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Despite having a stable and moderate growth rate, East Java still has not been able to raise its 

growth rate back to the pre-crisis level, while poverty rate remains above the national level.  
East Java is the second largest contributor to Indonesia’s economy with a growth rate similar to 
national level and other major provinces in Java. Nevertheless, for a province that is expected to be 
a major economic center in the country, there has been very little change in the region’s economic 
structure in the past 10 years. Since 1995, the share of industry and agriculture in the economy is 
almost unchanged.  Furthermore, the growth in both of these two sectors has been low, despite the 
fact that industry was once the main driver of the East Java economy. The absorption of the labor 
force into higher productivity sectors has also been sluggish throughout the years with majority 
of labor force is still working in the least productive sector of agriculture. The private investment 
that is expected to drive and move the economy towards higher growth sectors is relatively small 
compared to Jakarta and West Java. The whole condition aff ects the number of poor population in 
the province, which remains the highest in the country albeit with a declining poverty rate in recent 
years.

The business environment analysis suggests that access and cost to fi nance are not constraints 

for growth in East Java. The ratio of credit to GDP in East Java is slightly lower than the national 
fi gure but this is mostly a result of lack of demand for the credit. Most loans are for investment and 
working capital. East Java’s fi nancial institutions perform the intermediary function relatively well, 
as demonstrated by the relatively high loan to deposit ratio and low proportion of non-performing 
loans. The only area of concern is that Micro, Small, and Medium enterprises still experience 
diffi  culties accessing credit.

Executive Summary
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Executive Summary

The supply and cost of labor, macroeconomic outlook, and security does not appear to be 

constraints to return to investment and growth. East Java has the largest labor force, as well as 
the lowest minimum wage in Indonesia. The wage premium of employing skilled worker is also 
lower than other provinces in Indonesia, suggesting that there is no shortage of skilled workers in 
the Province. Indonesia’s macroeconomic environment has been relatively stable during the last fi ve 
years. The state of balance of payment, external debt, and other fi nancial indicators, do not indicate 
that the country is exposed to high foreign exchange risk or other forms of fi nancial shock, which 
may expunge savings and bankrupt investors. Infl ation has been relatively stable both for the entire 
country and the East Java province, thus the risk that profi ts will be eroded by runaway infl ation is 
low. Confl ict and crime are also relatively low and comparable to other regions in Indonesia. 

The main constraints are identifi ed in the appropriability return to investment, particularly in 

infrastructure and investment climate. Constraints in infrastructure that aff ect business operations 
are the poor quality of district roads, ineffi  cient port operations, and the supply of electricity to 
businesses. The poor state of district roads and possible congestion at the main economic centers 
could lead to high transportation costs and a lower return to investment. The main port facility in 
East Java, Tanjung Perak, suff ers from ineffi  ciency in its operations. Furthermore, Tanjung Perak is 
reaching maximum capacity, which will be a particular concern for greater trade activities in the 
region.  Although the supply of electricity to households is not considered problematic, supply to 
businesses is considered an issue. The issue particularly lies in the reliability of electricity supply 
rather than overall availability of electricity. This is indicated by the high share of enterprises which 
possesses backup generator compared to other provinces in Java. The high number of waiting list 
in order to get new electricity connection is another indication of problem in this sector. From an 
investment climate perspective, the cumbersome business registration process and the high level 
of perceived corruption in East Java is regarded as the main constraints. The formal registration of 
business and properties are still cumbersome and costly. Without formal land registration, businesses 
will face diffi  culties securing loans from banks; and the lack of formal company registration may 
constrain their ability to access both domestic and international debt and equity markets. The 
province also suff ers from a high perception of corruption in its main economic center of Surabaya 
that may potentially lead to an increase in the cost of doing business.

The employability analysis shows a high proportion of East Java’s labor force is unskilled and 

may constraint the inclusiveness of growth. The main constraint to improve human capacity 
(i.e. having a more skilled workforce) is the low access to secondary education, resulting in low 
education attainment in the province. There is a wide gap between the rich and the poor as well 
as between rural and urban residents to access secondary education. This unequal access may be 
due to the limited number of secondary schools, an unequal distribution of schools and the relative 
high cost of secondary education. Conversely, due to an expansion of health facilities and workers 
in East Java during the past decade, the poorer segment of the population seem to enjoy a similar 
access to health services as the rich. Thus, compared to education, access to health poses as a less of 
a constraint to human capital quality in East Java.

A majority of this unskilled labor force is working in the agriculture sector, which has the lowest 

labor productivity. East Java has a higher proportion of low-skilled labor than other provinces in 
Java, of which the majority are employed in the low productivity agriculture sector. Workers in this 
sector earn the lowest wages. About 52 percent of agriculture employment are in the older age 
group (> 40 years) and has the maximum education level of primary school. In order to reduce 
poverty in East Java, the province needs not only the strategy to facilitate the transition to higher 
productivity sectors for the younger labor force, but also the strategy to increase the agriculture 
sector’s productivity, enhance agriculture value-added, and promote rural non-farm employment, 
such as agro-industries and rural small scale industries to accommodate those that have little chance 
(i.e. older and low educated group of labor force) to move toward non-agriculture sectors. 
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Low land to farmer ratio, limited access to credit, low agriculture value-added, and 

disproportionate supply of unskilled labor are some of the main factors behind low production 

growth in agriculture. Because 74 percent of land has already been used for agriculture, there 
is only little scope to increase agriculture land supply. Improvement in land to farmer ratio can 
only happen if the numbers of farmers are reduced by helping them to move out to other non-
farming employment. Hence, the government may want to focus on facilitating diversification 
into higher value-added of agriculture product such as horticulture, livestock breeding, and 
organic farming; improving the skills through extension services and non-formal trainings; and 
providing greater access to credit.

Manufacturing, once the driver of East Java’s economic growth, has still not recovered to its 

pre-crisis level to generate suffi  cient employment opportunities in East Java. Many footloose 
industries left the province after the fi nancial crisis in 1997 for more competitive production bases. 
The sector faces tough competition from other Asian countries such as China, India and Vietnam and 
as a result, production in the manufacturing has declined, particularly in the labor-intensive sectors. 
The high dependency of the province on Food, Drink, and Tobacco (FDT) products also put East Java 
in vulnerable position to changes in market conditions. This vulnerability is further exacerbated by 
the lack product diversifi cation and new discovery products for exports in addition dependency on 
imported raw inputs and intermediate goods which in overall contributed to the slow development 
and growth in the manufacture sector. 

The spatial pattern of growth in East Java shows the existence of leading and lagging regions. 

The leading regions consist of districts located in the central area of East Java including the 
industrial districts such as Gresik, Kediri, Sidoarjo, and Surabaya. Meanwhile, the lagging regions 
that are characterized by consistently low GDP per capita over time are located in the southern part 
of the province and in Madura Island such as Pacitan, Trenggalek, Pamekasan, and Sampang. In the 
case of East Java where there are only a few impediments to the mobility of labor and capital, this 
unbalance pattern of growth does not call for specifi c intervention to move economic activities to 
the lagging regions. Instead, the government should apply a spatially blind or universal development 
program such as providing better access to health and education to enable people to move toward 
opportunities and develop spatially connective infrastructure to increase the fl ow of goods, people, 
and information to the economic centers. The increase in spatially connective infrastructure could 
also expand inter- and intra-province trade. 

Policy Options: Ten ideas to promote inclusive growth in East Java

1. Provide greater access to credit for MSMEs by (i) facilitating the formalization of business 
for MSMEs including business and land registration. The facilitation can be done through 
developing specifi c programs for land certifi cation by BPN (State Land Agency), simplify 
business registration processes, and reduce the cost of registration for MSMEs; (ii) strengthening 
the credit guarantee scheme program. The credit guarantee scheme will act as a risk assurance 
for the banking institution for higher risk sectors such as agriculture; (iii) strengthening the 
capacity of MSMEs to access fi nancing through government provision of technical assistance.    
To increase the knowledge and the know-how in applying for credit, the government and 
fi nancial institutions can provide technical assistance to strengthen the capacity of MSMEs. 
Training programs may be delivered through government training facilities or through village 
training centers using the service of bank’s partner on fi nancial consultancy (Konsultan Keuangan 
Mitra Bank); and (iv) strengthening the linkage between banks and micro Financing Institutions 
(MFI). There have been some eff orts to channeling the fund from commercial banks to micro 
fi nancing institutions such as BPR (Micro Credit Bank) to further direct it to micro enterprises. 



EAST JAVA GROWTH DIAGNOSTIC4

Executive Summary

This approach can be further strengthened particularly as MFIs have a signifi cant role in dealing 
with MSMEs and other informal sectors. One of the approaches is through wider socialization of 
MFIs (i.e. information bazaar on pawnshops, venture capital, etc) to the MSMEs community. 

2. Improve electricity supply and connection to fi rms by (i) facilitating PLN in obtaining 
necessary permit to expand electricity transmission and distribution facilities such as main 
relay stations (Gardu Induk) and high voltage transmission network (SUTT); (ii) facilitating and 
accelerating investment through public private partnership in low cost alternative source of 
electricity supply such as geothermal, wind, and solar power, particularly in locations with high 
potentials for industrial development. This will enable PLN to purchase energy at lower price 
and reduce transmission and distribution cost; (iii) central government to provide suffi  cient 
fi nancial resources to accelerate investment in transmission and distribution system, which 
currently necessitate an expansion and upgrading. 

3. Improve the quality of district roads by (i) reviewing the current allocation of spending 
within infrastructure sector in order to get a better picture of how the funds are spent; (ii) 
allocating adequate budget for road maintenance. The budget for operations and maintenance 
should be properly assigned in order for the Dinas Public Works in the districts to maintain road 
quality; (iii) providing incentives to districts for maintaining roads such as through matching 
provincial grants; and; (iv) strengthening the supervision of the utilization of roads, including 
the optimization of weigh stations. Road damage is often caused by overloading of heavy 
vehicles such container trucks. By optimizing the function of weigh stations, the government 
can potentially reduce the road burden. 

4. Strengthen the function of sea ports in East Java by (i) eliminating the obstacles of sea traffi  c 
to Tanjung Perak port. The initiative to widen the West Surabaya Line needs to be executed as 
soon as possible with the government support. The plan to remove and reallocate the pipe that 
disturbs the sea traffi  c should also be accelerated to avoid prolonged impact; (ii) implementing 
the plan to develop a new port in Lamong Bay; and (iii) optimizing the utilization of the smaller 
ports in East Java through the establishment of intra-province sea transport link.

5. Improve the business climate for private sectors by (i) simplifying the procedures of business 
registration.  Simplifi cation of procedure would not only lessen the private sector burden, but 
also reduce the opportunities for extracting illegal fees; (ii) monitoring and evaluating regularly 
the performance of One Stop Services (OSS) in province and districts. The OSS is one of the 
government’s initiatives to accelerate the business licensing services. However, establishing 
OSS only would not be suffi  cient without continued monitoring of the performance and a clear 
benchmark of service standard to ensure that the institution is functioning eff ectively. One of 
the alternatives to this approach is by engaging with external quality control agent such as 
ISO; (iii) improving business orientation and professionalism of relevant government agencies 
that have interaction with business sector such as manpower, trade, industry, and cooperatives; 
and (iv) expanding private sectors’ market opportunities through trade fairs and developing 
collaborations between the government and the private sector on a trade promotion strategy. 

6. Enhance human resource capacity by (i) reviewing the current budget allocation within the 
education sector and increasing budget allocations for secondary level; (ii) expanding and 
optimizing the utilization of non-formal education institutions such as community learning 
activities center or informal training institution in order to provide educational opportunities 
to those who are beyond the school age. These non-formal institutions should off er specifi c 
programs for those who did not have the opportunity to enroll in formal education for example 
woman empowerment training, life skills counseling, job training, etc; (iii) strengthening and 
expanding the vocational school to generate more specifi c skill labor; (iv) optimizing job 
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 training center unit of the provincial government to improve and diversify the work skills; 
(v) developing competency standard certifi cation for skill and professional worker; and (vi) 
establishing government sponsored job facilitation offi  ces. The government acts as a bridge to 
match the demand and the supply of work.

7. Revitalize the agriculture sector by (i) formulating new initiatives to improve agricultural 
productivity. For example, through the provision of extension services, strengthening 
agricultural research and development, and providing access and information to new and better 
technology; (ii) promote rural non-farm employment such as rural-based small and medium 
enterprises to accommodate the large number of agriculture workers that have little chance 
to move to manufacturing and services sectors; (iii) support the diversifi cation of agriculture 
production to higher value product such as horticulture, livestock, and organic farming; (iv) 
develop a mechanism to strengthen the production linkage from agriculture output to larger 
retailers and agriculture processing industry such as through contract farming; (v) expand 
market access for agricultural outputs through establishing a wholesale market network in East 
Java and connecting it to wholesale markets in other provinces; (vi) developing co-operative 
marketing societies, in which its member farmers collectively sell their production surplus in 
the wholesale market. This may improve the bargaining power of the members in order to 
obtain a better price for the produce.

8. Restore the investment in the manufacturing sector by (i) improving East Java’s investment 
climate in order to attract foreign and domestic investment in the region using the previously 
mentioned mechanisms (see policy recommendation 5); (ii) creating a East Java investment 
facilitation center which disseminates and provides information on investment opportunities 
in the province; and provides market intelligence for industries in East Java; (iii) optimize 
the function and use of industrial estates; (iv) promote industrial linkage between SMEs and 
larger establishments; (v) facilitate the coordination of research and development units in 
various institutions such as universities and government research agencies to promote the 
diversifi cation of industrial products; and (vi) develop a mechanism for public-private dialogue 
to collaborate on international competitiveness, process technology, and skills development.

9. Enhance trade logistics performance. Trade is currently the biggest driver for the economic 
growth that can stimulate other economic activities. Surabaya strategic position as the gateway 
to Eastern Indonesia creates further potential to enhance trading activities between East Java 
and other regions. However, there are still bottlenecks in the logistical system in the province 
both on the intra-province and inter-provinces network. This could be improved by (i) reducing 
congestion and queuing line in the main seaports; (ii) improving effi  ciency of trucking and 
goods delivery service; and (iii) improve land connectivity between industrial estates and main 
seaport. 

10. Promote the integration of leading and lagging regions through (i) developing the spatially 
blind or universal development program such as human capital investment in education 
and health sector to enable people to move toward economic opportunities; (ii) developing 
spatially connective infrastructure to increase the fl ow of goods, trade, people, and information 
to the economic centers. The construction of Suramadu Bridge is one of good examples of 
infrastructure that connects lagging regions in Madura Island with the economic center in 
Surabaya and surrounding area. 
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Introduction

 1.1.  Background

East Java is one of the wealthiest provinces in Indonesia, with GDP per capita of Rp 16.7 

million (in nominal terms) in 2008. The province is home to 16 percent of Indonesia’s population 
and almost 50 percent of its population living in urban areas. On average, the economy grew 5.2 
percent between 2001 and 2009, similar to the national average growth rate. East Java contributes 
around 15 percent of Indonesia’s economy, second only to Jakarta, the nation’s capital. The province 
predominantly relies on the manufacturing, trade, and agriculture sectors, which represents 74 
percent of East Java’s economy. 

East Java has a relatively good supply of labor and physical infrastructure.1  The Province has 
the lowest minimum wage in Indonesia at Rp 570,000 per month in 2009. It also has a relatively lower 
average wage per month compared to other provinces in Java, except Central Java. Selected key 
indicators suggest that infrastructure in East Java is at a similar stage of development as in Jakarta, 
West Java or Banten, who are pretty advance in the infrastructure facilities within the country. Nearly 
all households have access to electricity (97 percent) in East Java, which is similar to West Java (97 
percent) and slightly below Jakarta (99 percent). East Java also has a higher percentage of roads in 
good condition (33 percent) compared to West Java (17 percent) and Banten (24 percent). 

Despite its large population, strong economy and high level of infrastructure, the region is yet 

to be recognized as a regional hub of economic growth like Jakarta. Although economic growth 
has been doing well over the past fi ve years within the range of 5.8 to 6.1 percent, the fi gures are 
still below the pre-crisis level, which was in the average of 8.3 percent for the period of 1990-1996. 
Investment in East Java is also low compared to other provinces. Investment only represents 18 
percent of the East Java’s GDP; whereas, investment contributes to approximately 25 percent of total 
Indonesian GDP. Private investment in particular, which is crucial to boosting the productivity and 
growth, has been consistently low in East Java. Approximately 61 percent of private investment in 
Indonesia is concentrated in Jakarta and Banten, followed by 15 percent in West Java. In comparison, 
only 5 percent of total private investment is invested in East Java. 

Moreover, the trends in poverty and employment in East Java suggest that the benefi ts from 

economic growth need to further reach the poor. For example, although the poverty rate has 
been declining, in 2009 East Java’s poverty rate of 16.7 percent is still above the national rate of 
14.1 percent and signifi cantly higher than Jakarta (3.6 percent) or Banten (7.6 percent). In terms 
of unemployment, East Java experienced a rapid increase in unemployment during the Asian 
economic crisis in 1997 and has not yet recovered to pre-crisis levels. The unemployment rate was 6 
percent in 2009 compared to only 3 percent pre-1997. Within the working population, there is still 
a high share of underemployment and a large proportion of employment in the agriculture sector, 
which is regarded as the least productive sector in the province.

