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ABSTRACT 
This study aims to analyze the effect of government expenditure and private investment on 
employment and unemployment in Indonesia, and employment opportunities on the 
unemployment rate in Indonesia. The path analysis is used as a method of data analysis. 
The results show that government expenditure and private investment have a significant and 
positive correlation to employment; this means that an increase in government expenditure 
and private investment will increase employment as well. Furthermore, private investment 
has a significant and negative correlation to the unemployment rate; this means that, an 
increase in private investment will reduce the unemployment rate. Government expenditure 
has no effect on unemployment rate in Indonesia because government expenditure focuses 
on the development of basic infrastructure and has not yet targeted the economic activities of 
the community. 
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The increasing number of our population, to date Indonesia’s population is estimated to 
reach 250 million people (Sudibyo, 2013), has become one of the causes of the high rate of 
unemployment in Indonesia. Central Bureau of Statistics estimates that Indonesia’s 
population will continue to increase to 273.2 million people in 2025. However, this high 
number does not make Indonesia as one of the countries with good quality human 
resources. The quality of good human resources depends on the education achieved by a 
person or a society. According to Purnomo (2010), quoting Suparno (2009), the human 
resource factor becomes important as it determines the competitive advantage of a country. 

Keynes in Sukirno (2008) states that the role or intervention of the government is 
indispensable if the economy is fully regulated by a free market activity, as the economy 
does not reach full employment levels nor it reaches such stability. One form of intervention 
is through a fiscal policy. In this case, Keynes implies expansive fiscal policy through tax 
reductions and the addition of government expenditure. 

Zulhanafi et al. (2013) suggest that government spending significantly affects 
unemployment. If government expenditure increases, like capital expenditure to improve 
infrastructure, it will increase output, and the increased output will increase the demand for 
factors of production, one of which is labor; thus, such a situation would lead to a decrease in 
the unemployment rate. Conversely, if government spending decreases, it will hamper the 
process of production of goods and services (output) so demand for factors of production will 
also decrease causing the unemployment rate to increase. 

In addition, investment from private parties also determines the production or economic 
activities that will improve the welfare of the community (Tjiptoherijanto, 1996). Investment is 
a factor affecting economic development, as it affects employment opportunities. Investment 
will encourage production process (output) and output needs human resources in the 
process. Thus, the relationship between investment and employment is close. 

The amount of investment in a country or region describes the amount of economic 
activity, and the economic activity illustrates the production process. Investment is crucial for 
the sustainability of economic development or long-term economic growth. Production 
activities create job opportunities and increased community income, which in turn increases 
market demand (Tambunan, 2001). 
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Based on these explanations above, then the research problems are: 
 Do government expenditure and private investment affect employment opportunities 

in Indonesia? 
 Do government expenditure and private investment affect the unemployment rate in 

Indonesia? 
 Do job opportunities affect the unemployment rate in Indonesia? 

 
LITERATURE REVIEW 

 
Unemployment Definition. Unemployment happens when one does not have a job but 

he/she is actively looking for one in the last four weeks (Kaufman and Hotchkiss, 1999). 
Unemployment is a situation where a person belonging to the workforce wants to get a job 
but they have not had the chance (Sukirno, 1994). Unemployment may occur due to an 
imbalance in the labor market. This indicates that the number of labor offered exceeds the 
amount of labor demanded. 

According to Kuncoro (2000), using the labor force approach, unemployment is divided 
into three types. The first type is frictional unemployment, a type that arises because workers 
are still looking for suitable jobs. One is unemployed not because there is no job. This 
unemployment is not a problem and can be solved with economic growth. The second type is 
structural unemployment, a type of unemployment that arises due to changes in structure 
and economic conditions. Unemployment is difficult to overcome because it is associated 
with a country’s development strategy. However, this unemployment can be overcome by 
conducting training to create skilled labor. The third is seasonal unemployment, i.e. 
unemployment occurs due to seasonal factors, for example, industrial workers who rely on 
orders. This unemployment also does not cause problems although there is no empirical 
evidence to support it. 

Samuelson (1992) defines unemployment (unemployed) as a person who is not 
working but keen to find a job or being called back to work in his/her previous place of work. 
In other words, someone is said to be unemployed if he or she is not working and (a) trying 
to find a job for the last four weeks, (b) just being discharged from work and waiting to be 
recalled, or (c) preparing for a job application for the following month. In addition, there is 
involuntary unemployment and voluntary unemployment. Voluntary unemployment is those 
who do not want to work at the prevailing wage rate in the labor market; this group does not 
want to work because of low wages or other factors such as high levels of education that 
tend to choose to become unemployed rather than work with low wages. Involuntary 
unemployment are those who are not absorbed in economic activity because of limited job 
opportunities. 

