279,305.36
	8,147,526.00
	8,414,980.93
	8,707,309.00
	9,053,906.60

	Kepulauan Riau
	-
	26,775,786.01
	28,509,063.10
	30,381,500.21
	32,441,003.07

	Sumatera
	331,709,880.20
	346,714,586.39
	356,878,955.18
	369,611,703.92
	389,067,449.90

	DKI Jakarta
	250,331,156.55
	263,624,243.00
	278,524,822.00
	295,270,547.00
	312,826,712.50

	Jawa Barat
	209,731,189.42
	219,525,220.65
	230,003,495.86
	242,883,881.74
	257,499,445.75

	Jawa Tengah
	123,038,541.13
	129,166,462.45
	135,789,872.31
	143,051,213.88
	150,682,654.74

	DI. Yogyakarta
	14,687,284.33
	15,360,408.85
	16,146,423.44
	16,910,876.87
	17,535,749.31

	Jawa Timur
	218,452,389.09
	228,884,458.54
	242,228,892.17
	256,374,726.81
	271,249,316.68

	Banten
	49,449,321.34
	51,957,457.73
	54,880,406.50
	58,106,948.22
	61,341,658.64

	Jawa
	865,689,881.86
	908,518,251.22
	957,573,912.29
	1,012,598,194.52
	1,071,135,537.63

	Bali
	18,423,860.69
	19,080,895.84
	19,963,243.81
	21,072,444.79
	22,184,679.28

	Jawa & Bali
	884,113,742.55
	927,599,147.06
	977,537,156.10
	1,033,670,639.32
	1,093,320,216.91

	Kalimantan Barat
	20,806,353.94
	21,455,284.28
	22,483,015.34
	23,538,350.41
	24,768,374.84

	Kalimantan Tengah
	11,967,773.05
	12,555,435.70
	13,253,081.16
	14,034,632.14
	14,853,726.14

	Kalimantan Selatan
	20,120,303.21
	21,109,039.43
	22,171,332.06
	23,292,544.50
	24,452,264.79

	Kalimantan Timur
	87,850,397.11
	89,483,540.07
	91,050,428.59
	93,938,002.00
	96,612,842.00

	Kalimantan
	140,744,827.31
	144,603,299.48
	148,957,857.16
	154,803,529.06
	160,687,207.77

	Sulawesi Utara
	11,291,462.78
	11,652,793.37
	12,149,501.26
	12,744,549.77
	13,532,072.27

	Sulawesi Tengah
	9,600,363.96
	10,196,749.88
	10,925,464.68
	11,752,235.68
	12,671,548.90

	Sulawesi Selatan
	33,645,382.74
	35,384,344.05
	37,267,558.10
	36,421,787.37
	38,867,679.22

	Sulawesi Tenggara
	6,468,061.84
	6,957,662.46
	7,480,180.34
	8,026,856.22
	8,643,330.06

	Gorontalo
	1,655,327.91
	1,769,187.99
	1,891,763.26
	2,027,722.84
	2,175,815.19

	Sulawesi Barat
	-
	                               -   
	                               -   
	3,106,723.24
	3,321,147.32

	Sulawesi
	62,660,599.24
	65,960,737.75
	69,714,467.65
	74,079,875.11
	79,211,592.96

	Nusa Tenggara Barat
	13,544,495.89
	14,073,340.01
	14,928,174.68
	15,183,789.14
	15,602,136.57

	Nusa Tenggara Timur
	8,622,490.95
	9,053,933.32
	9,537,095.13
	9,867,308.52
	10,368,504.89

	Maluku
	2,847,739.01
	2,970,465.69
	3,101,995.92
	3,259,244.35
	3,440,114.10

	Maluku Utara
	1,957,715.68
	2,032,571.71
	2,128,208.25
	2,236,803.65
	2,359,483.02

	Papua Barat
	4,297,391.30
	4,627,370.54
	4,969,210.33
	5,307,329.12
	5,548,900.50

	Papua
	21,078,933.76
	21,019,419.67
	16,282,967.57
	22,209,192.69
	18,388,879.25

	Nusa Tenggara, Maluku & Papua
	52,348,766.59
	53,777,100.94
	50,947,651.89
	58,063,667.46
	55,708,018.34

