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ABSTRACT

Indonesia has abundant diversity of resources to promote economic growth, and insufficient capital will
lead to economic stagnation. This paper aims at examining the impact of macroeconomic indicators
such as gross domestic product and inflation toward foreign direct investment in Indonesia as well
as investigating the ease of doing business factors in explaining foreign direct investment. This
research involved a time-series from 2014 to 2019, which was collected from several official websites
of Statistics Indonesia (BPS), Central Bank of Indonesia (Bl), the Investment Coordinating Board
(BKPM), and World Bank. Furthermore, the data were analyzed undergoing multiple linear
regression analyses with the Ordinary Least Square (OLS) model. The findings indicate that gross
domestic product has a positive impact on foreign direct investment, while inflation has a negative
effect. Also, the ease of doing business variables failed in explaining a significant influence between
foreign direct investment in Indonesia.

JEL: B22, E22, O40.
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ABSTRAK

Indonesia memiliki keanekaragaman sumber daya yang melimpah untuk mendorong pertumbuhan
ekonomi namun permasalahan permodalan menyebabkan kelambanan yang menyebabkan stagnasi
ekonomi. Penelitian ini bertujuan untuk menguji pengaruh indikator makroekonomi seperti produk
domestik bruto dan inflasi terhadap investasi asing langsung di Indonesia. Penelitian ini juga
menyelidiki faktor-faktor kemudahan berbisnis dalam menjelaskan investasi asing langsung. Data
penelitian ini adalah time-series 2014-2019, yang diperoleh dari beberapa situs resmi termasuk Badan
Pusat Statistik (BPS), Bank Sentral Indonesia (BI), Badan Koordinasi Penanaman Modal (BKPM),
dan Bank Dunia. Selanjutnya data tersebut dianalisis dengan menggunakan analisis regresi linier
berganda dengan model Ordinary Least Square (OLS). Hasil penelitian menunjukkan bahwa produk
domestik bruto berpengaruh positif terhadap investasi asing langsung, sedangkan inflasi berpengaruh
negatif. Selain itu, variabel kemudahan berbisnis gagal menjelaskan pengaruh yang signifikan antara
investasi asing langsung di Indonesia.

Kata Kunci: inflasi, investasi asing langsung, produk domestik bruto.

1. INTRODUCTION

Investment is fast becoming a vital instrument in a nation both in an advanced economy
and in a developing country. Foreign and domestic investment in a country will determine the
economic growth (Comes, Bunduchi, Vasile, & Stefan, 2018; Yue, Yang, & Hu, 2016). Foreign
investment enhances additional capital that cannot be provided by domestic investment. Several
studies believe that foreign investment impacts both in the short-term and long-term (Dinh, Vo, &
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Nguyen, 2019; lamsiraroj, 2016). This is due to the fact that the critical role of foreign direct
investment in transferring assets will be more efficient. Conversely, foreign investment can bring
innovation to the host country to stimulate the economy through more valuable business activities.

Indonesia has abundant diversity of resources to promote economic growth. However, it
does not be maximized due to several obstacles, such as insufficient capital. In the beginning,
Indonesia was included in a country that declines foreign investment. The fundamental rationale
is that it will undermine the country’s sovereignty. Meanwhile, Indonesia needs to enhance its
development and stimulate an investment climate useful for building and growing Indonesia’s
economy. The government enacted Law No. 1 of 1967 on foreign direct investment, then revised
by Law No. 25 of 2007. By having an investment, a country will obtain a lot of capital that can be
used to develop essential sectors. In fact, Indonesia is one of the countries becoming the investment
destination in the world. Despite the fact that Indonesia is the fourth country investment
destination, however, to the present, it has not been denied that competition to attract investors is
still high with various facilities offered.

There are several considered factors affecting investment, such as economic, social,
institutional, and political factors (Sharma, 2017; Haider, Gul, Afridi, & Batool, 2017; Le, 2020).
From the economic perspective, Bhattacharya & Mukherjee (2016) mentioned that
macroeconomic indicators such as GDP and inflation will determine investment decisions. In
addition, Rehman, Khan, Pervaiz, & Liagat (2020) suggested that three main factors are able to
produce an investment climate, namely macroeconomic, institutional, and infrastructure
conditions. Furthermore, Regan & Brazys (2018) mentioned that institutionalization includes the
effectiveness of regulations, taxation, and the legal system. To measure the effectiveness of a
provision that makes it easy to invest, the World Bank creates an Ease of Doing Business, which
investigates regulations that increase business activities and rules that inhibit them.