Unemployment Types. Here is the list of unemployment based on the types: 
 Open unemployment—it is a type that emerges because of lower employment growth 

than workforce growth, resulting in more and more workers not getting jobs. These 
workers in the end are not included in economic activities; they are unemployed in a 
real and full time. 

 Underemployment—it is a situation where workers work under normal working hours, 
usually about 36 hours per week. Those who work less than the working hours are 
grouped into underemployed groups. 

 Disguise unemployment—it is a type that arises because the number of workers in an 
economic activity is more than the actual needs to produce efficient production. In 
theory, this arises because the Marginal Productivity of the company is below zero 
but the company or organization keeps adding workers due to various considerations. 

 Seasonal unemployment—this mostly occurs in the agricultural sector. For example, 
during the rainy season, fisherman, and rubber tapper cannot work. This also 
happens to farmers during the dry season. 

Employment Opportunities. Economists often argue that the macroeconomic has four 
main objectives: a) achieving and maintaining full employment, b) maintaining price stability, 
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c) increasing economic growth (national income growth), and d) achieving international 
balance of equilibrium (Suparmoko; 2000). 

Full job opportunities are in demand as it uses all production factors, which means a 
higher number of goods and services available to the community. Expenses arising from 
unemployment and loss of goods and services of an economy are borne by different groups 
of people, especially those who have lost their jobs. Thus, the society does not want some 
people suffering from job loss. Unemployment is not only about the source of life, but also 
about the prestige or self-esteem of a person in society; it even can disrupt the social 
balance. 

Population growth is quite high in Indonesia and the labor force exceeds the existing 
employment opportunities. Such a situation leads to less labor demand from labor supply; it 
will eventually lead to unemployment and low wage rate. 

The demand for labor depends on the available employment opportunities in the 
economy as a whole. Factors influencing labor demand are the growth of saving and 
investment, both domestic and foreign. The greater the savings, credit, and capital exploited 
for industrial expansion, the better the growth of the industry, i.e. the products are increasing. 
Industrial expansion requires the addition of work force, which means increasing employment 
opportunities (Sartika, 2005). 

The low economic growth rate is even made worse with high population growth; the 
two affects much on the welfare of society. High population growth is positively correlated 
with workforce growth; if the economy has not enough capacity to absorb labor, it will give 
rise to various economic problems significant to the economy as a whole. The welfare of the 
community must become a priority for the government. Thus the level of community welfare 
can be known from the level of aggregate demand. 

Employment Opportunities and Investment. Theorists and development practitioners 
respond varies to the issue of investment. The opinion on the importance of investment in 
supporting the development of developing countries began with the discovery of the growth 
model after World War II in the 1950s and 1960s by some development experts such as 
Rostow and Harrod-Domar. According to Rostow, any attempt to take-off requires the 
mobilization of domestic and foreign savings with the intent to create sufficient investment to 
accelerate economic growth. Harror-Domar argues that national income growth is positively 
related to savings ratio, and vice versa, negatively associated with COR or ICOR (Capital 
Output Ratio or Incremental Capital Output Ratio) (Todaro, 2000). 

Investment is a key determinant of economic growth; it will boost output significantly 
and will automatically increase demand for inputs, which in turn will increase employment 
and public welfare as a consequence of increased incomes received by the community 
(Makmun & Yasin, 2003 ). 

Investment should be seen as the main driving force for economic growth, creating 
employment opportunities and enhancing international competitiveness rather than simply 
covering shortages of financing (Sinar Harapan, 2003). Thus, investment is expected as a 
resource mobilization to create or increase production capacity or income in the future. 
According to Lewis (1993), investment is the demand for goods and services to create or 
increase production capacity or income in the future. Investment has two main objectives, i.e. 
replacing part of the damaged capital (depreciation) and adding amount to the existing 
capital or net investment. Investment is the most frequent element of GRDP. When 
expenditure on goods and services falls during a crisis, a large part of the decline is due to a 
drop in investment expenditure. 

Then according to Dornbusch (1999), investment is an expenditure intended to 
increase or maintain stock of capital goods. The capital stock consists of factories, 
machinery, offices, and other durable products used in the production process. Capital goods 
also include residential housing and supplies. Investment is the expenditure added to the 
components of this capital goods. 