	Kawasan Barat
	1,215,823,622.75
	1,274,313,733.45
	1,334,416,111.28
	1,403,282,343.24
	1,482,387,666.82

	Kawasan Timur
	255,754,193.13
	264,341,138.17
	269,619,976.69
	286,947,071.64
	295,606,819.07

	Jumlah 33 Provinsi/ Total of 33 Provinces
	1,471,577,815.88
	1,538,654,871.63
	1,604,036,087.97
	1,690,229,414.87
	 1,777,994,485.89


Source: Indonesian Statistic Board
Table A2
 Per Capita Gross Regional Domestic Product at 2000 Constant Market Prices

by Provinces, 2002 – 2006 (Million Rupiahs)

	Provinsi/ Province
	2002
	2003
	2004
	2005
	2006

	(1)
	(2)
	(2)
	(3)
	(4)
	(5)

	Nanggroe Aceh Darussalam
	10,477,622
	10,537,097
	9,873,669
	9,000,896
	9,123,781

	Sumatera Utara
	6,296,246
	6,609,292
	6,873,420
	7,059,547
	7,381,671

	Sumatera Barat
	5,779,744
	5,840,923
	6,080,565
	6,386,044
	6,681,548

	Riau
	17,996,745
	16,502,449
	16,642,318
	17,314,653
	17,505,131

	Jambi
	4,331,562
	4,391,901
	4,553,309
	4,787,604
	4,980,314

	Sumatera Selatan
	6,040,053
	6,938,089
	7,142,641
	7,318,056
	7,567,551

	Bengkulu
	3,205,841
	3,668,460
	3,806,128
	4,027,285
	4,215,753

	Lampung
	3,691,887
	3,863,240
	4,001,031
	4,131,045
	4,277,426

	Kepulauan Bangka Belitung
	7,532,547
	7,814,052
	8,219,416
	8,344,195
	8,383,048

	Kepulauan Riau
	-
	22,925,299
	23,916,096
	23831469
	24,248,374

	Sumatera
	7,388,441
	7,726,818
	7,869,440
	8,029,806
	8,302,965

	DKI Jakarta
	29,863,633
	30,511,415
	31,832,209
	33,324,813
	34,887,058

	Jawa Barat
	5,689,180
	5.811,222
	5,956,961
	6,234,632
	6,495,458

	Jawa Tengah
	3,870,892
	4,014,453
	4,17,2657
	4,473,430
	4,682,582

	DI. Yogyakarta
	4,643,127
	4,783.049
	5,008,951
	5,057,608
	5,174,605

	Jawa Timur
	6,012,690
	6,310,583
	6,639,717
	7,063,778
	7,412,422

	Banten
	7,506,573
	5,773,483
	6,011,802
	6,435,722
	6,647,713

	Jawa
	6,976,120
	7,145,815
	7,438,187
	7,882,348
	8,238,779

	Bali
	5,703,390
	5,674,054
	5,876,262
	6,227,869
	6,464,849

	Jawa & Bali
	6,943,890
	7,107,975
	7,398,029
	7,839,892
	8,193,155

	Kalimantan Barat
	4,940,860
	5,385,884
	5,574,439
	5,808,575
	6,014,624

	Kalimantan Tengah
	6,054,866
	6,795,957
	7,084,993
	7,329,172
	7,665,434

	Kalimantan Selatan
	6,064,186
	6,112,079
	6,835,345
	7,060,530
	7,255,293

	Kalimantan Timur
	33,925,216
	32,897,950
	32,921,772
	32,974,610
	32,892,612

	Kalimantan
	11,766,546
	12,192,882
	12,511,649
	12,785,844
	13,007,088

	Sulawesi Utara
	5,501,670
	5,456,654
	5,628,425
	5,986,786
	6,261,864

	Sulawesi Tengah
	4,198,068
	4,591,602
	4,850,069
	5,121,155
	5,400,766

	Sulawesi Selatan
	4,061,474
	4,290,796
	4,455,838
	4,849,963
	5,094,268

	Sulawesi Tenggara
	3,342,934
	3,686,468
	3,890,489
	4,089,024
	4,317,740

	Gorontalo
	1,926,115
	1,998,814
	2,108,284
	2,198,846
	2,311,147

	Sulawesi Barat
	
	
	