The study on foreign direct investment and its determinant factors has heightened attention
among policy research in the sphere. For instance, Asamoah, Adjasi, & Alhassan (2016) revealed
that macroeconomic uncertainty will affect the foreign direct investment in Sub-Sahara Africa.
Meanwhile, lamsiraroj (2016) noted that foreign direct investment has a causality with economic
growth, and it is also determined by labor force and trade restrictions. Another example by Anitha
(2012) showed a robust correlation between foreign direct investment and economic growth.
Furthermore, Musyoka & Ocharo (2018) emphasized that macroeconomic indicators, such as
inflation and exchange rates, can explain foreign direct investment in Kenya, while in Nigeria,
foreign direct investment can be affecting by investment climate and ease of doing business
(Kofarbai & Bambale, 2016).

Despite Indonesia as the Investment destination country, the study of determinant factors
of foreign investment has been overlooked by scholars. The study in Indonesia mainly focuses on
the impact of gross domestic product, foreign direct investment, and economic growth (Febriana
& Mugorobbin, 2014; Tambunan, Yusuf, & Mayes, 2015). This paper’s contribution is threefold.
First, it contributes to the literature on determinant factors affecting foreign direct investment in
Indonesia. The focused study in Indonesia is unique considering the abundant resources it has not
maximized yet. Second, this study attempts to examine whether easy in doing business can
influence foreign direct investment that was missing in the prior studies. Lastly, this study involves
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a time-series panel-data estimation that takes cross-sectional dependence into consideration in the
model calculation.

The paper has been organized in the following way. The first section deals with the
background of the study, followed by a literature review. The section provides the method and
empirical model of econometric and is discussed in section 4. The last section involves the
research’s summary and suggestions.

2. LITERATURE REVIEW

Foreign investment is an activity to conduct business by a foreign investor in a country,
either using entirely foreign capital or jointly with a domestic investor. Foreign investment consists
of two types, including direct and indirect investment. Direct investment is defined as funds
invested directly used to carry out business activities or conduct production equipment or facilities
(Sarkodie & Strezov, 2019). It helps developing countries to overcome the problem of
underfunding foreign currency, accelerate economic development, bringing management staff,
entrepreneurs, technical expertise, and market and marketing knowledge of the goods produced
(Sabir, Rafique,& Abbas, 2019; Self & Connerley, 2019; Apostolov, 2017; Iwasaki & Tokunaga,
2016).

Foreign investment can train indigenous people in obtaining expertise in the fields sought
by foreign capital (Liu, Agbola, & Dzator, 2016). Also, foreign companies can accelerate the
transfer of new technology to developing countries (Salim, Razavi, & Afshari, 2017). Second,
indirect investment or portfolio investment, which mostly consists of control over shares that can
be transferred (issued or guaranteed by the government of the capital importing country) on stocks
or bonds by citizens and several other countries (Wang, 2019). However, ownership of the shares
is not the same as the right to control the company. Therefore, shareholders have the right to
dividends.

On the other hand, Gross Domestic Product (GDP) is considered a greater determinant of
foreign direct investment and vice versa. GDP describes the total national income and total
expenditure on the output of a country’s goods and services (Rana, Alam, & Gow, 2020). This
implies that GDP is used to measure a country’s total production of goods, services, and total
income. The relationship between GDP and FDI is positive. The decrease in total output is
proportional to the more significant investment (Fischer, 2016). Mathematically the relationship
between GDP and investment can be seen in the following equation.

Where K * is capital/investment, rc is the cost of capital (rent), and Y is the level of
output/GDP. Thus, the equation shows that rising GDP can increase K or investment. This equation
suggests that that GDP has a direct relationship with investment.

Another macroeconomic variable, inflation, is interpreted as an economic symptom that
shows an increase in the level of prices, in general, that is continuous (Bernanke, Laubach,
Mishkin, & Posen, 2018)). The higher the inflation rate, the greater the uncertainty faced by
creditors and debtors. This due to the fact that most people do not like uncertainty, so high inflation
can interfere. Suppose it decides to implement a high inflation monetary policy. In that case, a
country tends to accept high inflation, which will cause uncertainty for creditors and debtors by
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making them subject to large amounts of arbitrary wealth retribution (Taylor, 2019). Since high
inflation causes uncertainty for debtors and creditors, it results in more significant business failure
because it can affect production costs, impacting companies' profits, especially by creditors and
debtors.

Ease of Doing Business (EoDB) can be calculated based on ten indicators, namely starting
a business, dealing with construction permits, property registration, getting electricity, paying
taxes, trading across borders, accessing credit, protecting minority investors, enforcing contracts,
resolution of the resolving insolvency case (Jovanovic & Jovanovic, 2018; Garcia & Hinayon,
2018; Mahuni & Bonga, 2017). The distance to the frontier of EoODB score ranges from 0-100
points, which shows the economic position of best regulatory practices. A lower score indicates
worse business ease shown by 0 points, while the better the score in doing business is set at a score
of 100 points. The percentage of scores on various indicators can be averaged together to get an
aggregate score. In addition, the higher the EoDB rating, the better the regulations in force in a
country.