Investment expenditure is intended to gain profits from the investment expenditure. 
Investment is the second largest expenditure component after consumption; although 
investment expenditure is smaller than consumption expenditure, the unstable nature of 
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investment expenditure makes an increase (fluctuations) at the level of income, output, and 
employment. The motive of the investment is to make a profit from the Investment. Two 
important factors that determine investment success are the level of net profit expected by 
the company from investment expenditure and interest rate factors (Wijaya, 1997). Economic 
growth will lead to increased public incomes. In economic theory, people’s income will be 
spent on consumption and the rest is on saving. These savings will be lent to entrepreneurs 
for investment purposes (Arsyad, 1999). 

Associated with the above conditions, investment can be seen as having two sides. 
The first side affects the level of national income and employment rate, while the other side 
affects the national production capacity. The first premise or effect of the investment 
(Keynes's cross-sectional model), IS-LM, and aggregative supply demand in principle 
discuss the first investment effect, while the second investment effect is the main subject of 
the theory of economic growth known as Growth Theory (Reksoprayitno, 2000). 

Opportunities and Government Expenditures. In the economic perspective, fiscal 
policies have various objectives in directing the country’s economic activity, namely to 
increase economic growth, to stabilize the country, to make equitable distribution of income, 
and to increase employment opportunities (Dornbusch and Fisher; 1994; Taggart et al., 
2000). Nevertheless fiscal policies have such a big impact on economic activities. The direct 
impact of government activities on the state economy can be seen from the government 
spending; thus, mismanagement of government expenditure will be harmful for the economy 
of the country. 

Another problem that may be caused by fiscal policy inappropriateness is crowding out, 
meaning that increased government spending will actually decrease private investment 
(Chang et al., 2002). Thus it can said that an increase in the budget deficit may also result in 
the growth of subsequent government spending (Ahmed and Kenneth, 2000). Increased 
government spending can have an impact on various macroeconomic indicators of the 
country. To make the country’s economic activity at its optimum level with the support of the 
private sector, an efficient fiscal management and an optimum level of government 
expenditure are both required. The process of such mechanisms occurs continuously so that 
the country’s economy is experiencing glory (Arestis et.al., 2002). 

If government spending is able to guide the country’s economy, an increase in 
government spending will increase economic activities with increased investment. Increased 
investment will also have an impact on increasing output, employment, exports, taxes, 
government revenue, and current transactions (Sriyana, 2006). 

The causal relationships that exist in macroeconomics are principally the relationships 
of aggregative economic variables, among which many are questioned, such as national 
income, employment, household consumption, saving, national investment, money supply, 
international balance, national capital stock, and government debt. The relationship between 
the variables above is used to solve the existing problems. For example, to reduce 
unemployment, government expenditure should be increased, or otherwise, to increase 
government spending then unemployment rate must be reduced. Thus, there is a causal 
relationship between the increase in government expenditure and the decrease in 
unemployment and also a relationship between the decrease of taxes with unemployment 
(Reksoprayitno, 2000). 

According to Barro (1997), fiscal policies have a role to influence steady state growth; 
the theory implies a relationship between government size, growth rate, and savings. Barro 
divides the model into two, productive and non-productive government expenditure. 
Variations in the share of productive government expenditure have a positive impact on 
economic growth and savings. Meanwhile, unproductive government expenditure decreases 
economic growth; the reason is that unproductive government spending has no direct effect 
on the productivity of the private sector so there is no stimulus to invest that causes the slow 
growth in the economy due to lack of investment. 
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METHODS OF RESEARCH 
 

The data used in the analysis includes quantitative data, with secondary data sources 
including data on: Government expenditures; Private investment; Employment opportunities; 
Unemployment rate. 

Secondary data sources are related institutions, such as Capital Investment 
Coordinating Board, the Workforce Office or Central Bureau of Statistics, as well as reports 
related to this study. 
This study uses time series data from 2010 to 2015 and path analysis. Path analysis is used 
to explain the relationship between variables with an intervening variable with the aim to 
know the direct or indirect effect of a set of independent variables (exogenous) to the 
dependent variable (endogenous) (Riduwan and Sunarto, 2015). The equation used is as 
follows: 
 

Y1 = β0 + β1 X1 + β2 X2 + ε1 

 
Y2 = β0 + β3 X1 + β4 X2 + β5 Y1 + ε2 

 
Where: 

X1 = Government expenditure; 
X2 = Private Investment; 
Y1 = Employment Opportunity; 
Y2 = Unemployment; 
β1… β5 = Regression coefficient of independent variables (Xi); 
β0 = Intercept / Constants; 
ε1 = Error of the first equation; 
ε2 = Error of the second equation. 