	3,219,179
	3,367,075

	Sulawesi
	4064248
	4,290,046
	4,470,309
	4,693,066
	4,929,757

	Nusa Tenggara Barat
	3,262,467
	3,496,606
	3,655,516
	3,631,267
	3,647,098

	Nusa Tenggara Timur
	2,185,443
	2,202,471
	2,273,118
	2,293,163
	2,357,262

	Maluku
	2,444,241
	2,426,679
	2,493,680
	2,604,189
	2,706,545

	Maluku Utara
	2,649,604
	2,368,799
	2,438,458
	2,529,914
	2,566,999

	Papua Barat
	7,075,037
	7,480,256
	7,734,517
	8,253,857
	8,060,517

	Papua
	12,315,403
	12,013,143
	8,689,755
	11,842,452
	9,318,289

	Nusa Tenggara, Maluku & Papua
	4,248,434
	4,275,028
	3,950,820
	4,426,122
	4,124,221

	Kawasan Barat
	7,059,523
	7,265,903
	7,518,481
	7,889,035
	8,221,709

	Kawasan Timur
	6,423,521
	6,619,367
	6,674,355
	6,996,606
	7,050,560

	Jumlah 33 Provinsi/ Total of 33 Provinces
	6,940,833
	7,146,783
	7,362,061
	7,721,920
	8,000,979


Source: Indonesian Statistic Board

Table A3
Percentage Distribution of  GRDP at 2000 Constant Market Price

by Provinces, 2002 – 2006 (percent)

	Provinsi/ Province
	2002
	2003
	2004
	2005
	2006

	(1)
	(2)
	(2)
	(3)
	(4)
	(5)