3. RESEARCH METHOD

A quantitative study was applied to understand the factors affecting foreign direct
investment in Indonesia. This study engaged three important variables, including gross domestic
product, inflation, and ease of doing business with the time-series data from the first quarter of
2014 to the third quarter of 2019. The data were gathered from various sources, namely Statistics
Indonesia (BPS), Central Bank of Indonesia (BI), the Investment Coordinating Board (BKPM),
and the World Bank. The gross domestic product is determined at the basis of Indonesia’s constant
prices, while foreign direct investment is proxied by investment activity to do business carried out
by foreign investors, whether using foreign capital fully or jointly with domestic investors.
Additionally, Ease of Doing Business (EoDB) is illustrated by an index provided by the World
bank. Furthermore, in analyzing and estimating time-series data, this study employed the E-views
version 10. Data analyses have several stages, including multiple linear regression tests, the classic
assumption test, and hypothesis testing. The use of Ordinary Least Square (OLS) aims to estimate
a model that uses the smallest and simplest error squared method, wherein estimating using this
estimator must meet several assumptions that must be obeyed in order to obtain an unbiased,
consistent, efficient, and has an economic meaning that is in accordance with the theory. The
following regression equation from this study:

V =Bo+BiXir + LoXor + BaXar £ € 2)
Note:
14 = Foreign Direct Investment (FDI)
X, = Gross Domestic Products (GDP)
X, = Inflation (INF)
X5 = Ease of Doing Business (EoDB)

Bo, B1, B2, B3, Ba = coefficient elasticity
e = error term
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4. RESULTS AND DISCUSSION

To estimate the impact of Gross Domestic Product (GDP), inflation, and ease of doing
business toward Foreign Direct Investment (FDI) partially, it used multiple linear regression
analysis with Ordinary Least Square (OLS) model. In more detail, the results of multiple linear
regression are presented in Table 1.

Table 1. The result of regression analysis

Variable Coefficient Std. Error t-Statistic Prob.
C 1.874429 2.695665 0.695349 0.4953
LnGDP 0.655917 0.188855 3.473115 0.0025
INF -0.039894 0.014284 -2.793027 0.0116
EoDB 0.007526 0.028770 0.261606 0.7964
R-Squared 0.783791
Adjusted R-Squared 0.749652
F-Statistic 22.95927
Prob (F-statistic) 0.000002

LnFDI = 1.874429 + 0.655917LnGDP — 0.039894INF + 0.007526E0DB ... ... 3

A constant score of 1.874429 indicates that if the Gross Domestic Product (GDP),
inflation, and Ease of Doing Business (EoDB) are constant, the amount of foreign direct investment
(FDI) increases by 1.87 percent. Then, the coefficient of GDP of 0.655917 indicates that the GDP
has a positive and significant effect on FDI. This implies that an increase in GDP by 1 percent will
FDI by 0.66 percent. Furthermore, the coefficient of inflation 0f-0.039894 indicates that inflation
has a negative and significant effect on FDI. This result suggests that an increase in inflation of 1
percent will reduce FDI by 0.04 percent. Lastly, the EoDB coefficient of 0.007526 indicates that
the EoDB has a positive relationship but has no significant effect on FDI.

Based on the estimation results in Table 1, it shows that the GDP has a significant effect
on FDI in Indonesia in the first quarter of 2014 - the third quarter of 2018, with a coefficient value
of 0.655917, which means that when the Gross Domestic Product (GDP) has increased by 1
percent, the FDI will increase by 0.66 percent. This study’s results show a positive relationship
between GDP and FDI in Indonesia in the first quarter of 2014-quarter I11 of 2019. The increase
in Gross Domestic Product (GDP) reflects the increasing Indonesian income and has an impact on
the increased demand for goods and services. Therefore, people’s purchasing power will increase.
When purchasing power increases, the demand for goods and services also increases. And this can
benefit the company due to increased demand for these goods. Thus, investments will experience
profits, so they are interested in investing.

This finding is in line with the prior studies by Febriana & Mugorobbin (2014), which
mentioned that in the short and long term, GDP has a significant positive effect on FDI. This
implies that GDP plays an important part in influencing FDI. Indeed, this finding agrees with
Tambunan et al. (2015), who remarked that a positive and significant effect on the realization of
FDI in Indonesia in 1998-2013. The GDP is the same as the national income of a country, with a
high level of income that will affect people’s income, high community income will increase the
demand for goods and services. Therefore, the company’s profits will increase, and this can
encourage investment. Malisa & Fakhruddin (2017) remarked that a positive impact of GDP and
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FDI being a strong signal for investors to make investments, but this investment is in the form of
investment with the initial goal of rapid returns due to high economic growth.