 
RESULTS AND DICUSSION 

 
Results of Path Analysis. Based on the data, calculation or data processing was then 

done using SPSS program. Here is the summary of path analysis 
 

Table 1 – The Results of the Path Analysis 
 

Relationship 
among variables 

Beta Path Coefficient t Value F Value 
Determination 
Coefficient (R

2
) 

Note 

X1 against Y1 0.004 3.930 
27.792 0.778 

Significant 
X2 against Y1 4.305 4.867 Significant 
X1 against Y2 -0.052 -1.815 

5.146 0.807 
Not Significant 

X2 against Y2 -82.189 -2.846 Significant 
Y1 against Y2 -11.342 -2.653 Significant 

 

Note: 
X1 = Government expenditure, Y1 = Employment Opportunity, X2 = Private investment, Y2 = Unemployment. 

 
The above table describes the first equation of the regression model with individual or 

partial test. For the relationship of government expenditure and employment opportunities, 
the t value is 3.930 and significance value is 0.013; because the significance value is < 0.05 
(the probability value), then H0 is rejected and Ha is accepted. This means that government 
expenditure has a significant effect and positive correlation to employment opportunities in 
Indonesia. For the relationship of private investment and employment, the t value is 4.867 
and significance value is 0.006; because the significance value is < 0.05 (the probability 
value), then H0 is rejected and Ha is accepted. This means that private investment has a 
significant effect and positive correlation to employment opportunities in Indonesia. 

Then, we proceeds with the second equation of the regression model with individual or 
partial test. For the relationship of government expenditure and unemployment, the t value is 
1.815 and significance value is 0.084; because the significance value is > 0.05 (the 
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probability value), then H0 is accepted and Ha is rejected. This means that government 
expenditure has no significant effect and has a negative correlation to unemployment in 
Indonesia. For the relationship of private investment and unemployment, the t value is 2.846 
and significance value is 0.001; because the significance value is < 0.05 (the probability 
value), then H0 is rejected and Ha is accepted. This means that private investment has a 
significant effect and positive correlation to unemployment in Indonesia. 
 

DISCUSSION OF RESULTS 
 

The Effect of Government Expenditure on Employment Opportunities in Indonesia. 
In the economic perspective, fiscal policies have various objectives in directing the country’s 
economic activity, namely to increase economic growth, to stabilize the country, to make 
equitable distribution of income, and to increase employment opportunities (Dornbusch and 
Fisher; 1994; Taggart et al., 2000). According to Barro (1997), fiscal policies have a role to 
influence steady state growth; the theory implies a relationship between government size, 
growth rate, and savings. 

The results of the study show that government expenditure has a significant and 
positive correlation to employment in Indonesia. This is in line with research conducted by 
Wahyuni (2004) examining the role of government in economic growth in 20 Asia-Pacific 
countries with similar economic backgrounds from 1980 to 2000. The study shows that the 
coefficient share of government expenditure on GDP is negative. Furthermore, the results of 
the study also show that government expenditure has a positive effect on employment in 
Indonesia. This means that if the government raises its expenditure (fiscal expansion), it will 
create an increase in employment opportunities in every region in Indonesia. The total 
government expenditure is the total income of the community. Similarly, government 
expenditure will increase aggregate demand and through the demand, production or 
aggregate supply will increase so employment can be recognized through the size of the 
government expenditure multiplier (Boediono, 1998). 

The direct impact of government activities on the state economy is attributed to the size 
of government expenditure; thus, if the management of government expenditure is not good, 
it will harm the economy. If government expenditure is able to guide the improvement of the 
country’s economy, an increase in government expenditure will increase economic activities 
with increased investment. The increase in investment will increase output, employment, 
exports, taxes, government revenue, and current transactions (Sriyana, 2006). 

The Effect of Private Investment on Employment Opportunities in Indonesia. One 
important indicator for analyzing the economic development in a country is economic growth, 
as measured by the difference in gross domestic product of a year with the previous year 
(Setiawan & Handoko, 2005). More specifically, Todaro (2000) mentions that the 
accumulation of capital and population growth associated with the amount of labor force and 
technological progress is a major component of economic growth. Capital accumulation will 
occur if part of present income is saved and invested to enlarge the output in the future. 
According to Adam Smith (in Kuncoro, 1997), the accumulation of capital will determine the 
rapid or slow economic growth in a country. The capital is collected from the savings made 
by the community. The accumulation of capital generated from savings helps the economic 
actors to invest into the real sector, in an effort to increase its income. 