In this context, the study aims to understand the determinants and constraints to inclusive 

growth in East Java, which is one of the most dynamic and economically important regions 

in Indonesia and home to the country’s second largest city.  The study attempts to understand 
better what is constraining higher growth and investment in East Java and through this provide 
support and input to the provincial and district governments to enhance regional economic 
performance. The study aims to answer the question of whether there are constraints related to 
the fi nancial supply or from return on the investment itself that prevents East Java from achieving 

1   See KPPOD, the Asia Foundation, and USAID (2008). “Local Economic Governance in Indonesia: A Survey of Businesses 
in 243 Regencies/Cities in Indonesia”. Jakarta.
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higher investment and growth. The study will also seek to address the issue on how growth can be 
broad-based across sectors and inclusive to the large part of the country’s labor force and the poor. 
The fi ndings will become an input for central government engagement on economic development 
at the sub-national level and part of a broader plan on regional development in Indonesia. The 
fi ndings will be useful not only for East Java, but also for other regions in Indonesia that are not 
fulfi lling their potential as regional growth poles. 

 1.2.  Framework for inclusive growth diagnostic 

The inclusive growth diagnostic study in East Java will look at the constraints on the ability of 

the poor and the majority of the labor force to contribute and benefi t from growth. Inclusiveness 
refers to equality of opportunity in terms of access to markets, resources, and an unbiased regulatory 
environment for businesses and individuals. World Bank (2008) noted that inclusive growth analysis 
focuses on ways to raise the pace of growth by utilizing more fully, parts of the labor force trapped in 
low-productivity activities or completely excluded from the growth process. The concept emphasizes 
on productive employment that covers ‘employment growth’ to generate new jobs and income for 
the individual as well ‘productivity growth’ that could lift the wages of those employed and the 
returns to the self-employed. This involves looking into the individual’s employability, as well as 
the opportunities for them to be employed. Assessing the individual’s employability calls for an 
analysis of their human capital (education and health), their ability to acquire skills and their ability 
to access labor markets where they can earn an income by using their skills. Whereas assessing the 
employment opportunities is a more classic study of economic growth relying on a private sector’s 
development that can off er employment opportunities. Thus studying inclusive growth implies 
looking at the ability of individuals to be productively employed (the labor supply side) and the 
opportunities to make full use of available resources as the economies evolves over time from the 
business environment perspective (the labor demand side).

The business environment analysis will follow the growth diagnostic framework developed 

by Hausmann, Rodrik and Velasco (HRV, 2005). The approach is based on the idea that there may 
be many reasons why an economy does not grow, but each reason generates a distinctive set of 
symptoms. These symptoms can become the basis of a diff erential diagnostic in which the analyst 
tries to distinguish among potential explanations for the observed growth rate of the economy. This 
approach acknowledges the importance of the private sector for growth. A strong private sector 
can improve productivity and invest in traditional and non-traditional industries in the province, 
ultimately reshaping the productive sector towards a modern economy. 

The approach acknowledges the fact that governments very often have a limited amount of 

political capital, which constrained them to engage in wholesale reforms, and hence need 

strategy for its sustainable growth policy. In this context, the policy-making capital is better 
deployed in alleviating binding constraints than in going after too many targets all at once. A sense 
of priorities is required for the growth strategy to work. The growth diagnostic provides a strategy 
that is aimed at identifying the most binding constraint(s) on economic activity and hence the set of 
policies that, once targeted on these constraints at any point in time, is likely to provide the biggest 
impact on reforms.2  There is no quantitative method for scoring all potential constraints according 
to how binding they are, but a combination of economic analysis and knowledge of the economic 

2 This approach is based on the argument that determinants of growth are complements rather than substitutes. Thus, all 
policy actions will not have the same effect on growth, since some determinants of growth are lagging relatively more than 
others. Binding constraints are these determinants of growth that are the furthest behind and that if relaxed, will generate 
the highest direct positive impact on growth performance.
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situation in the province can be used to identify the most binding constraint. Understanding of the 
local socio-political context can also help in the prioritization of recommendations for reforms. This 
will be a challenge as the study needs to understand which reforms are likely to bear the most fruit 
in terms of private sector development and growth.

Figure 1.1: The framework of inclusive growth analytics
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Source: Elena Ianchovichina and Susanna Lundstrom on “Inclusive Growth Analytics” (2009).

Figure 1.2 : The business environment (HRV’s framework)
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Source: Hausmann, Rodric and Velasco (2005).

The HRV analysis follows a systematic approach to identify what could be constraining growth 

and investment using the growth diagnostic tree (see Figure 1.2). The analysis starts from the 
top of the tree and then proceeds downwards, trying at each stage to identify what is constraining 
private sector investment. Each branch represents a potential symptom or ‘disease’ of the economy 
that may explain low levels of private investment and entrepreneurship. It asks whether the binding 
constraint is low return to economic activity or high cost of fi nance. If the binding constraint is 
low returns, are social returns the problem (because of lack of complementary factor such as good 
geography, human capital or infrastructure) or the diffi  culty of private agents to appropriate these 
returns (because of government or market failures)? If the issue is the high cost of credit, is the 
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problem low savings or a bad domestic fi nancial system where intermediation is ineffi  cient? To 
identify the most binding constraint(s), one has to go through an iterative process: the growth 
diagnostic itself.

The East Java inclusive growth diagnostic study will explore both the employability analysis 

that will shed light on the resources of the individuals as well as the bottleneck in the business 

environment. The diagnostic tree will be explored from the perspective of the fi rms or investors, 
while the employability approach will be looked at from the perspective of individuals’ education 
and health that they bring to job. The analysis of the constraints to the labor force entering the 
market will be complemented with an analysis of the constraints within the sectors themselves to 
provide access to productive employment. Such analysis will need to distinguish employment by 
sector, rural/urban, formal/informal, and other relevant characteristics as well as to review constraints 
aff ecting labor mobility across sectors and regions, labor market constraints, access to education, 
fi nance, and infrastructure. 

The study uses quantitative and qualitative data sources to identify the binding constraint(s) 

behind inclusive growth. In terms of the quantitative data, the study relies on standard data 
from Indonesia’s Central Bank (BI) and Central Bureau of Statistics (BPS) as the source for most of 
the macroeconomic, fi nancial, and social economic indicators. Specifi c data on regional accounts, 
credits, savings, lending rate, banking, geographical condition, poverty, governance, infrastructure, 
and human capital as well as data at the micro level such as household consumption data, labor 
market survey, industrial survey, agriculture survey, and village survey are utilized to conduct 
the analysis. The study also uses specifi c datasets on local economic governance in Indonesia 
from Komite Pemantauan Pelaksanaan Otonomi Daerah/Regional Autonomy Watch Committee 
(KPPOD) and The Asia Foundation survey (2007), which contains information at the fi rm level and 
their perception on business environment in the country. Qualitative data will be sourced from 
the fi eld survey conducted by the Regional Economic Development Institute (REDI). The survey 
was conducted through in-depth interviews with key informants such as provincial and district 
government offi  cers, private sector, bank offi  cials, and state owned enterprises in East Java. 

 1.3.  Organization of the report

The report is organized into fi ve chapters. Following the introduction, chapter 2 provides an 
overview of East Java’s growth pattern, discusses growth drivers including investment, spatial 
dimension, and briefl y assesses progress on poverty reduction and the profi le of the poor in East Java 
that includes a description of labor force, productivity, and income earning activities distinguished 
by sector, type, income distribution, and geographical area. Chapter 3 elaborates on the constraints 
of inclusive growth in East Java using the employability analysis that assess human capital’s capacity 
and business environment framework that explores the three main determinants of investment 
and growth that could act as constraints, namely: cost to fi nance, social returns on investment, and 
appropriability of investment. Chapter 4 assesses the issues in the three main economic sectors in 
East Java, which are agriculture, manufacturing, and trade restaurants and hotels. Finally, chapter 5 
summarizes the fi nding and provides policy recommendation based on those fi ndings. 
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Overview of Growth, Investment, and Poverty in East Java

 2.1.  Economic performance of East Java

East Java’s gross domestic product (GDP) has almost tripled between 1984 and 2009 with an 

average growth rate of 4.7 percent per annum. The region’s economic growth was above the 
national level in the mid 1980s and below the national level when the economy contracted in the 
late 1980s.3  East Java enjoyed a relatively stable high growth rate ranging from 7 to 10 percent in 
the early and mid 1990s until the Asian fi nancial crisis in 1997, causing a sharp decline in economic 
growth in the region. East Java’s economic performance started to recover in 2000 and has since 
been growing steadily at annual average growth rate of 5.2 percent. East Java’s growth rate was 
above that of Jakarta and West Java in 2004 and has been relatively similar to the two provinces 
between 2005 and 2008. The growth level has also been on par with the national level since the 
economic crisis, although it still has not returned to the pre-crisis level. 

Figure 2.1: Economic growth in East Java
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Source: World Bank staff calculation based on BPS data. 

Figure 2.2: Economic growth in other provinces in Java
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3   A couple of contractions in the East Java economy in the 1980s had largely followed the national growth trend during the 
similar period. Hal Hill (1996) indicated that the decline in Indonesia’s economic growth in that period was stimulated by the 
falling oil price combined with rising external debt which was maturing at that time. The overall condition brought the growth 
down and started to recover in the early 1990s. The recovery at the national growth was followed by the regions including 
East Java until 1997 when the fi nancial crisis hit the country.
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East Java’s income per capita has continuously been the second highest in Java and among 

the top ten in Indonesia. Population growth in East Java has increased by an average of 0.8 percent 
annually from 29.3 million people in 1980 to 37.1 million people in 2008. Within the same period 
the per capita GDP of East Java has increased by almost 400 percent or an average of 5.0 percent 
annually from Rp 2.2 million in 1980 to Rp 8.2 million in 2008, in real terms. The GDP per capita is 
the second highest in Java after Jakarta, which has a per capita GDP four times higher than East 
Java with Rp 38.6 million in 2008 and average annual growth of 6.5 percent. For East Java to reach 
Jakarta’s per capita GDP level, it needs to boost and maintain its growth rate at 10 percent for the 
next 15 years.

Table 2.1: The GDP per capita of East Java vs. other compatible provinces in Indonesia 

1984 1994 2008
East Java 3,093,726 5,614,056 8,216,757

Jakarta 13,483,764 23,840,070 38,654,201

Banten - - 7,168,067

West Java 2,938,746 5,276,835 7,091,476

Central Java 1,625,897 3,460,403 5,142,779

DI Yogyakarta 2,279,718 4,153,028 5,538,111

North Sumatera 2,591,355 5,246,510 8,140,616

South Sulawesi 1,968,514 3,296,961 5,707,857

Source: World Bank staff calculation based on BPS data. 

East Java GDP per capita has grown relatively slower compared to some regions in East Asia 

that are known as economic centers in their country. East Java with Surabaya, the second largest 
city in Indonesia, as its capital city, is expected to be a growth center in Indonesia. Thus its economy 
may be compared to places such as Shanghai, Mumbai, Beijing, New Delhi or Bangkok, which are 
widely acknowledged as economic centers in their own countries. In 1985, East Java’s GDP per capita 
was within the same range as those cities, except Bangkok. By 1990, however, GDP per capita in 
Beijing and Shanghai exceeded East Java and the two provinces in India. Throughout the rest of the 
decade, GDP per capita of New Dehli also surpassed East Java. By 2008, GDP per capita in Bangkok, 
Beijing and Shanghai were about 5 to 6 times higher than in East Java. East Java’s GDP per capita of 
USD 1,717 is slightly lower than Delhi (USD 1,973) and above Mumbai (USD 1,265).

Figure 2.3: GDP per capita of East Java vs. some prominent provinces in East Asia
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Domestically, East Java’s contribution to Indonesia’s overall GDP has been declining. Between 
1976 and 1983, East Java’s proportion of the total national GDP was higher than any other province 
in Indonesia, with an average share of 16.1 percent of the GDP during this period. Jakarta and West 
Java, the other economic centers in Indonesia, in comparison only contributed around 14.0 and 14.8 
percent of the national GDP, respectively. By the mid-1980s, however, both Jakarta and West Java 
surpassed East Java. During the period between 1992 and 1999, the East Java’s share of total GDP 
remained at 16.1 percent, but West Java had increased to 17.4 percent and Jakarta’s share increased 
to 18.2 percent. Substantial amounts of domestic and foreign investment in Jakarta and West Java, 
followed by rapid development of infrastructure facilities made the two provinces grew quicker than 
East Java. The splitting of West Java into two provinces (West Java and Banten) in 2000 nevertheless 
has moved East Java back to the second highest contributor, albeit with a declining share compared 
to the 1990s.4  East Java’s average share decreased from 16.1 percent in the 1990s to 15.1 percent in 
the 2000s. 

Figure 2.4: Regional GDP as a share of national GDP, 1976-2008
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East Java’s economy transition from an economy heavily reliant on agriculture to one that 

is based on manufacturing was observed in the period of 1975 to 1995, but seems to slow 

down since then. The contribution of agriculture sector to East Java’s economy declined from 43 
percent in 1975 to 17 percent in 1995, while the contribution of the manufacturing sector to the 
economy increased from 12 percent to 28 percent during the same time period. The contraction 
of the agriculture sector and the expansion of the manufacturing sector are consistent with the 
industrialization that was taking place throughout Indonesia. The structural change, however, 
did not sustain momentum in East Java.  Since 1995, manufacturing and agriculture have stayed 
relatively constant. The trade, hotel, and restaurant sector, however, have been slowly growing and 
by 2009, became the biggest sector in East Java.

4   If Banten is assumed to be still part of West Java in the period of 2000-2008, then West Java’s share would still be higher 
than East Java, putting East Java in third place with an average of 15.1 percent, below West Java and Jakarta which have 
averages of 17.8 and 17.3 percent respectively.
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Table 2.2: Sectoral distribution of East Java’s GDP, 1975-2008 (%)

1975 1980 1985 1990 1995 2000 2005 2009

Agriculture 42.9 37.7 30.7 25.5 16.9 19.7 17.2 16.4 

Industry 12.6 16.4 22.9 27.0 36.9 35.9 35.6 35.4 

Mining and quarrying 0.2 0.4 0.5 0.6 1.8 2.1 2.0 2.2 

Manufacturing 11.7 15.1 16.8 21.0 28.4 29.8 30.0 28.0 

Electricity, gas and water 0.4 0.5 0.9 1.0 1.8 1.5 1.9 1.8 

Construction 0.7 0.9 5.6 5.4 6.7 4.0 3.6 3.4

Services 44.5 46.0 46.4 47.6 46.0 44.3 47.1 48.2 

Trade, hotels and restaurants 20.7 23.7 19.6 22.6 21.0 24.4 27.2 29.4 

Transport & communication 6.3 5.9 6.9 6.1 6.2 5.2 5.5 5.7 

Financial 3.7 3.1 4.8 6.1 6.7 4.6 4.5 4.8 

Other services 13.4 12.8 14.2 11.8 10.3 8.6 8.0 8.3 

Source: World Bank staff calculation based on BPS data. 

Figure 2.5: Sectoral share Indonesia vs. East Java
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All of the major sectors in East Java experienced moderate growth in the early 2000s when 

the economy started to recover from the 1997 fi nancial crisis. The growth rates of agriculture, 
industry, and services, fl uctuated signifi cantly between 1977 and 1987, before it became relatively 
stable (although slightly declining) until 1997.  All sectors experienced a drop in growth rates during 
the fi nancial crisis, with greater decline seen in industry and services than agriculture. From 2000, 
growth rates started to recover for these sectors and have been steadily increasing. 

Figure 2.6: East Java’s sectoral growth, 1977-2008
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Generally, the agriculture sector in East Java experienced the slowest growth rate, in 

comparison to the industry and services sectors. The agriculture sector’s growth was particularly 
high in the 1980s following the rapid increase in the production of rice, maize, and cassava. The 
exception was a decline in 1983 when a severe attack of brown plant hopper severely reduced that 
year’s rice harvest. 5 During the 1997 fi nancial crisis, the agriculture sector in East Java was the least 
aff ected in comparison with the industry and services sectors. The sector was regarded as a safety 
net not only for East Java but also for Indonesia overall and because the majority of labor absorbed in 
this sector.6  Growth in the agriculture sector resumed in 1999, albeit at a slower pace than the other 
sectors. Despite the low growth, the sector remains important within the province and nationally 
because East Java is one of the nation’s major granaries with a large amount of land used for food 
crops, especially paddy. 7

Since the 1997 fi nancial crisis, growth of industry has been declining and was overtaken by 

the services sector as the largest contributor the East Java’s GDP. The industry sector in East Java 
has been dominated largely by the manufacturing sub-sector with its rapid and sustained growth 
since mid-1970s. The growth in manufacturing is led by the large and medium scale enterprises 
that brings the largest value-added to the sector. Employment, however, is absorbed largely by the 
micro and small manufacturing businesses with a much smaller contribution to the value-added. 
The sector has been quite geographically concentrated, with the majority of the industries located 
near Surabaya (Gresik, Pasuruan, Mojokerto, and Sidoarjo). Industry sector growth was the hardest 

5   See Mackie Jamie on ‘The East Java Economy: From Dualism to Balanced Development” in South-East Asian Social 
Science Monographs on Balanced Development, 1993.