	Nanggroe Aceh Darussalam
	2,88
	2,90
	2,52
	2,15
	2,09

	Sumatera Utara
	5,11
	5,12
	5,20
	5,20
	5,25

	Sumatera Barat
	1,69
	1,70
	1,72
	1,73
	1,74

	Riau
	6,58
	4,75
	4,69
	4,69
	4,69

	Jambi
	0,73
	0,74
	0,75
	0,75
	0,75

	Sumatera Selatan
	2,97
	2,94
	2,95
	2,94
	2,94

	Bengkulu
	0,36
	0,36
	0,37
	0,37
	0,37

	Lampung
	1,73
	1,75
	1,76
	1,74
	1,74

	Kepulauan Bangka Belitung
	0,49
	0,53
	0,52
	0,52
	0,51

	Kepulauan Riau
	-
	1,74
	1,78
	1,80
	1,82

	Sumatera
	22,54
	22,54
	22,25
	21,87
	21,90

	DKI Jakarta
	17,01
	17,13
	17,37
	17,47
	17,59

	Jawa Barat
	14,25
	14,27
	14,34
	14,37
	14,49

	Jawa Tengah
	836
	840
	847
	846
	848

	DI. Yogyakarta
	1,00
	1,00
	1,01
	1,00
	0,99

	Jawa Timur
	14,84
	14,88
	15,10
	15,17
	15,26

	Banten
	3,36
	3,38
	3,42
	3,44
	3,45

	Jawa
	58,83
	59,05
	59,70
	59,92
	60,25

	Bali
	1,25
	1,24
	1,24
	1,25
	1,25

	Jawa & Bali
	60,08
	60,29
	60,95
	61,16
	61,49

	Kalimantan Barat
	1,41
	1,39
	1,40
	1,39
	1,39

	Kalimantan Tengah
	0,81
	0,82
	0,83
	0,83
	0,84

	Kalimantan Selatan
	1,37
	1,36
	1,38
	1,37
	1,37

	Kalimantan Timur
	5,97
	5,82
	5,68
	5,56
	5,43

	Kalimantan
	9,56
	9,39
	9,28
	9,15
	9,03

	Sulawesi Utara
	0,77
	0,76
	0,76
	0,75
	0,76

	Sulawesi Tengah
	0,65
	0,66
	0,68
	0,70
	0,71

	Sulawesi Selatan
	2,29
	2,30
	2,33
	2,16
	2,19

	Sulawesi Tenggara
	0,44
	0,45
	0,47
	0,47
	0,49

	Gorontalo
	0,11
	0,11
	0,12
	0,12
	0,12

	Sulawesi Barat
	-
	-
	-
	0,18
	0,19

	Sulawesi
	4,26
	4,29
	4,35
	4,38
	4,46

	Nusa Tenggara Barat
	0,92
	0,91
	0,93
	0,90
	0,87

	Nusa Tenggara Timur
	0,59
	0,59
	0,59
	0,58
	0,58

	Maluku
	0,19
	0,19
	0,19
	0,19
	0,19

	Maluku Utara
	0,13
	0,13
	0,13
	0,13
	0,13

	Papua Barat
	0,29
	0,30
	0,31
	0,31
	0,31

	Papua
	1,43
	1,37
	1,02
	1,31
	1,03

	Nusa Tenggara, Maluku & Papua
	3,56
	3,49
	3,17
	3,43
	3,12

	Kawasan Barat
	82,62
	82,83
	83,20
	83,03
	83,39

	Kawasan Timur
	17,38
	17,17
	16,80
	16,97
	16,61

	Jumlah 33 Provinsi/ Total of 33 Provinces
	100
	100
	100
	100
	100


Source: Indonesian Statistic Board

Table A4
 Statistic of Foreign Direct Investment Realization by Location,  2002 - 2006

	Location
	 
	2002
	2003
	2004
	2005
	2006

	 
	 
	 P 
	I
	 P 
	I
	 P 
	I
	 P 
	I
	 P 
	I

	Sumatera
	 
	27
	91.2
	26
	501.7
	38
	851.4
	50
	1,224.60
	41
	883.7

	Aceh 
	 
	          - 
	               - 
	2
	37.6
	          - 
	               - 
	          - 
	               - 
	          - 
	               - 

	North Sumatera
	5
	36.4
	10
	147.4
	16
	101.2
	19
	59.8
	11
	58.2

	West Sumatera
	          - 
	               - 
	1
	80.6
	1
	55.5
	5
	29.3
	2
	1.6

	Riau
	 
	2
	1.6
	4
	80.2
	8
	514.3
	8
	795.8
	9
	585.4

	Jambi
	 
	          - 
	               - 
	          - 
	               - 
	          - 
	1.4
	3
	10.2
	2
	82

	South Sumatera
	3
	4.3
	3
	132.8
	3
	131.3
	4
	125
	3
	27.8

	Bengkulu
	 
	          - 
	               - 
	          - 
	               - 
	          - 
	               - 
	1
	12.9
	          - 
	               - 

	Lampung
	 
	1
	6.5
	          - 
	1
	2
	23.1
	3
	72.2
	9
	116.1

	Bangka Belitung
	          - 
	               - 
	1
	16.2
	          - 
	               - 
	3
	51.9
	2
	0.6

	Riau Islands
	16
	42.4
	5
	5.9
	8
	24.6
	4
	67.5
	3
	12

	Java 
	 
	372
	2,740.10
	504
	4,515.80
	472
	3,248.30
	719
	7,251.20
	717
	4,412.80

	Jakarta Capital Territory
	159
	909.7
	237
	2,815.30
	229
	1,476.90
	366
	3,272.40
	330
	1,468.40

	West Java
	 
	132
	1,151.50
	163
	1,110.90
	148
	1,137.30
	210
	2,567.30
	199
	1,619.30

	Central Java
	23
	24.4
	26
	56.3
	9
	99.8
	12
	23.9
	39
	380.1

	Special Region of Yogyakarta
	1
	0.2
	11
	33.2
	3
	1.3
	7
	17.3
	11
	48.8

	East Java
	 
	22
	88.9
	20
	226.8
	32
	195
	46
	702.2
	54
	384.3

	Banten
	 
	35
	565.4
	47
	273.3
	51
	338
	78
	668.1
	84
	511.9

	Bali & Nusa Tenggara
	26
	6.8
	20
	25.2
	27
	107.2
	117
	102.6
	83
	109.8

	Bali
	 
	17
	3.4
	17
	23.8
	25
	104.7
	109
	97.5
	75
	102.5

	West Nusa Tenggara
	9
	3.4
	3
	1.4
	1
	0.1
	7
	3.6
	6
	4.9

	East Nusa Tenggara
	          - 
	   
	          - 
	               - 
	1
	2.4
	1
	1.5
	2
	2.4

	Kalimantan
	10
	188.5
	14
	137.2
	6
	368
	13
	181.8
	15
	534.6

	West Kalimantan
	          - 
	31.3
	          - 
	4
	          - 
	0.1
	6
	60.5
	1
	2