The results of the study indicate that private investment has a positive and significant 
effect on employment in Indonesia. This means that an increase in private investment will 
increase employment opportunities in Indonesia. However, investment has no effect on 
employment opportunities in Indonesia. This is in line with the theory that investment is a key 
determinant of economic growth, as in addition to create significant output increases, it will 
also automatically increase input demand, which in turn will increase employment and public 
welfare as a consequence of rising incomes accepted by the society (Makmun and Yasin, 
2003). 

The Effect of Government Expenditure on Unemployment in Indonesia. In the 
economic perspective, fiscal policies have various objectives in directing the country’s 
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economic activity, namely to increase economic growth, to stabilize the country, to make 
equitable distribution of income, and to increase employment opportunities (Dornbusch and 
Fisher; 1994; Taggart et al., 2000). If government expenditure is able to direct the 
improvement of the country’s economy, an increase in government expenditure will increase 
economic activities with increased investment. Such an increase in investment will also 
increase employment opportunities (Sriyana, 2006). 

The results of the study indicate that government expenditure has no significant effect 
and is negatively correlated to unemployment in Indonesia. This means that an increase in 
government expenditure still cannot reduce the unemployment rate. This is because 
government expenditure still focuses on the development of public infrastructure that has no 
direct relationship with the economic activities of the community. The results of this study are 
contrary to Rum’s (2007), entitled “An Analysis of the Factors Affecting Open Unemployment 
in Indonesia from 1980 to 2007”, where government expenditures have a negative and 
significant impact on unemployment. This means that the higher government expenditure, 
the lower open unemployment will be. 

The Effect of Private Investment on Unemployment in Indonesia. Investment is a 
determinant of economic growth, because, in addition to driving significant output increases, 
it also increases input demand, which in turn will increase employment and community 
welfare because of the increased income received by the society (Makmun and Yaksin, 
2003). Investment causes an increase in the production of goods, which also affects labor 
demand; this leads to increased employment to reduce unemployment. The existence of 
investments will encourage the creation of new capital goods that will absorb new production 
factors, i.e. creating new jobs or employment opportunities that will absorb workforce, which 
in turn will reduce unemployment (Prasojo, 2009). 

The results of the study indicate that private investment has a significant and negative 
correlation to unemployment in Indonesia; this means that an increase in private investment 
will reduce the level of open unemployment in Indonesia. This is in line with Harrod-Domar’s 
theory that looks at the effect of investment in a long time perspective. According to these 
two economists, investment expenditure (I) not only has an effect (through a multiplier 
process) on the aggregate demand (Z), but also on the aggregate supply (S) through its 
effect on production capacity in order to reduce unemployment rate (Boediono, 1999). The 
amount of investment in an area will certainly have an impact on the number of unemployed 
in the area, as the investment will help to expand business through an increase in the capital 
used and labor used. Thus, it is expected that investment can reduce the number of 
unemployment. 

According to Pratiwi (2005), investment that has a multiplier effect has an impact on the 
improvement of welfare, as measured by the increase of income. This means that if the 
income increases, the amount of goods and services consumed will increase as well. If the 
demand for goods and services increases, it will increase employment opportunities and 
reduce the unemployment rate. Reduced unemployment is due to the absorption of the labor 
force in investment projects. 
 

CONCLUSION AND SUGGESTIONS 
 

Based on the findings and discussion, the following conclusions are drawn: 
Government expenditure affects employment in Indonesia, but it does not affect 

unemployment. This means that if the government raises its expenditure (fiscal expansion), it 
will increase employment opportunities. However, the considerable government expenditure 
on infrastructure development makes it not yet able to reduce the unemployment rate. 

The results show that private investment has a positive and significant impact on 
employment and unemployment in Indonesia. This means an increase in private investment 
will increase employment opportunities and decrease unemployment at the same time. 

Suggestions: 
Considering that government expenditure has no effect on unemployment, the policy 

must be made to support investment, so (private) entrepreneurs will be more inclined to 
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expand their business, which tend to create employment opportunities. However, 
government-financing policies should be more directed development or community 
empowerment. 

Investment and government expenditure are both important in economic development 
so the government needs to revise the allocation of expenditure; expenditure should be 
focused on productive aspects. The government must also revise the amount or percentage 
of taxes for the industrial sector, as it will affect the cost of input or production capacity, thus 
reducing employment opportunities. 
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