6   See ADB, ILO, IDB on ‘Indonesia Growth Diagnostic’, 2010.
7   See World Bank and Asia Foundation publication on ‘Improving Business Environment in East Java’, 2004.
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hit by the fi nancial crisis and to date, has not returned to the pre-crisis level. The sector, nevertheless, 
remains very important in contributing to East Java’s economy, particularly the manufacturing sub-
sector because it contributes almost one-third to the province’s GDP.

The services sector has shown the highest rate of growth in East Java during the past decade.  
Although aff ected quite substantially by the economic crisis in 1997, the services sector bounced 
back more rapidly that the other sectors and has returned to its pre-crisis level. The services sector is 
dominated by the trade, hotel and restaurant sub-sector. Within this sub-sector, the greatest value 
is derived from trade. The rapid growth in this sector may be due to the relatively low entry barriers, 
requiring less capital in comparison with the manufacturing sub-sector. Much of the growth in 
this sector is located in urban areas or cities such as Surabaya, Malang, Kediri, Madiun, Mojokerto, 
Pasuruan, and Probolinggo. Over the past decades, rapid construction of shopping centers and 
shop-houses as trade venues are apparent in major cities, particularly in Surabaya. The concentration 
of the services sector in the urban areas may be caused by several factors including, high demand 
resulted from the high concentration of population, better infrastructure facilities in urban areas in 
comparison to rural areas, and better access to fi nancial resources. The role of the trade sub-sector 
is important in promoting the development of other sectors.8 

The increasing share in the trade sector was corresponding with the increase in the private 

consumption share to GDP. The pattern of income by expenditure in East Java is relatively similar 
with Indonesia in overall. The share of private consumption to GDP in East Java averaged around 
59.5 percent during mid to late 1980s and declined slightly to 57.0 percent during the fi rst half 
period of the 1990s. The share has been on a rising trend since then, in the same time when the 
share of trade to the economy also started to rise, and reached 63.5 percent during 2005-2008. 

Table 2.3: Average share of expenditure in East Java’s and Indonesia’s GDP, 1985-2008

1985-1989 1990-1994 1995-1999 2000-2004 2005-2008

East Java

Private consumption 59.5 57.0 60.7 68.6 63.5

Government consumption 11.6 9.8 6.3 6.5 6.7

Gross domestic fi xed capital 
formation 19.6 24.5 23.6 18.6 17.7

Net exports 4.6 2.4 3.7 0.9 1.4

Indonesia

Private consumption 58.9 58.7 65.5 65.5 62.8

Government consumption 9.7 8.6 6.9 7.4 8.4

Gross domestic fi xed capital 
formation 24.6 27.0 26.4 20.2 25.1

Net exports 2.1 2.1 3.1 7.4 3.7

Source: World Bank staff calculation based on BPS data. 
Note: The fi gures are in percent. Figures are averages of the expenditure share within the period.

Meanwhile, the share of East Java’s investment rate has been relatively constant during the 

last decade and consistently lags behind Jakarta, Banten and Indonesia’s national average. 

East Java’s investment rate increased steadily since early 1990s and reached to almost 25 percent of 
East Java’s GDP by 1995. Investment rate, however, fell during the 1997 fi nancial crisis and has not 
since recovered to pre-crisis levels. The investment rate in East Java has consistently been within 

8   See World Bank and Asia Foundation publication on ‘Improving Business Environment in East Java’, 2004.
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18 to 19 percent of the GDP in the period of 2000 to 2007. As a second largest province, the overall 
investment rate in East Java has also consistently lagged behind Jakarta, Banten, and Indonesia 
in overall. In 2008, the overall investment rate in Jakarta and Banten is 36 percent and 25 percent, 
respectively, whilst the investment rate for East Java is 17 percent, slightly below West Java which is 
18 percent. 

Figure 2.7: Investment rate in some provinces in Java (% of GDP)
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Source: World Bank staff calculation based on BPS data.
Note: Investment is overall investment under gross domestic capital formation.

A very small proportion of private investment in East Java is one of the factors behind a stagnant 

rate of capital formation in East Java. Attracting private investment is key to increasing East Java’s 
productivity and modernizing its economy. Private investment in East Java has been fl uctuating with 
the highest level reached in 2007 with Rp 17.2 trillion. The fi gure of private investment in East Java 
has been behind Jakarta and West Java for most of the times, and has been behind Banten as well 
in recent years. This has been refl ected as well in the proportion of total national private investment 
located in East Java. In 2009, although almost 80 percent of total national private investment is 
located in Java, East Java only accounted for 5 percent of total national investment, which is lower 
than other provinces in Java such as Jakarta (48 percent), West Java (15 percent) and Banten (13 
percent).

Figure 2.8: Private investments in some provinces in Java, constant price (Rp trillions)
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Source: World Bank staff calculation based on BKPM data. 
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Table 2.4:  Private investment in Indonesia by provinces 

 (% to total private investment nationally)

2001 2002 2003 2004 2005 2006 2007 2008 2009

Jakarta 27 25 48 28 29 22 36 60 48

West Java 16 45 20 24 24 27 18 18 15

Central Java 3 2 1 2 1 5 1 2 2

East Java 6 2 4 4 9 5 13 4 5

Banten 16 14 8 7 9 11 6 4 13

Others 31 12 16 35 28 30 26 13 17

Source: World Bank staff calculation based on BKPM data. 

East Java’s share of total foreign capital invested into Indonesia is particularly small. In 2009, 
domestic capital in East Java contributed to around 7.5 percent of total national private domestic 
investment, while the foreign capital only accounted for 0.1 percent of total foreign private 
investment in Indonesia. There has been a signifi cant decline in foreign capital in 2008, which fell in 
real terms from Rp 15 trillion in 2007 to Rp 4 trillion in 2008.  From the domestic side, a substantial 
decline occurred in 2006, from Rp 5 trillion in 2005 to Rp 0.5 trillion in 2006. Nevertheless, the 
domestic fi gure has been increasing since 2007 and reached Rp 2 trillion in 2009 (in real terms). In 
both domestic capital and foreign capital, East Java performs poorly in comparison to Jakarta and 
West Java. In 2009, Jakarta and West Java accounted for 28 and 9 percent to domestic investment, 
and 54 and 16 percent of total foreign investment, respectively. 

Figure 2.9:  Realized domestic and foreign investment in East Java, 2009 

 (% to total private investment)
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 2.2.  Spatial pattern of growth

The economic activity in East Java is concentrated mostly in 5 out of 38 districts in this province. 

Kota Surabaya accounts for approximately 26 percent of East Java’s total GDP and combined with 
the GDP of Kab. Sidoarjo, Kota Kediri, Kab. Gresik, and Kab. Malang, represent about 52 percent to 
overall GDP in East Java. In each time period, these fi ve districts have consistently provided the 
highest contribution to total East Java’s GDP. The increase in the share of GDP in these districts is 
particularly noted between 1984 and 1996, while the share in between 1996 and 2008 is relatively 
similar. These fi ve districts are also known as the industrial districts and center for economy activities 
in East Java province. The remaining 48 percent of total GDP in the province is shared by the other 
33 districts in the province.

Table 2.5: Share of Districts’ GDP to total East Java’s GDP, 1984-1996-2008

1984 

(%)

1996 

(%)

2008 

(%)

CENTRAL REGIONS 47 64 63

Kab. Gresik 4 6 5

Kab. Kediri 3 2 2

Kab. Malang 6 4 4

Kab. Mojokerto 2 2 2

Kab. Pasuruan 5 3 2

Kab. Sidoarjo 4 6 8

Kota Kediri 5 9 9

Kota Malang 4 4 4

Kota Mojokerto 0.5 0.3 0.4

Kota Pasuruan 0.7 0.5 0.4

Kota Surabaya 13 26 26

MADURA 6 5 4

Kab. Bangkalan 2 1 1

Kab. Pamekasan 1 1 1

Kab. Sampang 1 1 1

Kab. Sumenep 2 2 2

EAST REGION 20 13 13

Kab. Banyuwangi 4 3 3

Kab. Bondowoso 2 0 1

Kab. Jember 6 4 3

Kab. Lumajang 3 2 2

Kab. Probolinggo 3 2 2

Kab. Situbondo 2 1 1

Kota Probolinggo 1 1 1

1984 

(%)

1996 

(%)

2008 

(%)

WEST REGION 27 19 19

Kab. Blitar 2 2 2

Kab. Bojonegoro 2 2 2

Kab. Jombang 2 2 2

Kab. Lamongan 3 2 1

Kab. Madiun 2 1 1

Kab. Magetan 2 1 1

Kab. Nganjuk 2 2 1

Kab. Ngawi 2 1 1

Kab. Pacitan 1 1 0

Kab. Ponorogo 2 1 1

Kab. Trenggalek 1 1 1

Kab. Tuban 2 2 2

Kab. Tulungagung 2 2 2

Kota Blitar 0 0 0

Kota Madiun 1 0 0

Kota Batu - - 0

TOTAL GRDP of 

Districts in East Java
100 100 100

Source: World Bank staff calculation based 
             on BPS data. 
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Figure 2.10: Actual size of district’s geography 

 
Source: World Bank staff calculation based on BPS data. 

 Figure 2.11: Economic size (as measured by GRDP)

Source: World Bank staff calculation based on BPS data.

The disparity in GDP per capita between East Java’s districts is high with some districts are 

considered to be consistently wealthy, some districts are consistently very poor, and some 

districts are slipping behind. In 2008, GDP per capita at the district level in East Java ranged from 
Rp 2.2 million in Kab. Pamekasan to Rp 79.9 million in Kota Kediri. Kota Surabaya and Kota Malang 
had the second and third largest GDP per capita (after Kota Kediri) with Rp 27.3 million and Rp 14.8 
million, respectively. Of these districts, there are two districts that are consistently considered as very 
wealthy in East Java which are Kota Kediri and Kota Surabaya. Kota Kediri is mostly known as the 
major producer of cigarette (PT. Gudang Garam). Around 16,000 people in this city are working in this 
cigarette industry. As the capital city of East Java, Kota Surabaya is also categorized as very wealthy 
with the largest trade activities is happening in this city. Majority of the other wealthy districts are 
located in the Central area. On the contrary, Kab. Pacitan, Kab. Pamekasan, Kab. Sampang, and Kab. 
Trenggalek are consistently very poor with per capita GRDP around Rp 2 to 3 million. These districts 
are located in southern part of the province and in Madura Island (Madura also has the highest 
poverty rate in East Java). In addition to these two categories, there are also districts that are slipping 
down such as Kab. Lumajang, Kab. Mojokerto, and Kab. Probolinggo. 
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Figure 2.12. Districts’s GRDP per capita, 2008 (Rupiah)
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Source: World Bank staff calculation based on BPS data. 
Note: The fi gure is in Rupiah. 
     

There are only a small number of districts that consistently have growth rate higher than the 

districts’ average in the period before and after the fi nancial crisis. Kab. Gresik, Kab. Pasuruan, 
Kab. Sidoarjo, Kota Surabaya, and Kab. Banyuwangi are among districts that consistently have 
average growth rate higher than average districts’ growth in overall. Of these districts, Sidoarjo, 
Pasuruan, and Surabaya are where the concentration of economy activity takes place. In contrast, 
Kab. Pacitan, Kab. Sumenep, and Kab. Sampang are those that are consistently have growth rate 
below the districts’ average. Of these districts, Pacitan and Sampang are also considered as districts 
that are consistently poor in terms of their low GDP per capita. 

Figure 2.13. Districts’s average annual growth
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The spatial pattern of growth in East Java shows the existence of leading and lagging regions. 
The leading regions cover districts located in the central area of East Java including the industrial 
districts such as Gresik, Kediri, Sidoarjo, and Surabaya. Meanwhile, the lagging regions that are 
characterized by consistently low GDP per capita over time are located in the southern part of 
the province and in Madura Island such as Pacitan, Trenggalek, Pamekasan, and Sampang. In the 
case of East Java where there are only a few impediments to the mobility of labor and capital, this 
unbalance pattern of growth does not call for specifi c intervention to move economic activities to 
the lagging regions. Instead, the government should apply a spatially blind or universal development 
program such as providing better access to health and education to enable people to move toward 
opportunities and develop spatially connective infrastructure to increase the fl ow of goods, people, 
and information to the economic centers.

 2.3. Trends in poverty 

East Java has the largest number of people living in poverty in Indonesia. In 2009, the poverty 
rate in East Java is 17 percent, ranking it within the top ten poorest province in Indonesia, above 
the national poverty rate (14 percent) and signifi cantly higher than Jakarta (4 percent). In absolute 
terms, this fi gure represents about 6.2 million people in East Java who live below poverty line, 
higher than any other province in Indonesia. Nevertheless, the percentage of poor population in 
East Java declined from 23 percent in 2000 to 17 percent in 2009, although poverty rate rose in 
2002 and again in 2006 due to the increase in fuel prices. The poverty trend in East Java is quite 
similar with the national level, of which the poverty rate reduced by 4 percentage points during 
the same period. Since 2002, the East Java provincial government implemented a program called 
the Integrated Movement Priority Poverty Alleviation Program (Gerdu-Taskin) as one of its attempts 
to reduce the number of people living in poverty.9  The program complements other government 
programs such as Raskin, PKH, KUS, and Jamkesmas.  

Figure 2.14: Poverty rate in East Java, 2000-2009
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9   Gerdu-Taskin aims to alleviate poverty through independent community process approach that includes Tridaya human 
empowerment, business and the environment which is supported by the Zone Economic Development Program, and 
Patronage Model Village Development Gerdu-Taskin program.  This program funding was funded by the provincial and 
district sharing with a portion 3:7 of total funds.
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Similar with most provinces in Indonesia, poverty in East Java is a largely rural phenomenon. 
During the last decade, poverty rate in rural areas are consistently higher than urban areas. In 2002, 
the ratio of rural to urban poverty rate is 1.3 with 24 percent of population in rural area was living 
below poverty line compared to 19 percent of population in urban area. The ratio of rural to urban 
poor increased to 1.7 in 2009.  The poverty rates in both urban and rural areas, however, have been 
declining.  In 2009, the poverty rate in rural area in East Java is around 21 percent, which declined 
from 26 percent in 2006; while that in the urban areas declined from 16 percent to 12 percent within 
the same time period. 

Figure 2.15: Urban and rural poverty in East Java, 2000-2009
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Source: World Bank staff calculation based on BPS data. 

Poverty levels vary considerably across districts in East Java. In 2008, the poverty rate in East 
Java districts range from 4 percent in Kota Madiun to 40 percent in Kab. Sampang. The highest 
concentration of poverty is mostly concentrated on Madura Island. The poorest districts, apart of 
Kab. Sampang, are Kab. Pamekasan, Kab. Bangkalan and Kab. Sumenep, which are all located in 
Madura. In contrast, most of the ‘Kota’ (municipalities) have a relatively lower poverty incidence, 
where the rate is less than 10 percent. The variation in poverty may be partly attributed to the 
relatively large variation in access to education, health, and other basic facilities services. 

Figure 2.16: Poverty rate within districts in East Java, 2008

Source: World Bank staff calculation based on East Java provincial government and BPS data. 
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Poverty could be reduced substantially with faster growth, especially if this growth is inclusive 

and benefi ts the majority of people in East Java. Nine scenarios of diff erent per capita growth 
rates and poverty elasticity of growth (PEG)10  as shown in table 2.6 would measure how economic 
growth translates into poverty reduction. The tables shows the current PEG value for East Java (-0.7) 
as the low base scenario; the highest value PEG achieved by Indonesia (-2.6) as the best scenario; 
and the average of the two value as the medium base scenario. Starting from a poverty rate of 18.5 
percent, if the average growth rate is 5 percent per year, and PEG is -0.7, this scenario would reduce 
poverty to 15.4 percent in 5 years. The poverty rate would decline even further in fi ve years to 10.9 
if growth were to reach 6 percent and PEG is -1.7. While for the growth to be inclusive depends 
on whether it maximizes equal access to economic opportunities. Inclusiveness can be achieved 
by expanding investments in human, physical capital, and technological change; promote market 
access; raise productivity; and create economic opportunities for those that are trapped in low 
productivity sector or excluded from economic activity. 

Table: 2.6. East Java’s poverty rate projection in fi ve years

           

   

Growth rate 5% 6% 7%
PEG
-0.7 15.41 14.84 14.29
-1.7 12.00 10.95 9.98
-2.6 9.23 7.93 6.78

            Source: World Bank staff calculation based on BPS data.

 2.4.  The economic profi le of the poor in East Java

Exploring the economic dynamic of the poor and how they contribute to and benefi t from 

growth will help to provide a background picture of the inclusive growth issue in East Java. 

The analysis in this sub-section will provide a perspective to which extent the poor receives benefi t 
from the growing sectors or are dependent on stagnating sectors. The section will look at the 
employment profi le of the poor, estimate labor productivity as well as the job creation by sectors.

Majority of the poor in East Java is working in the agriculture sector. More than 60 percent of 
the poorest households in East Java are working in this sector. In contrast, only 7 percent of the 
richest households that are working in this sector. Majority of the richest households are working 
in trade and services (63 percent), while only 17 percent of the poorest households are working in 
these two sectors. Mid-level households are mostly working in the trade (27 percent) and agriculture 
(29 percent) sectors.