	Central Kalimantan
	          - 
	18.6
	3
	59.4
	1
	0.2
	4
	82
	3
	22.4

	South Kalimantan
	          - 
	44
	          - 
	               - 
	          - 
	               - 
	          - 
	0.5
	4
	107.9

	East Kalimantan
	10
	94.6
	11
	73.8
	5
	367.7
	3
	38.8
	7
	402.3

	Sulawesi
	 
	6
	60.5
	6
	266.6
	3
	27.4
	6
	145.3
	9
	15.5

	North Sulawesi
	1
	1.1
	3
	0.7
	1
	19.8
	3
	16
	2
	1.3

	Central Sulawesi
	1
	0.3
	              - 
	                     - 
	              - 
	2.5
	              - 
	                     - 
	2
	0.6

	South Sulawesi
	4
	59.1
	1
	264.9
	2
	1.7
	1
	67.1
	4
	13.2

	South East Sulawesi
	              - 
	                     - 
	2
	1
	              - 
	0.1
	              - 
	                     - 
	1
	0.4

	Gorontalo
	 
	              - 
	                     - 
	              - 
	                     - 
	              - 
	3.3
	2
	62.2
	              - 
	                     - 

	 Maluku
	 
	          - 
	               - 
	          - 
	              -  
	          - 
	              -  
	4
	9.1
	1
	20

	Maluku
	 
	          - 
	               - 
	          - 
	               - 
	          - 
	               - 
	4
	9.1
	1
	20

	North Maluku
	          - 
	               - 
	          - 
	               - 
	          - 
	               - 
	          - 
	               - 
	          - 
	               - 

	Papua
	 
	3
	4.1
	1
	4.1
	          - 
	              -  
	          - 
	              -  
	1
	0.6

	Papua
	
	3
	4.1
	1
	4.1
	          - 
	               - 
	          - 
	               - 
	1
	0.6

	 
	444
	3,091.20
	571
	5,450.60
	546
	4,602.30
	909
	8,914.60
	867
	5,977.00


Note: P  :  Total of issued Permanent Licenses

 I   :  Value of Direct Investment Realization in million US$.
Source: BKPM Indonesia

Table A5
Statistic of Domestic Direct Investment Realization by Location,  2002 -  2006
	Location
	2002
	2003
	2004
	2005
	2006

	 
	 
	 P 
	I
	 P 
	I
	 P 
	I
	 P 
	I
	 P 
	I

	Sumatera
	 
	12
	199.1
	18
	1,228.30
	20
	1,286.70
	40
	13,501.70
	30
	4,644.30

	Aceh 
	 
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 
	2
	108.2
	              - 
	                     - 

	North Sumatera
	4
	64.3
	13
	494.5
	11
	449.1
	12
	621.6
	9
	594.2

	West Sumatera
	3
	11.7
	              - 
	                     - 
	4
	490.7
	1
	71.6
	1
	74.4

	Riau
	 
	              - 
	                     - 
	2
	160.9
	2
	86.1
	15
	10,230.80
	10
	2,500.90

	Jambi
	 
	              - 
	                     - 
	1
	452.8
	1
	207.6
	2
	212.8
	3
	170.4

	South Sumatera
	1
	17.1
	1
	85.1
	1
	39.6
	2
	651.6
	6
	697.4

	Bengkulu
	 
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 

	Lampung
	 
	2
	81.8
	1
	35
	1
	13.2
	4
	1,055.60
	1
	607

	Bangka Belitung
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 
	2
	549.5
	              - 
	                     - 

	Riau Islands
	2
	24.2
	              - 
	                     - 
	              - 
	0.4
	              - 
	                     - 
	              - 
	                     - 