In addition, this study found a negative impact between inflation and FDI in Indonesia. In
other words, the decreasing inflation will raise FDI in Indonesia and vice versa. Inflation rates
fluctuation can affect the ups and downs of prices of a product in a country. The higher inflation
rates will impact the inclining production costs and less profitable for a company. The finding of
this study is in accordance with the theory of Perez (2019), which mentioned that the higher rate
of inflation will affect the greater the uncertainty faced by creditors and debtors. Because most
people do not like uncertainty so that high inflation can be disturbing. This indicates that inflation
has a negative relationship to investment because the high inflation causes uncertainty for debtors
and creditors, which results in greater business failure. After all, it can affect production costs,
which have an impact on profits obtained by companies, especially by creditors and debtors.

The results of this study are in line with the antecedent study by Sarungu & Mabharsi (2013)
and Septifany (2015), which remarked that inflation has a negative and significant effect on the
amount of investment in the long run. It is hoped that the policymakers can maintain a stable level
of inflation so investors can invest their capital in Indonesia. Indeed, this study supports a prior
study by Anwar (2016) that inflation has a significant negative effect on FDI in the Southeast Asian
Region. This means that when inflation rises, FDI falls, and this is in accordance with inflation
theory, which is cost-push inflation that occurs due to an increase in production costs that results
in a decrease in aggregate supply due to arise in production costs that has an impact on prices and
purchasing power which decreases, causing the level of risk of business failure to be even higher,
which in the end the investment becomes less attractive.

The last purpose of the study aims to determine the impact of Ease of Doing Business
(EoDB) on FDI. The results of this study indicate a positive relationship but not significant between
EoDB and FDI in Indonesia. This means that if the ease of doing good business reflected by
efficient, simple, and easy regulations will make investors willing to invest in Indonesia so that
foreign investment will increase, and vice versa. This study confirms previous work by Morris &
Aziz (2011), which showed that ease of doing business has a positive relationship with FDI in
2000-2001 in Sub-Saharan Africa and Asian countries and regions of Sub-Saharan African
countries in 2001-2005. However, in Asian countries from 2001-2005, ease of doing business was
not significantly related to FDI. The fundamental argument is that two factors are related to FDI,
namely cross-border trade and contract enforcement. Also, it seems that FDI is not merely
influenced by the ease of doing business in making investment decisions in both African and Asian
countries, for example, based on the broad market offered by Asian countries. Similarly, Jovanovic
& Jovanovic (2018) show uncertainty about the impact of ease of doing business because most
indicators are insignificant or lack strength.

When viewed the distance to the EoDB score’s frontier, Indonesia’s EoDB rank from
2014-2019 increases every year from 60.7 points to 68.2 points. However, the EoDB rating
decreased in 2019, from 72 in 2018 to 73. This decline is caused by other countries that make
reforms faster in their respective fields. These countries such as China, India, and Kenya. Where
the change or increase in EoDB scores of the three countries is quite significant from 2018 to 2019,
each was increasing by 8.64 points, 6.63 points, and 5.25 points. Meanwhile, Indonesia only
increased by 1.3 points from 66.9 points to 68.2 points. For example, four EODB indicators caused
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Indonesia’s ranking to drop in 2019. The two signs experienced a slight increase. These indicators
are licensing related to building construction permits and cross-border trading, each of which
increased by 0.49 points from 66.08 points to 66.57 points, and 0.68 points from 66.59 points to
67.27 points. Moreover, there are also indicators that did not experience an increase in the distance
to the frontier core in 2019, or the range to frontier score value is fixed when compared to 2018.
These indicators are the protection of minority investors and the enforcement of contracts. Thus,
the effect of the insignificant EODB score on FDI is caused by the insignificant changes in the
EoDB score, which means that improvements in regulations in Indonesia both in terms of
accessibility, efficiency, and simplicity are still felt to be lacking where there are still a few
indicators whose scoring increases are not significant, and there are also some indicators that do
not experience improvement indicated by scores that do not experience growth but are fixed.

5. CONCLUSION AND RECOMMENDATION

This study is intended to examine the impact of macroeconomic variables and foreign
direct investment in Indonesia. Based on the previous analysis and discussion, it can be concluded
that gross domestic product has a positive impact on foreign direct investment. In contrast, inflation
has a negative correlation toward foreign direct investment. Also, another variable, ease of doing
business, cannot significantly influence foreign direct investment in Indonesia. These findings
suggest that the government is expected to make policies to increase gross domestic product and
maintain inflation stability. Furthermore, it also needs to improve regulations for ease of doing
business that make investors are willing to invest their capital. Investors need to consider factors
that can influence foreign investment, such as gross domestic product, inflation, and ease of doing
business that can help investors make investment decisions so that they can be profitable. Another
possibility disconcerts, including transport and infrastructure, political situation, and wage rates,
also have the potential to promote foreign direct investment in Indonesia. This study leaves the
investigation of these potential variables to forthcoming research.
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