10   PEG is the ratio of percentage change in the poverty relative to the percentage change in per capita income. A -0.7 PEG 
indicates that of one percentage point of growth translates into a 0.7 percent reduction of poverty rate.



EAST JAVA GROWTH DIAGNOSTIC28

Overview of Growth, Investment, and Poverty in East Java

Figure 2.17: Employment by sector and household deciles, 2009
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Source: World Bank staff calculation based on Susenas data, BPS. 

While the majority of the poor working in agriculture, the sector itself has the lowest labor 

productivity compared to other economic sectors in East Java.11  In 2008, the productivity 
of labor in the agriculture sector is less than Rp 6 million, while it employed 44.8 percent of the 
province’s workers. In comparison, the utility sector’s labor productivity is Rp 248 million, while only 
absorbing 0.2 percent of total employment. The low productivity, high employment trend in the 
agriculture sector is similar to the national trend (Table 2.7). Overall, productivity in all of East Java’s 
sectors is slightly lower than the national average. 

Table 2.7: Labor productivity by sector for East Java, Jakarta, and national, 2008

East Java Jakarta National

Labor 
productivity

% of 
employment

Labor 
productivity

% of 
employment

Labor 
productivity

% of 
employment

Agriculture 5,997,955 44.8 16,944,836 0.5 6,886,256 40.3

Mining 44,540,593 0.6 79,335,780 0.3 161,080,109 1.0

Industry 32,960,023 12.7 92,947,355 16.1 44,445,588 12.2

Utilities 248,317,860 0.2 219,068,025 0.3 74,552,741 0.2

Construction 9,720,114 4.1 219,789,280 4.3 24,076,566 5.3

Trade 25,397,045 20.3 49,354,374 37.1 17,143,431 20.7

Transportation 19,407,095 4.4 86,419,920 9.9 26,847,709 6.0

Finance 71,043,421 1.2 354,788,078 7.2 136,165,509 1.4

Services 11,435,897 11.7 36,855,462 24.3 14,734,885 12.8

Source: World Bank staff calculation based on Sakernas and GRDP data, BPS. 

Low labor productivity in agriculture is refl ected in the low return in this sector.12 A low return 
for employment in the agriculture sector is refl ected through the low average wage and working 
hours in the agriculture sector. On average, agriculture sector workers are employed for only 27 hours 
per week, which is the lowest across all economic sectors (approximately 40-50 hours). Agriculture 

11   Labor productivity is measured by taking GDP by sector as the output divided by the number of labor per sector.
12   Description on low labor productivity in agriculture sector will be discussed in section 4 on sectoral issues.
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sector employees also receive the lowest average wage (Rp 522,075 per month). In comparison, 
high productive sectors such as utilities and fi nance have average monthly wages that are 4 and 3 
times higher than agriculture, respectively. 

Table 2.8: Average working hours per week and average wages per month by sectors

Average working hours per week Average wages per month

Agriculture 27.98 522,075

Mining 41.32 1,117,811

Industry 43.49 877,961

Utilities 46.24 1,985,847

Construction 46.86 1,064,046

Trade 49.04 829,147

Transportation 49.18 1,214,510

Finance 43.46 1,540,312

Services 42.39 1,166,497

Source: World Bank staff calculation based on Sakernas and GRDP data, BPS. 

The fact that many of those working in agriculture are unpaid also added to the low return in 

this sector. Approximately 34 percent of those working in the agriculture sector are unpaid. And 
around 34 percent of employers in this sector are assisted by temporary/unpaid workers. This large 
proportion of unpaid workers may be because the majority of the farm outputs are for subsistence 
rather than for sale, thus rather than paying workers with wages, they are given farming outputs for 
self-consumption.

Figure 2.18: Employment status of agriculture worker (%)
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Source: World Bank staff calculation based on Sakernas data, BPS. 

Low productivity and low returns in agriculture sector explains why districts that have higher 

proportion of labor force employed in the agriculture sector tend to have higher poverty rate. 
For instance, Kota Malang, where only 4 percent of those employed work in the agriculture sector 
has a poverty rate of 4 percent. Conversely, in Kab. Sampang, where approximately 68 percent of 
its labor force is employed in the agriculture sector has a poverty rate of 40 percent. In addition, 
poverty rate also correlates with the labor productivity in the agriculture sector. That is, the lower 
the productivity, the higher the poverty rate. 
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Figure 2.19: Poverty rate and share of agriculture employment, 2008
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Source: World Bank staff calculation based on Susenas data, BPS.

Figure 2.20: Poverty rate and agriculture labor productivity, 2008
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Source: World Bank staff calculation based on Susenas data, BPS. 

This also partly explains the higher poverty rate in rural area as a large proportion of rural 

employment is working in the agriculture sector. Since over 80 percent of agricultural sector 
employment in East Java is found rural areas, a large share of the poorest households are also 
residing in rural areas. Although a large proportion of mining and construction employment is 
also in rural areas, the two sectors absorb less than 5 percent of total employment (see table 2.7), 
thus does not provide many higher productive employment opportunities to rural residents.  In 
contrast, the majority of the employment in highly productive sectors such as fi nance and utilities 
are found in urban areas. However, these high productivity sectors only absorb less than 2 percent 
of employment. The scarcity of jobs in highly productive sectors and the fact that they are mostly 
located in urban areas is a constraint for the rural poor to access high productive (thus presumably 
high paid) employment. 
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Figure 2.21: Employment in urban vs. rural area by sector, 2008
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Source: World Bank staff calculation based on Sakernas data, BPS. 

While there is expectation that there will be labor movement out from agriculture to other 

sectors particularly those with higher productivity, this is not seen in East Java context. In 2009, 
the agriculture sector absorbed around 44.8 percent of employment in East Java, which declined 
slightly from 46.1 percent in 2000. The trade sector is the second largest employers, representing 
20.3 percent of total employment, followed by industry (12.7 percent) and services (11.7 percent). 
Table 2.9 shows that between 2001-2009, only minor changes in the employment structure took 
place: agriculture and industry decreased slightly, trade remains unchanged and a slight increase 
in the proportion of service sector employment. Although urbanization is expected to increase the 
employment in non-agriculture sector, the increase in urbanization in East Java from 40.5 percent 
in 2000 to 48.9 percent in 2009 does not lead to higher employment number in the non-agriculture 
sector. The relatively stable employment pattern in East Java is consistent with the pattern that the 
overall economic structure of Java remains unchanged for almost a decade (see section 2.1).  

Table 2.9: Employment share by sector in East Java, 2000-2009 

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 

Agriculture 46.1 45.5 45.0 45.1 44.1 46.0 44.8 45.7 43.6 44.8

Mining 0.7 0.6 0.8 0.6 0.9 0.9 0.7 0.6 0.8 0.6

Industry 14.5 13.5 14.3 13.8 13.0 13.1 13.6 13.8 12.8 12.7

Utilities 0.01 0.1 0.2 0.1 0.3 0.2 0.2 0.2 0.1 0.2

Construction 3.9 4.3 4.7 4.3 5.4 4.6 5.1 4.2 5.1 4.1

Trade 20.0 18.5 19.4 19.1 20.3 19.1 19.8 19.2 20.0 20.3

Transportation 4.7 4.6 4.2 5.2 5.0 4.8 4.4 4.4 4.9 4.4

Finance 0.8 1.1 0.8 1.2 0.6 1.2 1.0 1.1 1.2 1.2

Services 9.2 11.6 10.6 10.6 10.4 10.0 10.4 10.6 11.5 11.7

Source: World Bank staff calculation based on Sakernas data, BPS. 
Note: The fi gures are in percent. 

In addition to the limited labor movement, East Java continues to have a relatively high 

level of underemployment amongst its employed population. The underemployment rate 
increased to 40 percent in 1998 before slowly declining to an average of 34 percent between 
2001-2009. Underemployment in East Java has been consistently above other provinces in Java 
and the Indonesian average (Figure 2.23). In 2009, the underemployment share to the employed 
population in East Java is 33.5 percent, compared to only 8 percent in Jakarta and 26 percent 
in West Java. 
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Figure 2.22: Employment numbers by main economic sectors 
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Figure 2.23: Underemployment in East Java and other provinces in Java, 1996-2009
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The overall condition calls for further analysis to seek the factors that constraint the province 

to have an inclusive growth. The fact that a large proportion of the labor force including the poor 
is working in the lowest productivity sector shows that the growth in East Java is still not broad 
based across sector and inclusive to the large part of working population. Private investment, which 
is expected to help East Java increase productivity, growth, and development, turns out to be very 
limited and could not help the province to improve its growth level back to the pre-crisis level. 
Whether these overall problems resulted from lack of individual’s capacity due to limited access to 
education and health or because the business environment itself has binding constraints to provide 
job and promoting higher investment and growth will be discussed in the next section.
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3.  Exploring the Constraints 

to Inclusive Growth in East Java
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 3.1. Employability analysis

Is poor employability the main constraint 

to productive employment?

Low quality of human resources may be one of the underlying constraints to productive 

employment in East Java.13  Improved human capacities can increase the chance of the poor 
to access wider economic opportunities, while weak capacities can impede their chance to fully 
benefi t from growth. The human capacities itself relies on the two main basic factors, namely, 
attainment and access to education and health.

Majority of labor force in East Java is low-skilled. In 2009, more than half (55 percent) of the labor 
force in East Java are educated at the primary level or lower, including about 21 percent of the total 
labor force have never been to school or did not fi nished elementary school. Only about 6 percent 
of the labor force enjoyed post-high school education. 

Figure 3.1: Labor forces by educational attainment, 2009

0% 20% 40% 60% 80% 100%

DKI Jakarta

West Java

Central Java

DI Yogyakarta

East Java

Banten

Indonesia

SD or Lower SMP SMU/SMK DI-DIII University Degree

Source: World Bank staff calculation based on SAKERNAS, February 2009.

Figure 3.2: Labor force by educational attainment in urban area of East Java , 2009
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Source: World Bank staff calculation based on SAKERNAS, February 2009.

13 The question whether supply and cost of labor is constraints to investment of fi rms is discussed in the business environment 
analysis under social returns.
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Urban areas generally have a more educated labor force than rural areas; and the younger 

demographic groups are also generally more educated than older age groups. In urban areas, 
almost 44 percent of the labor force has attained at least a high school diploma, compared to only 
15 percent in rural areas. Low skill labors are mostly found among the older age groups; as each 
successive generation becomes more educated. Figure 3.3 shows that those aged 30 years old or 
under are the most educated segment of the labor force and thus potentially with better skills.

Figure 3.3: Labor force by age group and level of education
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Figure 3.4: Labor force by age group
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East Java ranks relatively low in most education attainment indicators such as literacy rate 

and mean years of schooling, in comparison with other provinces in Java and the national 

average. In 2008, the adult literacy rate for male and female in East Java is 92 and 83 percent, 
lower than the national level of 95 and 89 percent and Jakarta 99.6 and 97.9 percent, accordingly.  
Similarly, the mean years of schooling in East Java 7.5 years for men and 6.4 years for women, which 
is signifi cantly lower than Jakarta (10.7 years for men and 9.7 years for women) and lower than the 
national level (8.0 years for men and 7.1 years for women). As shown by the mean years of schooling, 
attainment of education for women is lower than men.

Although East Java has almost universal access to primary education, access to secondary 

education is still low and problematic for many districts. In 2009, the net enrollment rate in 
East Java was 95 percent for primary level, 70 percent for junior secondary, and 48 percent for 
senior secondary level. This trend is similar to the Indonesia enrolment rate, where junior and senior 
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secondary level enrolment is still far from universal. At the district level, most districts have primary 
enrollment rates above 90 percent. Larger variation in enrolment rates, however, exists at the junior 
secondary level. For example, the average junior secondary enrolment rate in Kab. Magetan is 85 
percent, while in Kab. Sampang, it is only 45 percent. The variation is even more signifi cant at the 
senior secondary level - Kota Madiun has the highest average enrolment rate in East Java with 80 
percent; while Kab. Sampang’s average senior secondary enrolment rate is only 18 percent, the 
worst in the province.

Figure 3.5: Net enrollment rate in East Java, 2002-2009
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Source: World Bank staff calculation based on Susenas data, BPS. 

Figure 3.6: Average net enrollment rate by districts in East Java
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Consistent with national trends, enrollment in secondary education in low income households 

is considerably lower than high income households.14  Although primary enrollment rates in East 
Java are relatively equal across income quintiles, at higher education levels, larger variations exist. 
At junior secondary level, the enrollment rate is over 70 percent for the highest income quintile, 
and only 62 percent at the lowest income quintile. The variation is greater at the senior secondary 
level, where the highest quintile has an enrollment rate of 67 percent and the lowest quintile is only 
approximately 27 percent. The low access to secondary education for the poorest segment of the 
population may be an underlying reason for the low secondary enrollment rate in some districts in 
East Java.

Figure 3.7: Enrollment rate in East Java by quintiles, 2009
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Although the diff erence between the enrolment rates of male and female is neglible, signifi cant 

diff erences are observed across urban and rural areas. Enrollment rate is similar between male 
and female in East Java. Both male and female enrolment is increasing with males have a slightly 
higher rate at the primary and senior secondary levels, and females have a higher enrolment rate at 
junior secondary level. In contrast, the enrolment rate in rural areas is signifi cantly lower than urban 
areas, refl ecting that a larger proportion of the poor live in rural areas. In 2009, junior secondary 
enrolment in rural areas is 66 percent and 74 percent in urban areas. The contrast at senior secondary 
is even greater, with 60 percent enrolment in urban areas and only and 37 percent in rural areas. 

Lower secondary enrolment may be caused by a scarcity of schools and high secondary school 

fees. More than 50 percent of villages in East Java do not have a junior secondary school in their area 
and almost 76 percent of villages do not have a senior secondary school. At the district level, Kab. 
Magetan has the highest share of villages with no junior secondary school, and Kab. Tulungagung 
has the highest proportion of villages with no senior secondary school. School fees also appear to 
be a signifi cant barrier to access to education for the poor, especially at the junior secondary level. 
According to Susenas data, 34 percent of households in the poorest quintile with children enrolled 
in school reported diffi  culties in fi nancing school fees at the primary school level and 44 percent 
reported diffi  culties at the junior secondary level.15 

14   Similar situation in various districts in Indonesia can be further see at the “Investing in Indonesia’s Education at the District 
Level”, World Bank, 2009b.

15   World Bank 2008, Assessment of Bantuan Operasional Sekolah (BOS) in Preparation of BOS KITA Project.
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Figure 3.8: NER senior secondary and % of village with no senior secondary schools, 2008
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Table 3.1: Availability of schools by districts in East Java, 2008

Districts

% of 

village 

with no 

junior  high 

schools

% 

of village 

with no 

senior high 

schools

 Average 

distance 

to junior 

high 

school 

(km) 

 Average 

distance 

to senior  

high

school 

(km) 

Pacitan  59,6  80,1  2,31  15,96 

Ponorogo  61,6  78,0  1,49  12,26 

Trenggalek  57,3  81,5  1,96  18,14 

Tulungagung  67,5  85,6  1,97  12,83 

Blitar  59,3  83,9  1,90  13,08 

Kediri  64,0  81,7  1,88  10,07 

Malang  29,2  72,3  0,78  10,04 

Lumajang  52,2  83,4  2,09  16,61 

Jember  26,7  61,9  1,07  13,14 

Banyuwangi  39,2  68,2  0,99  9,46 

Bondowoso  52,5  76,3  2,49  12,06 

Situbondo  45,6  72,1  2,14  14,44 

Probolinggo  47,0  77,3  1,57  18,85 

Pasuruan  54,8  80,0  1,81  11,65 

Sidoarjo  59,8  75,9  1,16  5,38 

Mojokerto  58,9  75,0  1,44  8,24 

Jombang  49,7  71,6  1,24  7,83 

Nganjuk  67,3  78,2  2,01  12,56 

Madiun  66,0  85,0  2,07  11,99 

Magetan  72,8  84,3  1,78  8,29 

Districts

% of 

village 

with no 

junior  high 

schools

% 

of village 

with no 

senior high 

schools

 Average 

distance 

to junior 

high 

school 

(km) 

 Average 

distance 

to senior  

high

school 

(km) 

Ngawi  65,0  82,0  2,13  12,60 

Bojonegoro  67,9  84,4  2,23  13,49 

Tuban  58,2  82,9  2,26  14,83 

Lamongan  58,4  77,0  1,69  9,23 

Gresik  53,7  71,9  1,38  16,09 

Bangkalan  55,2  79,7  2,40  23,07 

Sampang  37,1  75,8  1,83  30,87 

Pamekasan  38,1  64,0  1,22  14,62 

Sumenep  46,7  74,1  2,13  36,71 

Kota Kediri  39,1  63,0  0,74  2,60 

Kota Blitar  38,1  38,1  0,70  2,87 

Kota Malang  14,0  26,3  0,24  2,19 

Kota Probolinggo  34,5  51,7  0,51  3,60 

Kota Pasuruan  52,9  52,9  0,89  3,29 

Kota Mojokerto  27,8  38,9  0,69  1,74 

Kota Madiun  44,4  40,7  0,66  2,53 

Kota Surabaya  22,7  40,5  0,49  2,70 

Kota Batu  33,3  62,5  0,83  5,16 

EAST JAVA  53,4  75,8  1,68  13,39 

Source: World Bank staff calculation based on Podes data, BPS. 