	Java 
	 
	76
	10,878.10
	81
	9,917.00
	88
	7,886.30
	141
	14,796.60
	103
	13,030.80

	Jakarta Capital Territory
	14
	1,766.10
	17
	4,425.40
	25
	3,731.20
	24
	2,546.00
	29
	3,088.00

	West Java
	 
	32
	7,907.30
	32
	2,479.60
	31
	2,783.40
	52
	3,346.10
	29
	5,314.40

	Central Java
	8
	663.3
	7
	352.1
	2
	99.1
	14
	986.4
	8
	275.8

	Special Region of Yogyakarta
	3
	65.1
	              - 
	                     - 
	2
	14.2
	2
	28
	1
	20

	East Java
	 
	5
	146.7
	10
	531.2
	9
	427
	25
	4,056.90
	17
	517.4

	Banten
	 
	14
	329.6
	15
	2,128.70
	19
	831.4
	24
	3,833.20
	19
	3,815.20

	Bali & Nusa Tenggara
	6
	46.3
	1
	49.1
	7
	240.4
	14
	66.1
	8
	104.9

	Bali
	 
	3
	31.6
	1
	49.1
	5
	66.1
	11
	46.4
	5
	40.7

	West Nusa Tenggara
	3
	14.7
	              - 
	                     - 
	1
	60
	1
	0.7
	3
	64.2

	East Nusa Tenggara
	              - 
	                     - 
	              - 
	                     - 
	1
	114.3
	2
	19
	              - 
	                     - 

	Kalimantan
	10
	1,330.40
	13
	418.8
	7
	5,141.80
	11
	1,747.60
	16
	2,536.10

	West Kalimantan
	3
	306.7
	3
	144
	              - 
	                     - 
	1
	38.3
	1
	80.3

	Central Kalimantan
	              - 
	                     - 
	1
	68.2
	              - 
	                     - 
	4
	824.8
	6
	1,198.60

	South Kalimantan
	1
	193.9
	1
	10.8
	              - 
	29.3
	4
	855.2
	7
	1,010.10

	East Kalimantan
	6
	829.8
	8
	195.8
	7
	5,112.50
	2
	29.3
	2
	247.1

	Sulawesi
	 
	3
	36
	5
	275.5
	3
	164.4
	5
	509
	4
	68.6

	North Sulawesi
	              - 
	3.5
	3
	8.8
	1
	0.9
	3
	35.3
	              - 
	                     - 

	Central Sulawesi
	1
	1.7
	1
	6.7
	1
	54.5
	              - 
	                     - 
	              - 
	                     - 

	South Sulawesi
	2
	30.8
	              - 
	                     - 
	1
	109
	2
	473.7
	4
	68.6

	South East Sulawesi
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 

	Gorontalo
	 
	              - 
	                     - 
	1
	260
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 

	 Maluku
	 
	              - 
	                     - 
	1
	1.3
	              - 
	                    -  
	1
	0.9
	1
	0.2

	Maluku
	 
	              - 
	                     - 
	1
	1.3
	              - 
	                     - 
	1
	0.9
	1
	0.2

	North Maluku
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 
	              - 
	                     - 

	Papua
	 
	1
	10.1
	              - 
	                    -  
	4
	545.1
	2
	43.1
	2
	403.5

	Papua
	 
	1
	10.1
	              - 
	                     - 
	4
	545.1
	2
	43.1
	2
	403.5

	 
	108
	12,500.00
	119
	11,890.00
	129
	15,264.70
	214
	30,665.00
	164
	20,788.40


Notes: P  :  Total of issued Permanent Licenses

I   :  Value of Direct Investment Realization in Billion Rupiah 
Source:BKPM Indonesia

Notes















Foreign Direct Investment (FDI) and Development of Regional Economy in Indonesia:


A Panel Data Study on Economic Growth in Provincial Level

































































































































































































































































� ICOR indicates the productivity of capital, that could be used to measure of the efficiency of capital used


� Saving gap is the total investment subtracted by saving. According to Macroeconomic Accounting, income is total of consumption, investment, government spending, and net export. Income is equal to consumption and saving (part of income not to consume)





� The presence of foreign firms in the host economy involves the movement of managers and engineer and other experts from foreign country to domestic country. Then, it would transfer knowledge and skill to local manpower in the same industry and  location of the industry.(Hale G. and Long Ch.,2006).