Another important dimension of employability, which is health, shows some improvements 

over the last decade. Since 2000, both infant mortality rate and under fi ve mortality rate has been 
declining. Infant mortality rate has decline from 46 per 1,000 live births in 2000 to 25 per 1,000 
live births in 2007. The under 5 year mortality rate has also decreased from 59 per 1,000 live births 
to 45 per 1,000 live births during the same time period. Furthermore, life expectancy in East Java 
has also improved, increasing from 65 in 1997 to 71 in 2007.  In comparison with other provinces 
in Indonesia, the mortality rate in East Java is below the national average and many other Java 
provinces (including Jakarta, Central Java, and Yogyakarta) but similar  in to West Java.
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Figure 3.9: Some health indicators in East Java, various year
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The improvement in health outcomes may partly be a result of the expansion in the number 

of health facilities and health workers in East Java. In 2000, a general hospital in East Java 
served over 200,000 people. By 2008, this fi gure had declined to approximately 170,000 people. 
Improvement in access to maternity hospitals is more pronounced. In 2000, an average maternity 
hospital was serving about 213,000 people. By 2008, it had decreased to only 76,000 people. The 
number of doctors and midwives in the province has also increased. In 2003, there were 6,928 
people per doctor and by 2008, this ratio decreased to 5,518 people. Similarly, in 2003, there were 
5544 people per midwife in East Java and this ratio decreased 3,030 people by 2008. The number of 
health personnel (doctors and midwives) is higher than the national fi gure and comparable to most 
of the provinces in Java, except West Java, which has more health workers.

Table 3.2: Availability of health facilities and health workers in East Java, 2000-2008

2000 2003 2005 2008

Population/hospital 204,277 194,656 165,293 169,383

Population/maternity hospital 212,892 45,830 44,750 76,327

Population/Puskesmas 35,625 36,351 37,254 39,006

Population/midwife n/a 5,544 3,565 3,030

Population/doctor n/a 6,928 5,725 5,518

Source: World Bank staff calculation based on Podes data, BPS. 
Note: The fi gures are for population/health facility or health workers.

Access to health services, however, remains uneven across districts in East Java. The distribution 
of doctors across districts in East Java ranges from 76 doctors per 100,000 people in Kota Surabaya 
to 4 doctors per 100,000 people in Kab. Sampang. The variation is smaller in terms of the distribution 
of midwives, with larger numbers of midwives is found in kabupaten rather than kota. Similarly, the 
distribution of hospitals also varies considerably between districts. For example, in Kab. Bangkalan, 
an average hospital serves around 950,000 people in the area, whereas in Kota Mojokerto, the 
average hospital only services 18,000 people. The distribution of Puskesmas also varies across 
districts. In Kota Mojokerto, an average Puskemas services 22,000 people, while in Kab. Sidoarjo a 
Puskemas services approximately 68,000 people. Those regions that relatively have less doctors and 
hospitals are those that are relatively more lagging compared to the others.
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Increased access to health facilities and workers has resulted in the improved utilization of 

health services. In 2006, only 34 percent of those who fell ill sought treatment in health facilities. 
More than 55 percent of the ill relied on self-treatment, obtaining medication at pharmacies or drug 
stores, rather than seek treatment in health facilities; and the remaining 16 percent did not seek any 
treatment. By 2009, utilization has improved - approximately 45 percent of the ill sought treatment 
at a health facility, and self-treatment declined to 47 percent. The increase in utilization can be found 
in both public and private health service facilities.

Health service utilization rate by the poorest segment of the population is similar to utilization 

rate by the richest segment of the population. Around 50 percent of the population that are ill in 
the poorest deciles sought treatment to health facilities, slightly above the level in the richest deciles 
(see Figure 3.11). Of those that seek treatment, 49 percent go to private health care providers, 30 
percent seek treatment from community health centers (Puskesmas), and the rest goes to public and 
private hospitals, polyclinic, and traditional healers. Approximately 11 percent of the poor choose to 
have no treatment, which is only slightly higher that the ratio in other deciles. 

Figure 3.10: Care seeking behavior for those ill, 2006 and 2009
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Figure 3.11: Health care seeking behavior by deciles, 2009
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When giving birth, the majority of both the poor and rich are assisted by skilled health workers 

(either doctor, midwife). The poorer households predominantly rely on midwives to assist in the 
delivery. In 2009, in the lowest income quintile, approximately 66 percent of births were attended 
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by a midwife, 24 percent by a witch doctor and only 7.4 percent of births were attended by a doctor. 
Higher income households, in contrast, use doctors more frequently than lower income households, 
and rarely use witch doctors. In 2009, in the richest quintile, approximately 45 percent of births were 
attended by a doctor, and 52 percent attended by a midwife.  

Figure 3.12: Delivery by type care and by income quintile, 2009
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Conclusion

Overall, the unequal access to secondary education and the resulting low education attainment 

is likely to be a constraint on human capital capacity in East Java. The diff erence in secondary 
enrolment rate between the rich and the poor; and between rural and urban residents; remains 
wide. This unequal access may be due to the limited number of secondary schools, an unequal 
distribution of schools and the relative high cost of secondary education. Conversely, due to an 
expansion of health facilities and workers in East Java during the past decade, the poorer segment 
of the population seem to enjoy a similar access to health services as the rich. Thus access to health 
poses as a less of a constraint to human capital quality in East Java.

Recommendation

Providing greater access to secondary education could increase the number of skilled workers in the 
province. This can be achieved by:

• Review the current budget allocation within the education sector and increase the budget 
allocated for secondary level education.

• Expand and optimize the utilization of non-formal education institutions such as community 
learning activities center or informal training institution in order to provide educational 
opportunities to those who are beyond the school age. These non-formal institutions should 
off er specifi c programs for those who did not have the opportunity to enroll in formal education 
for example woman empowerment training, life skills counseling, job training, etc.  

• Strengthening and expanding the vocational school to generate more specifi c skill labor.
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 3.2.  Business environment analysis

Bottlenecks in business environment could also aff ect the problem of inclusive growth in East 

Java. Lack of employment opportunities for the individuals could be due to limited demand for 
labor. The limitation itself can be driven by lack of private investment in the province which could 
inhibit higher growth and leads to limited job and employment creation. Some factors that could be 
the constraints for higher private investment are access, supply, and cost to fi nance as well as return 
to economic activities. The following sub-section will start by looking at the access, supply, and cost 
to fi nance as the factors that might be constraints for higher investment and growth in East Java.

3.2.1. Access to credit

Access to fi nance has been regarded as one of the important factors for growth and economic 

development in the country. Better access to fi nance could help new fi rms to enter the market, 
create job opportunities, and improve income distribution and productivity, which ultimately may 
promote growth at the aggregate level.  Conversely, a shallow fi nancial market and limited access to 
fi nance might prevent output to reach its maximum capacity and contribute to slower growth. These 
premises have been acknowledged by many empirical literatures that discusses issues on economic 
growth. Section 3.2.1, thus, aims to explore whether access and cost to fi nance is a constraint on 
growth in East Java.

Is fi nancing a problem in East Java?

Although there has been important policy shifts since the fi nancial crisis in 1997, Indonesia’s 

fi nancial sector still lags behind other countries in the region. As a share of GDP, Indonesia’s 
total fi nancial assets, compared to its regional peers, are relatively small. Indonesia’s total fi nancial 
asset as a percentage of the GDP (103.6 percent) is lower than Philippines (128.7 percent), and far 
below China (542.5 percent), Malaysia (383.5 percent) and India (298.3 percent). Similarly, credit to 
private sector as a share of GDP is also relatively low at 25 percent, well below China (114.5 percent) 
and Malaysia (108.8 percent), and slightly below India (47.4 percent), Sri Lanka (34 percent) and 
Bangladesh (37.7 percent).

Table 3.3: Regional comparison of fi nance sector

Total fi nancial assets

(% of GDP)

Credit to private sector

(% of GDP)

China 542.5 114.5

Malaysia 383.5 108.8

India 298.3 47.4

Thailand 210.6 84.2

Brazil 205.1 49.8

Pakistan 150.2 29.4

Philippines 128.7 23.8

Indonesia 103.6 25.4

Sri Lanka 60.8 34.0

Bangladesh 54.8 37.7

Source: World Development Indicators, 2008.
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Domestically, East Java’s ratio of credit to GDP is relatively low compared to other large 

provinces in Indonesia. At 19 percent of its GDP, credit in East Java is lower than the national average 
of 31 percent.  The ratio is also lower than other provinces in Java such as Banten (23 percent) and 
well below Jakarta, which at 99 percent has the highest credit to GDP ratio in Indonesia.  Although 
the low credit to GDP ratio might suggest an issue with access to fi nance, this is not necessarily 
indicating a binding constraint to growth because the low ratio might just refl ect a lack of demand 
or plainly because the banking system does not meet the needs of the private sector. 

Figure 3.13: Share of credit to GDP in East Java and other provinces in Indonesia, 2007
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Lack of demand for credit is refl ected in the fact that many companies in East Java indicated 

that they often rely on self-fi nancing or on funds from their companies’ headquarters. 
Interviews with selected medium and large companies in East Java16  indicate that most companies 
do not generally rely on credit from banks for fi nancing their business activities, including production 
and expansion. Medium size companies in East Java rely on self-fi nancing from retained earnings 
or from partnerships in the form of joint ventures. Multinational companies, on the other hand, 
rely on funds from their headquarters that are mostly based in Jakarta. Furthermore, for retailers 
and traders that are involved in trading activities, many of them are often fi nanced by suppliers, 
where factories or distributors provide stock of goods with deferred or installment payment systems 
that are adjusted to the traders’ or retailers’ income. Furthermore, banks in East Java are limited in 
the maximum amount of credit it may provide - generally between Rp 14 billion to Rp 40 billon. 
Companies that need larger loans have to apply directly to the bank’s headquarters in Jakarta, which 
would lengthen the approval time. 

Despite low a credit to GDP ratio, the share of allocated credit used for investment and 

working capital in East Java relatively high. Between 2005 and 2009, the average proportion 
of credit allocated towards investment and working capital is 76 percent in East Java. This ratio 
is higher than the national average and most other provinces in Java, and only slightly below 
Jakarta (78 percent). In brief, this indicates that financing is not a constraint for growth in East 
Java given a large proportion of credit allocated toward investment and working capital.

16   Interview to private sectors was conducted by the Regional Economic Development Institute (REDI).
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Table 3.4: Share of credit allocated toward investment and working capital

2005 2006 2007 2008 2009

Jakarta 76.8 79.1 79.4 79.6 77.3

West Java 52.3 52.9 54.6 57.0 56.8

Banten 33.7 37.4 38.2 39.2 36.7

Central Java 68.5 67.3 64.6 65.0 64.6

Yogyakarta 53.5 55.9 55.5 55.2 52.8

East Java 75.7 76.0 76.8 77.4 76.1

North Sumatera 77.1 77.7 78.0 75.6 65.0

South Sulawesi 56.6 55.9 54.4 54.6 44.7

All Java 72.0 73.5 74.1 74.7 72.6

National 70.3 71.4 71.8 71.9 69.6
Source: World Bank staff calculation based on BI data.

Is the investment cost high?

The cost of investment in East Java is slightly above the national rate, but largely follows 

the national trend. For example, between 2005 and 2008, the lending rate for both East Java and 
Indonesia peaked in November 2006 to around 10-11 percent, up from 7-8 percent in 2005. This 
increase in rate was driven by the decline in infl ation rate. Due to an increase in infl ation by the 
period close to the end of 2005, lending rate for both East Java and Indonesia was the lowest in end 
2005. In December 2008, the real lending rate for loans in East Java was 4.2 percent, slightly higher 
than national rate at 3.3 percent (Figure 3.14). The slight diff erence in the cost of capital is mainly 
due to the diff erence in infl ation rate between East Java and the national average. The relatively 
similar nominal interest rates are also observed between East Java and the national level. A bank’s 
operational costs might also contribute to the diff erence in the lending rate between East Java and 
the national fi gure. 

Figure 3.14: Real investment lending rate
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Figure 3.15: Nominal investment lending rate
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There is no negative correlation between interest rate and growth in East Java. Between 2004 
and 2006, the growth rate in East Java has been relatively constant at around 6 percent, while within 
this period the real interest rates have been ranging from about 9.7 percent in 2004 to 3.5 percent 
in 2006. This trend suggests that growth rate generally have not been responsive to the changes in 
interest rates. This unclear pattern between the growth rate and interest rate indicates that the cost 
of capital is not a binding constraint on growth in East Java.

Figure 3.16: Interest rate and GDP Growth
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Source: World Bank staff calculation and Bank Indonesia data.

Is it low savings and no access to external fi nance?

East Java’s savings to GDP ratio is lower than the national average. One possible explanation 
for a low credit ratio is low regional supply of funds or limited access to external fi nance. The level 
of supply of funds may be shown through the level of bank deposits or bank savings. East Java’s 
savings to GDP ratio is 28 percent, which is lower than the national ratio of 42 percent.  Anecdotal 
evidence suggests that East Java’s low level of savings may be due to the fact since many of the 
companies in the province have their headquarter offi  ces based in Jakarta, thus the funds are also 
located to Jakarta.17 

17  Whilst only 28 fi rms are public listed company from East Java, many of medium and big manufacturing companies are 
headquartered in Jakarta, mostly export oriented fi rm. This is mainly due to the centralized government’s administration on 
custom, export-import and other administrations issues.
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Figure 3.17: Saving to GDP ratio of East Java and other provinces in Indonesia (%)
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A relatively low savings however does not necessarily reduce access to fi nance because of the 

ability of funds to freely move through the domestic capital fl ow system. Thus, any shortfall in 
deposits in East Java would be covered by savings from other provinces. In this case, even there is 
a low saving in the province; it does not necessarily lead to diffi  culty in accessing fi nancing. Since 
Indonesia’s national savings to GDP ratio is at 42 percent, this relatively high ratio indicates that the 
availability of saving is not seen as a major constraint for banks to fi nance business in East Java.

Are banks performing a poor intermediary function? 

East Java’s loan to deposit ratio (LDR) is relatively high compared to other provinces in 

Indonesia suggesting that banks are performing an adequate intermediary function. A low 
LDR may indicate that the banking system is not fulfi lling the responsibilities required of a fi nancial 
intermediary institution to channel the deposit funds toward credit. Conversely, a high LDR indicates 
greater utilization of credit by corporate and consumers. The level of LDR in East Java is considered 
to be within an appropriate range. East Java’s LDR has been steadily increasing after the 1998 
economic crisis, increasing from 43 percent in 2000 to 75 percent in 2009. East Java’s LDR has been 
consistently similar to the national level, but lower than West Java and higher than Jakarta. 

Figure 3.18: Loan to deposit ratio of East Java and other provinces in Indonesia
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Non Performing Loan (NPL) in East Java is also low compared to the national average. The 
NPL is another important indicator for bank performance. While LDR refl ects bank effi  ciency in 
collecting and channeling funds, the NPL shows the banks’ fi nancial risk. Several studies show that a 
high level of NPL can be a cause for the collapse of banking institutions.18  The NPL in East Java has 
been declining in the last three years. In 2008, NPL in East Java is 2.39 percent, lower than both the 
national level (2.45 percent) and Jakarta (3.82 percent). 

Figure 3.19: Non-Performing Loan of East Java and other provinces in Indonesia
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Source: World Bank staff calculation based on Bank Indonesia and BPS data.

East Java has a relatively large number of banks, in comparison to the rest of Indonesia. In 
2008, East Java has 5.9 of banks for every one hundred km². Although this fi gure is signifi cantly less 
than Jakarta’s  372 banks per one hundred km², it is signifi cantly higher than the Indonesian average 
(0.5 banks per 100 km²) and similar to the other provinces in Java such as West Java and Central Java. 
East Java’s ratio of banks per 10,000 people is also higher than the national average.

Table 3.5: Bank’s branch per 100 km2                             Table 3.6: Bank’s branch 

                                                                                                             per 10,000 population

Province 2008 Province 2008

Jakarta 372.3 Jakarta 3.0

West Java 7.0 West Java 0.6

Central Java 8.7 Central Java 0.9

Yogyakarta 15.8 Yogyakarta 1.4

East Java 5.9 East Java 0.8

North Sumatera 1.2 North Sumatera 0.7

National 0.5 National 0.5

Source: World Bank staff calculation based on 
Bank Indonesia and BPS data.

Source: World Bank staff calculation based on 
Bank Indonesia and BPS data.

18   On a larger scope, NPL are often identifi ed as of the main factors behind the economic stagnation. NPL in the fi nancial 
sector is viewed as a mirror image of an ailing enterprise (Hou, 2005). If the NPL continues to exist and roll over, the 
resources would be lock up in unprofi table sectors, thus hindering economic growth and impairing economic effi ciency.
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The relatively high LDR, low NPL and high number of banks suggest that the banking sector is 

performing an adequate fi nancial intermediary function, thus is not a constraint on growth. 
Furthermore, the interviews with the banking sector indicate that banks in East Java are confi dent 
on the development of the fi nancial market in East Java, particularly in economic centers such as 
Surabaya, Gresik, Pasuruan, Mojokerto, Lamongan, Tuban, Malang, and also Banyuwangi.

Is it credit rationing by banks? 

Although manufacturing absorbs the largest share of credit allocation, its share of total credit 

allocated is declining. From 2000 to 2008, the share of total credit allocated to the manufacturing 
sector has decreased from 44 percent to 31 percent of the total loan portfolio. Conversely, credit 
allocated to the trade sector has increased from 18 percent in 2000 to 28 percent in 2008. This trend 
is consistent with the changing structure of the East Java economy, where manufacturing sector is 
contracting and trade sector is growing in signifi cance. 

Figure 3.20: Credit allocation based on economic sector classifi cation (%)
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Agriculture is still deemed as risky sector by banks.  The share of credit allocated to the agriculture 
sector remains low at only 4 percent for the last three years. The low proportion of credit allocated 
to the agriculture sector is similar with the trends in other provinces in Indonesia. The default risk 
in agriculture is perceived as being high, compared to manufacturing and trade sectors. Although 
still in its initial stage, several eff orts have been introduced by some fi nancial institutions such as 
training their offi  cer on the agricultural risk appraisal and hedge the risk using insurance instrument. 
Providing greater access to credit for agriculture sector would be important to revitalize the sector 
that absorbs the largest employment in East Java particularly to increase its productivity.19 

In general, it appears that banks are reluctant to lend to agriculture business as well as to 

micro, small, and medium enterprises. Lack of expertise and larger overhead costs from the bank 
side are among the reasons behind the limited credit provided to these area. On the other hand, 
there are still gap from the agriculture sector and MSMEs particularly in the area of formalization and 
collateral requirements that added to the overall issues in the micro credit fi nancing.

19   More discussion on agriculture is described in section 4.
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MSMEs (Micro Small Medium Enterprises) are widely recognized as a backbone of economic development 
in many developing countries and have been proven for its robustness during the crisis. At national 
level, MSMEs accounts for approximately 70% of total employment in Indonesia and about 90% of 
enterprises are classified as MSME (OECD, 2008). In East Java, MSMEs are mostly concentrated in 
agriculture and trade sectors. 

Data from Bank Indonesia shows that the structure of credit for MSMEs in East Java is dominated 
by credit to medium enterprises with around 65 percent of total credit for MSMEs allocated to this 
segment. This is followed by small enterprises with 29 percent of total MSMEs credit given to them. 
Meanwhile, micro enterprises which have the credit scale less than Rp 50 million only receives around 
6 percent of the total credit allocated to MSMEs. The low proportion of credit to micro enterprises still 
have potency to be expanded given that there are many potential and profitable micro enterprises 
in East Java that can be further developed, but unfortunately less bankable. In 2005, a MSMEs survey 
by Bank Indonesia found that most MSMEs have three main issues in access to finance, namely: legal 
entity issues because most of MSMEs do not have official legal status, although they have used banking 
services; collateral requirements that fit their capacity; and relatively high interest rate.  

This finding is similar with the interviews conducted with the banks in East Java. Banks in East Java 
prefer to focus more on corporate credit rather than micro credit. Entering into the micro credit market 
would require a large investment and will incur high overhead costs both in human resources and the 
supporting infrastructure. This will translate into higher interest rates for micro lending. The interest 
rate for micro credit from commercial banks ranges from 21 percent to 24 percent annually, much 
higher than retail credit that ranges from 13 percent to 15 percent annually. 

The loan size and formalization are among the limitations faced by the MSMEs in obtaining the credit. 
There is a gap between the loan size requested by the MSMEs and the size in which the commercial bank 
is willing to lend. Banks tend to be more reluctant in providing loans valued at less than Rp 100 – 200 
millions. As for formalization, MSMEs often cannot meet the bank’s requirements to qualify for a loan, 
particularly those relating to legal land title for collateral, business license, and taxpayer ID number.

In order to assist MSMEs in accessing credit, several banks have set up some policies toward MSMEs 
such as  training for credit analyst to better assess the risk for MSMEs, alternative legal development 
especially in the area of easier licensing as well as link to the credit guarantor institution (i.e. offices, 
premiums, and claim procedures).

Source: REDI background report on East Java Growth Diagnostic (2010) and Bank Indonesia report on Regional 
Economic Analysis (2010).

Box 3.1: Access to fi nance for Micro Small and Medium Enterprises

Conclusion

Supply, cost, and access of fi nance do not seem to be the constraints for private investment in 

East Java.  The ratio of credit to GDP in East Java is slightly lower than the national fi gure, but this is 
more likely be due to the lack of demand rather than lack of access. Of the allocated credit, majority 
of credit is allocated toward investment and working capital. The correlation between change in 
interest rates and growth rate is not strong in East Java. This trend indicates that rate of growth 
is not responsive to changes in interest rate and is thus probably not a constraint on growth. The 
lending rate in East Java is also similar with the national average rate, suggesting that banks do not 
charge a premium to cost for any perceived business risk. Furthermore, the high LDR, low NPL and 
the availability of banks in East Java suggests that banks are adequately performing the role of a 
fi nancial intermediary.
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Although cost and access to fi nance in East Java does not appear to be a binding constraint on 

growth, access to fi nance for MSMEs remain challenging. MSME still faces challenges in getting 
credit because they often cannot fulfi ll key requirements such as attainment of formal legal status 
and collateral, before a loan is granted. Furthermore, due to the higher costs of managing micro-
credit (including higher overheads, higher default risk and require specifi c investments from the 
bank), MSMEs also face higher interest rates. Overall, access to fi nance for MSMEs is still problematic 
and requires support from the government and fi nancial institutions.

Recommendations 

Despite the adequate supply of funds and the availability of banking and fi nancial institutions, 

a bridge to link lending institutions (and the credit) with some of the economic actors (such 

as MSMEs) is still needed. Among the actions that the central, provincial, or districts government 
can do to build this link are:

• Facilitate the business and land registration process for MSMEs. Many MSMEs are still 
reluctant to obtain credit from a bank due to the high costs they incur to in order to get the loan. 
One of the costs is for MSMEs to formally register their business and land. The government can, 
therefore, help MSMEs by developing specifi c programs for land certifi cation by BPN (State Land 
Agency), simplify business registration processes, and reduce the cost of registration for MSMEs 

• Enhance the credit guarantee scheme. Banks are still reluctant to provide loans to certain 
sectors that are considered to have a higher default risk, such as the agriculture sector. At the 
same time, East Java has been nationally known as the nation’s main granary and a large of the 
labor force is working in this sector, thus the sustainability of the sector is very important for the 
province and majority of labor force. To help minimize the risk; the government can strengthen 
the credit guarantee scheme program as a risk assurance for the higher risk sectors to the banking 
institution. The rationale of the credit guarantee scheme is to address the credit rationing by 
banks particularly due to the unavailability of collateral.

• Strengthening capacity of MSMEs in accessing fi nancing through government’s provision 

of technical assistance. The lack of knowledge from MSMEs on the procedures and process in 
obtaining credit could also the factor behind the limited access for the MSMEs to get the loan. To 
increase the knowledge and the know-how in applying for credit, the government and fi nancial 
institutions can provide technical assistance to strengthen the capacity of MSMEs.  Training 
programs may be delivered through government training facilities or through village training 
centers using the service of bank’s partner on fi nancial consultancy (Konsultan Keuangan Mitra 
Bank).

• Strengthening linkage of banking with micro fi nancing institution (MFI). There have been 
some eff orts to channeling the fund from commercial banks to micro fi nancing institutions 
such as BPR (Micro Credit Bank) to further direct it to micro enterprises. This approach can be 
further strengthened toward other type of MFIs particularly as MFIs have a signifi cant role in 
dealing with MSMEs and other members of the informal sector. One of the approaches is through 
wider socialization of MFIs (i.e. information bazaar on pawnshops, venture capital) to the MSMEs 
community. 
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3.2.2. Return to economic activity

      3.2.2.1. Social Return to investments

Low private investment can also be caused by low returns in economic activity, which is due 

to low social returns on investment or low appropriability return. Social returns can be aff ected 
by the cost and supply in human capital, infrastructure, and other public goods that complement 
private investment. Inadequate investment in these complementary factors can lead to low social 
returns by lowering productivity and increasing the cost of doing business, and therefore reducing 
the incentives for businesses to invest. This sub-section discusses whether the ability to attract 
a higher level of investment in East Java is constrained by the lack of complementary factors of 
production, such as, human capital, infrastructure, and technical know-how by comparing East Java 
with other countries or other provinces in Indonesia. Section 3.2.2.2 will discuss the issue of low 
appropriability return.

Supply and cost of human resources

Labor supply and its cost do not appear to be a binding constraint to higher investment in 

East Java, particularly in labor-intensive industries. East Java has the highest number of labor 
force in Indonesia, and can still be considered as a “labor surplus” province, particularly for low-skill 
labor-intensive industries. Labor intensive investment can utilize the high pool of workers with some 
intermediate level of skills, i.e. those with at least high school education. The unemployment rate for 
labor force with a minimum of high school education currently stand at 11.3 percent, indicating that 
labor market are still far from saturated.  Furthermore, the supply of labor with intermediate skills 
shall likely increase, due to the rise in the net enrollment ratio for both junior high and high school 
that took place during the past 10 years. 

Figure 3.21: Unemployment rate by level of education, 2009
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Source: World Bank staff calculation, based on Sakernas (February 2009).

The cost of employing workers in East Java is relatively low compared to other provinces, 

which may partially be due to the large supply of labor. The low cost is demonstrated by the 
regional minimum wage and average monthly wages in East Java. In 2009, East Java had the lowest 
provincial minimum wage (Rp 570,000 per month) in Indonesia. In 2009, the province also had the 
lowest average monthly wage (Rp 1,090,000) in the country. Scarcity of labor may be demonstrated 
by the “returns to education” indicator, which shows the wage premium enjoyed by the more 
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educated over the less educated segment of the labor force. The indicator refl ects the “shadow 
price” of skills, that is, how much fi rms value their workers’ skills. A high “returns to education” means 
fi rms have to pay higher wages to employ a skilled worker, which may encourage fi rms to employ 
skilled workers from provinces with a lower wage premium. In 2008, East Java’s wage premium of 
“skilled workers”, i.e. with a university degree, is approximately 72 percent higher than less educated 
workers. East Java’s returns to education similar with other provinces in Java but signifi cantly lower 
than the national average (105 percent - see fi gure 3.23 below). This may indicate that the market 
for skilled worker is not saturated in East Java, which means that fi rms can continue to hire skilled 
workers without creating a demand that will signifi cantly increase skilled-workers’ wages.   

Figure 3.22: Minimum wages and average monthly wages
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Figure 3.23: Returns to Education-Wage Premium of the more educated workers
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Source: World Bank staff calculation based on SAKERNAS February 2009, BPS, and World Bank (forthcoming publication).

The general education level of the labor force in East Java is still low.  More than half (55 percent) 
of the labor force in East Java are educated at the primary level or lower.  Most of the low educated 
labor force is from the older demographic group and located in rural area. About 82 percent of 
labor forces aged 40 years or older in rural area are educated at primary school level or below. In 
total, the proportion of labor forces that is older than 40 years and having only primary school 
education constitute 35 percent of all labor force in the province. This cohort of labor forces are 
less likely to meet the requirements of the manufacturing sector, and most likely are the one who 
currently unable to transitioned from low productivity agriculture sector. Increasing productivity of 
this segment of the labor forces would require a diff erent kind of approaches, such as by promoting 
rural non-farm enterprises or agriculture based manufacturing.
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East Java also faces the challenge of increasing the technical skill level of the labor forces. The 
share of labor forces that possess technical education background (Vocational School or Polytcehnic) 
are still below the level of neighboring provinces, except Central Java (see fi gure 3.24).  The lack 
of professional competency standardization and opportunity for skill upgrading also becomes the 
concern of the employer association (APINDO) in East Java.

Figure 3.24: Share of labor forces with technical education, 2009
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Source: World Bank  staff calculations based on Sakernas (February 2009).

Infrastructure

Poor infrastructure has been one of the key impediments to higher economic growth in 

Indonesia nationally. The condition of infrastructure in Indonesia has declined in the past two 
decades. According to the Global Competitiveness report, in 1996, Indonesia’s infrastructure was 
better than Thailand, Taiwan, China, and Sri Lanka. By 2002, all these countries had overtaken 
Indonesia in overall quality of infrastructures (World Bank, 2005). In 2009, Indonesia is ranked 84th 
in terms of overall infrastructure quality in the global competitiveness index, below its neighboring 
countries except Philippines and Cambodia (WEF, 2009). 

Infrastructure is perceived by the private sector as the most critical constraint to their 

operations. According to the KPPOD and Asia Foundation survey (2007), the majority of the 
enterprises identify (poor) infrastructure as the main constraint to their operation. Nationally, 34.6 
percent of enterprises considered poor infrastructure as the main constraint, while in East Java 
23.2 percent of enterprises identifi ed it as their main area of concern. Similarly, the LPEM FEUI’s 
Monitoring Investment Climate in Indonesia (MICI) Survey (2006) identify infrastructure issues, 
particularly electricity and transportation as among the factors that constitute a large constraint for 
business activity and expansion, together with macroeconomic instability, and corruption.
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Table 3.7: Most important constraint to business operation, 2007 

Main Obstacles East Java Indonesia

Land Availability 9.77 11.54

Law Certainty 2.42 2.12

Business License 8.38 8.57

Regent/ Mayor Capacity and Integrity 1.56 1.95

District government interaction with business people 14.95 9.74

Regulations 1.47 1.00

Transaction costs 7.61 7.22

Transparency and Information Access 3.63 2.60

Infrastructures 23.16 34.55

District government tax 2.16 2.38

Worker issue 0.35 0.50

Finance issue 10.89 8.32

Marketing and Distribution issue 8.82 5.59

Security 3.80 3.04

Confl ict / dispute settlement 1.04 0.87

Source: World Bank staff calculation based on KPPOD and The Asia Foundation Survey, 2007.
Note: The fi gures are percent of enterprises.

Table 3.8: Issues that are considered as a signifi cant constraint for business activity

Issues Indonesia East Java

Telecommunication 15 11

Electricity 32 24

Transportation 28 23

Cost of Finance 25 22

Uncertainty in Economic Policy and Regulation 39 37

Macroeconomic Instability 45 42

Local Government Corruption 35 32

Skill of Labor Force 19 15

Source: World Bank staff calculation based on LPEM-FEUI Monitoring Investment Climate in Indonesia survey, 2006. 
Note: The fi gures are percent of enterprises.

The poor state of infrastructure is one of the key drivers of the high logistics costs in Indonesia 

and the resulting low competitiveness of the Indonesian economy. Indonesia’s Logistics 
Performance Index (LPI)20 has declined between 2007 and 2010. In 2007, Indonesia’s LPI was 47th 
amongst the countries surveyed, but by 2010, declined to 75th. Indonesia’s LPI performance lagged 
behind in the past 3 years —measured by a score of 2.76 in 2010 compared with 3.01 in 2007 (World 
Bank, 2010). A study by LPEM-FEUI found that the share of Indonesia’s total logistics cost was around 
14 percent of total production costs, while the best practice in Japan was only 4.88 percent (Patunru, 
et.al, 2009). Another study by LPEM FEUI (2009) estimates that the average vehicle operating cost in 

20   Logistics is the management of the fl ow of goods, information and other resources, including energy and people, between 
the point of origin and the point of consumption in order to meet the requirements of consumers
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selected provinces in Indonesia is Rp 3,093 per kilometer, or USD 0.34 per kilometer. This is higher 
than the Asian average, which is about USD 0.22 per kilometer. Poor quality of roads is also an 
impediment to integrating poor and remote areas with larger markets. High costs and the length of 
time required to reach the markets signifi cantly reduces fi rm’s profi ts and may constitute signifi cant 
loss of economic opportunities.

Figure 3.25: Global Competitiveness Index 2009-2010: quality of infrastructure (2nd pillar)
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Notwithstanding the problems in many infrastructure indicators, East Java performs relatively 

well in access to critical infrastructure for general population, compared to other provinces in 

Indonesia. East Java has better access to electricity, clean water and fi xed telephone line than other 
regions, which may suggest that the population enjoys a high living standard. Around 99 percent of 
households in East Java have access to electricity compared to 94 percent nationally. Approximately 
67 percent of households have access to clean water, higher than the national average (58 percent). 
Although only 12 percent of East Java households have access to a fi xed telephone line, this low 
level is similar to other provinces in Indonesia, except Jakarta (59 percent).

Figure 3.26: Access to critical infrastructures by general population, 2008
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The quality of the road network and ports; and the supply of electricity for fi rms, however, 

remains a signifi cant concern for businesses in East Java. Businesses consider these issues to be 
a signifi cant impediment to improving the performance of their companies, and may impede East 
Java’s potential for a greater level of investment and growth. 
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East Java’s national road network is in better condition than other regions in Indonesia 

and comparable to other neighboring provinces in Java. The national road network includes 
roads that connect provincial capitals with other province capitals, strategic places (such as ports 
and airports) and toll roads. In 2008, only 4.4 percent of the national road network in East Java is 
considered to be in poor or very poor condition, signifi cantly lower than the national average (16.8 
percent). Although East Java’s road condition is ranked second from bottom in comparison with 
other provinces in Java, its road condition is much better than last place Banten, where 15.7 percent 
of its national level roads are in poor or very poor condition. 

Meanwhile, the network of district and provincial roads appears to be in poorer condition than 

the national road network. District road networks are mainly secondary arterial roads connecting 
district capitals with economic centers in the sub districts, whereas provincial road networks 
connect district capitals to one another. Around 10 percent of all provincial roads and 33 percent 
of all district roads are in poor or very poor condition. Poor district and provincial road quality may 
increase transportation costs because the majority of small businesses in the manufacturing and 
agriculture sector use these roads to transport their product to the main markets in big cities. These 
roads are often uses to carry input and intermediate goods for further processing in major industrial 
centers. A LPEM study (2005) found that the main contributor to high logistic costs in Indonesia is 
the input logistic costs (from vendor to manufacturer), which contribute to about 7 percent of the 
production cost (or about 50 percent of the logistic costs). It increases input costs and sometimes 
reduces input availability. The bad provincial and district roads could become a key driver to the 
high overall logistic costs and particularly a concern for the province that wants to compete as the 
economic center in the country.  

Figure 3.27:  Share of road in poor and very poor condition by types of network, 2008
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Figure 3.28: No. of  Vehicle/km of road, 2008*
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Besides road quality, another potential driver of transportation cost is road congestion. Road 
congestion will happen if there are too many vehicles on the road. Vehicle density in East Java is 330 
vehicles (including motorcycle) per km of road, which is better than Jakarta (8,317 vehicles per km). 
However, vehicle density is relatively high in Surabaya (1,590 vehicles per km), the capital and the 
center of economy activities in the province. Although vehicle density in Surabaya is below Hanoi 
(2,679 vehicles per km), it is signifi cantly higher than Mumbai and Shanghai, which has less than 
1,000 vehicles per km.

Another factor that affects the cost of transporting goods in East Java is the disturbances 

caused by the mud flow disaster in one of the main industrial corridor of East Java. The 
location of the mud flow disaster is in the intersection of several main roads connecting Malang 
and Pasuruan to Surabaya, all economic centers in East Java. The mud flow has caused the closure 
of the main toll road between Porong and Gempol and the relocation of 18 km of railway track 
between Surabaya and Malang. Bappenas (2007) estimated that at least 3,614 industrial workers 
are unemployed due to the disaster. As of publication, roads between Malang and Surabaya and 
Pasuruan remain heavily congested due to this disaster.

Port infrastructure in East Java is weak. Ports are also critical to the East Java economy because 
of the signifi cant role it plays in dispatching and receiving goods to and from outside the province. 
The main port facility in East Java is Tanjung Perak port, which is one of four major commercial ports 
in Indonesia (the others are Belawan in North Sumatra, Tanjung Priok in Jakarta, and Soekarno Hatta 
in Makassar). The Tanjung Perak port serves as a gateway to Eastern Indonesia, and is therefore key 
to inter island trade. It is also main port for small, medium and large industries in East Java, such as 
Rambipuji Industrial Estate (200 km away from Tanjung Perak), Surabaya Industrial Estate Rungkut, 
and Pasuruan Industrial Estate Rembang (60 km away) to transport its goods within Indonesia 
and internationally. Tanjung Perak is affl  icted by general ineffi  ciency in Indonesian ports, which is 
refl ected by low performance in a number of key port indicators. The average berth occupancy 

On 28 May 2006, a mixture of steaming gas and hot mud erupted 200 meters south of an oil exploration 
well, which was drilled in the middle of a residential area in the sub district town of Porong, Kab. Sidoarjo. 
A week later, two more eruptions occurred, 800 and 1000 meters north of the well, respectively. By 
June 2006, the mud covered an area of 111 ha, including the main North – South artery and a section 
of the North Java coastal road line from Merak port on the western tip of Java to Banyuwangi port 
on the eastern tip. The toll road of Surabaya-Gempol was closed temporarily for a week in June 2006.

In September the rate of mud-flow almost tripled from 50,000m3/day to 125,000m3/day and some of 
the levees collapsed, resulting in the closure the toll road again. The mud also distorted the railway 
rails, interrupting the train service along the entire railway system including trains to the southern 
areas of Central and Western Java. Subsidence also cracked the Porong access ramp of the toll road 
and ripped apart a LNG pipeline located alongside the toll road, causing a massive explosion. In 
November 2006, the toll road was closed permanently. 

Travel time from Surabaya to Malang, which was reduced to 90 minutes by the toll road, is now 4 
hours on a normal day and up to 8 hours if the Porong bottleneck section was flooded with water 
leaking from the levees or rain. 

The Government Audit (BPK) Report estimated loss in physical assets represents approximately 59 
percent of the total damage caused by the mud geysers. Another 37 percent of the total damage 
was in the form of loss of income from fishponds; with the final 4 percent from reduction in trade 
and transport services throughout the area. 

Source: REDI Background Report on East Java Growth Diagnostic, 2010.

Box 3.2: Porong mud geyser: additional challenge for East Java infrastructure
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ratio (BOR), which is the percentage of time vessels are berthed at port is 53 percent, relatively high 
compared, for example, to Westport in Port Klang, Malaysia, whose BOR is around 35 percent, while 
the maximum acceptable international standard is 40 percent (Patunru, et.al, 2009). The Patunru 
study shows that the major weakness of Tanjung Perak port lies in its infrastructure. Some examples 
include the limited space and small number of piers; the shallowness of the channel; the inadequate 
stacking area, and the insuffi  cient tugboats and operators to serve the vessels. The limited depth of 
channel decreases the effi  ciency of vessels to deliver cargoes to the Port, in particular for big vessels, 
since they have to operate with idle cargo space to keep the vessel safe when passing the channel 
area. These weaknesses could mean more time needed at the port resulting in a higher shipping 
cost for shipping lines and end-users.

Another critical infrastructure that is highly relevant to business operation is the supply of 

electricity. East Java is part of the Java-Bali inter-connection system operated by the state electricity 
company (PLN). East Java in overall experience a surplus in power production since many of large 
power plant which serves the Java-Bali system are located in East Java area, such as Paiton, Grati, 

The development of Suramadu Bridge connecting Java and Madura Islands began in 1990 with the 
issuance of Presidential Decree No. 55/1990 on Development of Suramadu (a subsequent Presidential 
Decree No. 15/2002 on the continuing development of Suramadu Bridge was issued in 2002). Bridge 
construction was completed in June 2009. THe Suramadu bridge is the longest bridge in Indonesia 
at 5,438 meters in length and approximately 30 meters in width. 

Badan Pengembangan Wilayah Suramadu/BPWS (Board of Suramadu Development Area) was formed 
based on the Presidential Decree and reported directly to the President. The BPWS proposed that 
Madura Island be included in the Gerbang Kertasusila (GKs), a regional development area that become 
the main industrial centers in East Java. Currently, the GK included Gresik, Bangkalan, Mojokerto, 
Surabaya Sidoarjo and Lamongan. The BPWS believes that a bridge linking Java with Madura would 
enhance the economic development of Madura. 

Link of Suramadu Bridge with Tanjung Perak Port

As the main port of East Java, the Tanjung Perak port capacity is only 1.3 million TEUs. Currently the 
port is operating at near capacity, at 1.1 million TEUs. Tanjung Perak port also provides inadequate 
sea access because of its shallow sea level. It is estimated there are 12-14 sea accidents per year at 
Tanjung Perak port. Madura has the potential to become a location of international port because its 
north coast has a depth of 12-16 m, which unique in East Java.  The Suramadu Bridge linking Java 
and Madura, makes building an international port in Madura more feasible and attractive.

Primary Benefits of Suramadu Bridge

The primary benefit of Suramadu Bridge is to improve the transportation of goods and peoples. With 
the increasing traffic, travel time and cost from Madura to the main island will be minimized, hence 
improving the efficiency of the economic activities. Another direct benefit is the revenue from the 
toll. Higher traffic volume will also result in higher toll revenues.

Secondary Benefits of Suramadu Bridge

The secondary benefit of Suramadu Bridge is the derivative effect of the bridge itself. Some possible 
effects include: (i) increase economic activities that will lead to further development of agribusiness, 
manufacture, trade and services in Madura; (ii) increase the demand for residential housing and 
facilities which may lead to higher needs for infrastructure; (iii) increase in number of population 
that will induce the increasing demand for goods and services; 

Sources: REDI background report on East Java Growth Diagnostic based on interview with Chairman of BPWS 
(Badan Pengembangan Wilayah Surabaya Madura/ Surabaya Madura Regional Development Agency), BPWS 
documents, and www.suramadu.com.

Box 3.3. : Suramadu Bridge
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and Gresik steam and gas power plant. In addition, several new plants both belong to PLN and 
Independent Power Producer (IPP) have been started to be built in 2010 in conjunction with the 
10,000 MW electricity project. Table 3.9 below illustrates the capacity balance of electricity supply 
and demand in East Java. 

Table 3.9: Projected Java-Bali capacity balance, 2009-2014 (without additional capacity)

2009 2010 2011 2012 2013

Demand

Peak Load (MW) 3,581 3,840 4,159 4,548 4,978

Supply

Total Production (MW) 23,175 24,887 26,997 29,557 32,442

Source: PLN (2009b).

The main problem for electricity supply in East Java lies in the capacity of transmission 

and distribution network which aff ects reliability of electricity supply. PLN 2009(c) cited the 
following problems with regard to the transmission and distribution of electricity: (i) overload of 
inter bus transformator and main relay station’s transformators; (ii) transmission network which does 
not fi t the reliability criteria; (iii) below standard voltage; (iv) outdated network and equipments; 
and (v) limited number of main relay stations. Fixing these problems will require new investment 
which currently constrained by PLN’s fi nancial ability to increase capital expenditures. Adding to this 
problem is the operational problem experienced by PLN such as the sluggish supply of fuel and coal, 
declining supply of natural gas, and derating and disturbances to power station. These operational 
problems have caused PLN to occasionally implement a black out to maintain supply and demand 
(PLN 2009a). However, Java-Bali system has not experienced defi cit in power supply such as what 
has happened in outer islands which cause regular black out.

Limited main transmission and distribution network constrained PLN capability to fulfi ll the 

entire new request for new electricity installation. The percentage of customer waitlisted by PLN 
is 20 percent in East Java, whereas in Jakarta and North Sumatra none of the customer’s request 
has to be waitlisted.  Although there is no breakdown on how many of these customers are from 
residential or industrial segment, the indicator still suggests that electricity would be a concern for 
those that want to start a new business. 

Table 3.10: New electricity installation request, connected and waiting list in 2008

Request

(No. of Customer)

Connected

(No. of Customer)

Waiting List

(No. of Customer)

% of waitlist to 

request

East Java 201,450 161,429 39,988 20%

Central Java and Yogya 381,146 239,996 141,150 37%

West Java and Banten 588,208 413,559 172,058 29%

Jakarta Metropolitan & 
Tangerang 104,400 104,390 0 0%

Java 1,275,204 919,374 353,196 28%

Aceh 87,772 80,123 7,649 9%

North Sumatra 83,218 83,218 0 0%

Outer Java 1,403,088 590,983 809,223 58%

Indonesia 2,678,292 1,510,357 1,162,419 43%

Source: PLN 2008.
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In general, private enterprises use private generators as a back up to anticipate the problems 

with PLN electricity supply. According to the KPPOD, approximately 22 percent of the 1,927 
businesses surveyed used private generators at some point in time, making East Java the second 
highest private generator usage by businesses in Java. This indicator may indicate the confi dence of 
the business sector on the reliability of the electricity supply.   

Figure 3.29: Percentage of business enterprises that use private generator
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Despite the problems, the East Java sub-system is one of the better performing of PLN 

sub-systems. This is measured by the operational indicator SAIDI (System Average Interruption 
Duration Index) which measures the average length of electricity interruption experienced by the 
customer, and SAIFI (System Average Interruption frequency index) which measures the frequency 
of interruption experienced by the customer. Both East Java sub-system’s SAIFI and SAIDI are lower 
than other regions in Java and in the rest of Indonesia. The LPEM FEUI Investment Climate Monitoring 
survey (2006) also shows that East Java experienced electricity interruption, on average, 7 times 
during the six-month period in 2006, whereas the average for Indonesia was 26 times.

Table 3.11: Electricity Interruption indicators, East Java and other subsystems (2008)

System Average Interruption

Duration Index

(SAIDI in hour per customer)

System average Interruption 

Frequency Index

(SAIFI in times per customer)

East Java Distribution System 2.9 3.8

Central Java and Yogya 365.3 21.7

West Java and Banten 13.4 7.0

Jakarta Metropolitan & Tanggerang 14.4 7.4

Java 103.7 10.0

Aceh 5.4 10.0

North Sumatra 144.0 59.6

Outer Java 33.7 20.2

Indonesia 80.9 13.3

Source: PLN 2008.
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Geography condition

East Java’s geographical position has strategic advantages and not a constraint to the economic 

growth in the province. Located strategically at the eastern part of Java Island, East Java benefi ts 
from the relative density of economic activities on Java Island, while serving as important gateway 
for inter-island trade with the eastern part of Indonesia. East Java’s fl at topograhy also appears to 
be advantageous. An anecdote from a LPEM study (2005) shows that a furniture exporter located 
in Boyolali (a small city in Central Java Province) prefers to use the Tanjung Perak Port in Surabaya, 
even though Boyolali is closer to the Tanjung Emas Port in Central Java. This is because the road to 
Tanjung Emas Port is hilly, while the road to Surabaya is fl atter, thus providing easier access. The 
exporter chose Tanjung Perak Port because he did not want his furniture to be damaged en route 
due to diffi  cult road conditions. 

Conclusion

The availability of labor force and the cost of labor do not appear to be a binding constraint 

to investment and growth in East Java. The province has the largest labor force in Indonesia with 
20.3 million workers. With unemployment rate of 5.9 percent; and 19 percent of the labor force are 
young and more educated (i.e. below 30 years old with at minimum, a high school education); the 
labor market in East Java does not appear to be saturated.  East Java also has one of the lowest 
minimum wage and average monthly wage of all provinces in Indonesia. The wage premium of 
employing a skilled worker also found to be lower than many other regions in Indonesia.

The condition of infrastructure may become a constraint to higher growth in East Java, as is 

the case with the rest of Indonesia. For businesses, the poor state of district roads and possible 
congestion at the main economic centers are the two main drivers for high transportation costs, 
which could in turn lower return to investment. The main port facility in East Java is operating 
at almost full capacity and capacity problems are compounded by operational ineffi  ciencies.  
The supply of electricity may also become a serious problem for the private sector in East Java, 
particularly due to the lack of capacity in transmission and distribution network which aff ect the 
reliability of electricity supply. 

Recommendation 

• Although labor supply and cost are not binding constraints to investment and growth in 

East Java, the quality of labor force can still be improved by providing several programs such 
as (i) optimizing job training center unit of the provincial government to improve and diversify 
the work skills; (ii) developing competency standard certifi cation for skill and professional worker; 
and (iii) establishing government sponsored job facilitation offi  ces. The government acts as a 
bridge to match the demand and the supply of work.

• The availability and quality of infrastructure are very crucial to promote investment and 

growth in East Java. Among things that the government and private sector can do to improve 
the condition of the infrastructure in the province are:

- Improve electricity supply and connection to fi rms by (i) facilitating PLN in obtaining 
necessary permit to expand electricity transmission and distribution facilities such as main 
relay stations (Gardu Induk) and high voltage transmission network (SUTT); (ii) facilitating and 
accelerating investment through public private partnership in low cost alternative source of 
electricity supply such as geothermal, wind, and solar power, particularly in locations with high 
potentials for industrial development. This will enable PLN to purchase energy at lower price 
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and reduce transmission and distribution cost; (iii) central government to provide suffi  cient 
fi nancial resources to accelerate investment in transmission and distribution system, which 
currently necessitate an expansion and upgrading. 

- Improve the quality of district roads by (i) reviewing the current allocation of spending within 
infrastructure sector in order to get a better picture of how the funds are spent; (ii) allocating 
adequate budget for road maintenance. The budget for operations and maintenance should 
be properly assigned in order for the Dinas Public Works in the districts to maintain road 
quality; (iii) providing incentives to districts for maintaining roads such as through matching 
provincial grants; and; (iv) strengthening the supervision of the utilization of roads, including 
the optimization of weigh stations. Road damage is often caused by overloading of heavy 
vehicles such container trucks. By optimizing the function of weigh stations, the government 
can potentially reduce the road burden. 

- Strengthen the function of sea ports in East Java by (i) eliminating the obstacles of sea 
traffi  c to Tanjung Perak port. The initiative to widen the West Surabaya Line needs to be 
executed as soon as possible with the government support. The plan to remove and reallocate 
the pipe that disturbs the sea traffi  c should also be accelerated to avoid prolonged impact; 
(ii) implementing the plan to develop a new port in Lamong Bay; and (iii) optimizing the 
utilization of the smaller ports in East Java through the establishment of intra-province sea 
transport link.

 3.2.2.2. Appropriability of return to investment

Investment may be low, not only because of low social returns to investment, but also because 

investors are not able to appropriate returns on their investments. There are numerous problems 
that might prevent investors from reaping the benefi ts of their investments. This is particularly the 
case when companies, although generating returns, cannot benefi t from those returns because 
certain mechanisms prevent them from doing so. The inability to appropriate returns to investment 
can originate from macroeconomic conditions, such as high infl ation, exchange rate volatility 
which erodes profi tability, or the occurrence of macro crises (for example, banking, debt), which 
may expunge private savings and bankrupt investors. It may also originate from micro conditions, 
such as high levels of corruption, high (legal or illegal) taxes, regulatory uncertainty, lack of law 
enforcement, weak property rights, and market failures (World Bank 2009). These factors are external 
to the production function of the fi rms yet may cause the otherwise profi table private sectors to 
become loss making enterprises.

Macroeconomic risks

The macroeconomic environment that impacts on the operations of the private sector in East 

Java is similar to the rest of the country. Indonesia has enjoyed a relatively stable macroeconomic 
environment during the past fi ve years. Per-capita GDP has exceeded pre-crisis levels and growth 
picked up in the lead-up to the global economic downturn. Real GDP has been growing at 5 to 6 
percent annually since 2002. Indonesian growth accelerated to a ten-year high of 6.3 percent in 
2007, and continued at 6.1 percent in 2008 despite the sharp slowdown in the global economy. 
Prudent macroeconomic management has resulted in lower budget defi cits, a much lower debt-to-
GDP ratio, and, for the most part, manageable infl ation. The fi nancial sector has largely recovered 
from the 1998 crisis and, overall, fi nancial ratios remain healthy or even improved during the Global 
Financial Crisis (GFC). Successive balance of payment surpluses has allowed foreign reserves to 
accumulate, and while these were drawn on when pressure on the rupiah peaked in the last quarter 
of 2008, they have subsequently recovered as that pressure has receded. Indonesia’s exports have 
grown strongly, while the external debt to GDP ratio has fallen (World Bank, 2009c). 
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Figure 3.30: Indonesia’s macroeconomic indicators
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East Java’s infl ation is also similar to the national consumer price indicators. Infl ation at the 
sub-national level may vary considerably with the national rate. Infl ation aff ects business investment 
decisions because it refl ects the diff erent levels of implicit taxation or expropriation; and may aff ect 
the real interest rates that have to be paid by the business sectors. Between 2001-2008, the price 
level in 4 major cities in East Java (Jember, Kediri, Malang, and Surabaya) were largely similarly to the 
national level (see Figure 3.31). Thus, the diff erence in price level between key cities in East Java and 
the rest of the country should not be a binding constraint for investment and growth.

Figure 3.31:  Infl ation in 4 major cities in East Java are generally similar 

             with the rest of the country
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A favorable macroeconomic outlook for the entire country means that macroeconomic risk 

to appropriability of returns to investment in East Java should not be binding constraint for 

higher investment and growth.  The medium term macroeconomic outlook for Indonesia remains 
strong.  Major ratings agencies have all gradually raised their ratings for Indonesia, with Standard 
and Poors raising their ratings for Indonesia’s sovereign long-term debt from CCC+ in 1998 to B 
in 2003 to BB in 2008; while Fitch upgraded their rating to BB in early 2008. As other economies’ 
ratings were being downgraded or placed on negative watch lists, agencies were moving Indonesia 
to a potential upgrade status during the 2009 economic turmoil (World Bank, 2009c).  World Bank 
(2009d) projected that the budget defi cit will remain low in the next fi ve years and debt to GDP ratio 
will decline further. Considering the favorable outlook, macroeconomic conditions should not be a 
binding constraint for higher investment in East Java.
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Micro-risks to appropriability

Several aspects of the business environment may be potential binding constraints to higher 

investment and economic growth, including business registration, land tenure and public 

sector corruption. Business still faces diffi  culties in formally registering their business which 
could hinder the capacity of the companies to obtain fi nancing from the formal fi nancial sector, or 
accessing larger debt and equity markets. Although land eviction probability is low in East Java, the 
process of formal land registration is still problematic, preventing the conversion of land asset into 
business capital. Furthermore, public sector corruption is perceived to be high in Surabaya, which is 
the major economic center of the province.

 • Business Licensing

Indonesia’s regulatory environment is perceived as less competitive than other countries and 

may aff ect the appropriability of return to investment.  IFC annual “Doing Business” survey, which 
investigates on the regulatory sector’s impact on the business sector, has found that Indonesia’s 
regulatory environment is consistently perceived as less competitive than other countries. The latest 
Doing Business 2010 survey shows that Indonesia ranks 122 out of 183 economies surveyed. The 
diffi  culty of doing business in Indonesia is due to burdensome procedures in starting a business; 
rigid regulations related to worker employment; and diffi  culty of enforcing a commercial contract.

Surabaya is also perceived as having a diffi  cult regulatory environment in comparison with 

other regions in Indonesia. The survey evaluated 14 cities in Indonesia on three aspects of its 
regulatory environment: ease of starting a business, ease of dealing with construction permits, and 
ease of registering properties. Surabaya was ranked 11th for ease of starting a business; last place for 
the ease of dealing with construction permits; and was sixth for registering property.

Figure 3.32:  Ranks of doing business in 14 cities in Indonesia in 2010
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Several aspects of business regulation, such as, business registration and construction 

permits (IMB) need improvement. Businesses wanting to register their business in Surabaya (as 
the proxy for East Java) needed to go through more procedures and was more costly than many 
other cities in Indonesia. For example, Surabaya’s business registration process had 10 procedures, 
more than Jakarta (9 procedures) and 8 procedures for average city in the East Asia and the Pacifi c 
region. The time used to complete the 10 procedures (50 days) is also behind best practice cities, 
that is, Bandung and Yogyakarta (43 days), but is faster than Jakarta (60 days). The cost of registering 
a company in Surabaya is equivalent to 32 percent of per capita income and amongst the highest 
in Indonesia. The number of days needed to obtain the construction permit in Surabaya is 230 days, 
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higher than the Indonesia average (160 days) and considerably higher than Yogyakarta, considered 
the best practice city needing only 43 days (which in turn is marginally lower than the East Asia and 
Pacifi c average). Finally, the cost to obtaining a construction permit is 190.4 percent of per capita 
income, which against is amongst the highest in Indonesia.

The large proportion of East Java companies that do not have formal registration may 

constrain these companies from expanding their businesses. Only 47 percent of all companies 
in East Java have formal company registration, which is lower than the Indonesian average21  (Table 
3.12). The proportion of small businesses that have formally registered with the government is 
even lower (40 percent). Small businesses have fewer transactions and less interaction with formal 
institutions and thus may not see the need to be formally registered (KPPOD 2008). The absence of 
formal registration, however, may hinder the capacity of the company to obtain fi nancing from the 
formal fi nancial sector, or accessing larger debt and equity markets, hence limiting their ability for 
business expansion. The company register is the main source of information for the government 
on businesses and incomprehensive data may limit the government’s ability to in design eff ective 
policy to support the business sector.  

Table 3.12:  Share of enterprises that have company registration (Tanda Daftar Perusahaan),  

 2007 (%)

Indonesia East Java West Java Central Java Yogyakarta

Small Enterprises 47 40 45 35 32

Medium Enterprises 58 49 61 49 61

Large Enterprises 85 80 90 85 87

All Enterprises 54 47 55 44 49

Source: World Bank staff calculation based on KPPOD and Asia Foundation (2007).

Table 3.13: Relative ease in doing business, 2010

Indicator Surabaya Yogyakarta DKI Jakarta Denpasar
East Asia & 

Pacifi c

OECD 

Average

Starting a Business

Procedures (number) 10 8 9 10 8.1 5.7

Time (days) 50 43 60 58 41 13

Cost (% of income per capita) 32 29 25.1 29.1 25.8 4.7

Dealing with Construction Permits

Procedures (number) 14 8 14 13 18.6 15.1

Time (days) 230 67 160 112 168.6 157

Cost (% of income per capita) 190.4 133.7 194.8 183.7 139.6 56.1

Registering Property

Procedures (number) 6 6 6 6 5 4.7

Time (days) 39 36 22 39 97.5 25

Cost (% of property value) 10.8 10.9 10.7 10.9 3.9 4.6

Source: Doing Business, IFC, 2010.

21   According the national law, all businesses have to register their company formally with the government in a process called 
Tanda Daftar Perusahaan or TDP. The registration process serves as the information collection point for the government 
(KPPOD and Asia Foundation 2007)
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 • Security of land tenure and access to land

Land tenure issues may potentially become a constraint for economic growth in East Java. 
Based on IFC’s Doing Business Survey (2010), it takes 6 procedures in 39 days to complete the 
property registration process in Surabaya. This is relatively long compared to Yogyakarta, Jakarta, 
and the average for Indonesia. The survey also reported that the cost of registering property in 
Surabaya is approximately 10.8 percent of the property value. Although this ratio is comparable 
to other cities in Indonesia, such as Balikpapan (10.9 percent) or Semarang (10.9 percent) but is 
signifi cantly higher than other international cities such as Thailand (1.1 percent) and Singapore (2.8 
percent). 

The KPPOD/Asia Foundation survey (2007) found that it took 36 weeks for businesses to get 

a land certifi cate in Surabaya, making it one of the slowest land certifi cation processes in 

Indonesia. Two other districts in East Java, including Kab. Sampang and Kab. Sumenep, were also 
mentioned by the survey as performing poorly in land certifi cation. In comparison, districts such 
as Timor Tengah Utara in NTT and Pinrang in South Sulawesi only took four weeks to issue a land 
certifi cate. Businesses in East Java needed an average of 16 weeks to obtain a land certifi cate, which 
is similar to other provinces in Java, but behind the Indonesia’s average (12 weeks) and many other 
provinces outside of Java. It typically takes almost twice as long to obtain a land certifi cate on cities 
(kota) in Java and Bali than elsewhere. 
Many businesses still perceived that acquiring land for business investment is diffi  cult. 
Approximately 39 percent of enterprises surveyed perceived that procuring land for business 
purposes is diffi  cult in East Java (table 3.14). This trend may refl ect the increasing scarcity of 
land, particularly in urban areas and the issue may only become more serious in the longer term.  
Conversely, the majority of businesses do not believe that the risk of the sub-national government 
expropriating land is high, especially in comparison with other provinces in Java.

  Table 3.14: Land issues as perceived by enterprises

% of enterprises surveyed

Indonesia West Java
Central 

Java
Yogyakarta East Java

Status of Land Ownership is either HM, HGU, or 
HGB 92.97 93.71 91.13 89.24 89.88

High perception of land expropriation 10.83 16.65 10.86 17.53 7.32

High perception of diffi  culty in getting land for 
business investment 42.67 41.09 44.52 44.62 39.08

Source: World Bank staff Calculation based on KPPOD and Asia Foundation Survey (2007).

 • Local Taxation and Charges

The level of local charges and taxation in East Java is relatively low compared to other regions 

and not considered as a burden by the business sector. In 2007, the median level of payment 
that business owners in East Java paid for user charges (for example, garbage collection, parking) 
is approximately Rp 8,000 per year per employee. Businesses paid another Rp 8,000 per year per 
employee in local tax. This fi gure is amongst the lowest in Java and is also lower than the national 
average. Furthermore, only 11 percent of enterprises surveyed found that the amount of tax and 
user charges paid were burdensome. In comparison, nationally, 13 percent of enterprises considered 
user charges a burden and 15 percent of businesses thought that taxes were burdensome (KPPOD, 
2008).
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Figure 3.33:  Median of user charges and local taxes paid by enterprises per year per employee  
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Source: World Bank staff Calculation based on KPPOD and Asia Foundation Survey.

Although 21.4 percent of enterprises in East Java surveyed by KPPOD/Asia Foundation stated 

that they paid for extra security charges, only 5 percent of fi rms thought these costs aff ected 

the performance of their business. Businesses that pay extra security charges generally pay it 
to a variety of actors, from state offi  cials such as military and police to private sector groups, and 
vigilante. Sixty-seven percent of enterprises paid the extra security charges only to state offi  cials, 
another 31 percent paid only to private sectors and vigilante, and the remaining 2 percent paid to 
both parties.

 • Corruption 

Surabaya is ranked as the most corrupt city in East Java, according to a Transparency 

International’s corruption perception index. In 2008, Transparency International released a survey 
of private sector in 50 big cities in Indonesia (33 region capitals and 17 other big cities). The survey 
showed that Surabaya was perceived to have a relatively high level of corruption, ranked 20th from 
the lowest score of 50 cities with Corruption Perception Index (CPI) of 4.26. The other 3 participating 
districts in East Java, Kediri, Jember, and Malang, were perceived to be less corrupt, with rankings of 
36th, 37th and 38th respectively.22  

Table 3.15: Corruption Perception Index in big cities in Indonesia, 2008

Rank City CPI Rank City CPI

1 Kupang 2.97 36 Kediri 4.90

2 Tegal 3.32 37 Jember 4.96

3 Manokwari 3.39 38 Malang 5.00

4 Kendari 3.43 39 Ternate 5.01

5 Purwekerto 3.54 40 Jayapura 5.01

6 Pakan Baru 3.55 43 Banjarmasin 5.11

7 Padang Sidempuan 3.66 44 Tasikmalaya 5.12

8 Bandung 3.67 45 Surakarta 5.35

9 Pontianak 3.81 46 Mataram 5.41

19 Sibolga 4.25 47 Jambi 5.57

20 Surabaya 4.26 48 Banda Aceh 5.87

21 Ambon 4.32 49 Palangkaraya 6.10

35 Balikpapan 4.86 50 Yogyakarta 6.43
Source: Transparency International, 2009.

22   The CPI ranges from 0 to 10, where 0 means corruption is commonly happened and 10 means corruption is not commonly 
happened in the city.
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In Surabaya, the highest incidence of corruption is in the area of bureaucratic procedures, 

legal decisions, and public procurement. Table 3.16 shows that Surabaya has a low corruption 
perception index in these areas, which mean that corruption in this area is perceived to be relatively 
widespread. Corruption in the area of public procurement can aff ect the eff ectiveness of public 
spending by distorting the ways in which state resources are allocated and by producing less for a 
given expenditure. This may aff ect investment through insuffi  cient or poor quality infrastructure. 
Second, it may lead to weaknesses in the regulatory environment, such as oversight of the tendering 
of contracts, driving up costs and preventing fi rms from entering the market (World Bank 2009a).  

Table 3.16: Corruption Perception Index by policy area 

Area
City

Surabaya Malang Kediri Jember Jogjakarta Kupang

Business License 3.65 4.58 4.43 4.88 6.68 2.86

Public Utility 6.32 7.40 7.48 7.14 7.80 4.07

Tax Payment 5.95 6.55 7.10 6.74 7.23 5.68

Public Procurement 3.73 4.80 4.02 4.67 6.48 2.05

Legal Decision 3.44 5.47 4.29 4.14 6.81 2.00

Infl uencing Policy 3.92 5.24 4.21 4.57 6.53 2.70

Bureaucracy Acceleration 3.32 4.11 4.29 3.71 5.84 1.98

Government Irregularities 3.70 4.22 4.05 4.14 5.50 2.61

Confl ict of Interest 3.48 4.36 4.05 4.12 5.23 2.09

Regional Government eff ort 4.62 4.16 5.24 5.26 6.43 3.27

Law enforcement 4.68 4.09 4.76 5.21 6.16 3.36

CPI 2008 4.26 5.00 4.90 4.96 6.43 2.97

Rank (from the highest score) 31 13 15 14 1 50

Source: Transparency International, 2009.

 • Crimes and confl ict

East Java has a relatively higher incidence of robbery in comparison with other provinces in 

Java. Although the province has a lower share of villages that experience incidences of thievery, the 
share of villages that experiences robbery is quite high relative to other regions.23  East Java’s crime 
rate, however, does not appear to be alarming. The incidence of robbery actually declined from 7.3% 
of villages in 2003 to 5.2% in 2008.

Figure 3.34: Share of villages that reported incidence of robbery, 2003-2008
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Source: World Bank staff calculation based on Podes data, BPS.

23   Theft is typically defi ned as the taking of almost anything of value without the consent of the owner, while robbery defi ned 
as theft of property or money through the offender’s use of physical force or fear against a victim.
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Figure 3.35: Share of villages that reported incidence of thievery, 2003-2008
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Source: World Bank staff calculation based on Podes data, BPS.

Incidences of violence from communal confl ict in East Java do not stand out from the rest of 

the country. Violence from communal confl ict is relatively low compare to the rest of the country, 
and has declined since 2003. Most of the confl icts are horizontal between people or groups of 
people. Confl ict between individuals accounts for 49 percent of total confl icts, while inter-village 
confl ict is responsible for 31 percent of incidences. Vertical confl ict with state offi  cials only accounts 
for less than 5 percent of all confl ict occurrences.

Figure 3.36: Share of villages that reported incidence of confl ict, 2003-2008
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Source: World Bank staff calculation based on Podes data, BPS.

Figure 3.37: Nature of confl ict in East Java, 2003-2008
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The industrial relations environment does not appear to be a cause of concern for the private 

sector in East Java. A KPPOD survey of business owners’ perceptions (2007) found that more than 90 
percent of business owners believed that labor strike demanding social protection and wage raises 
were rare and thus an irrelevant issue. Less than 1 percent of the business owners are concerned that 
labor strikes will occur frequently.

Figure 3.38: Perception of the business owners on the frequency of labor dispute
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Product innovation and export diversity 

A region’s ability to identify and generate new competitive products can be indicated by the 

diversity of its export products over the years. An exportable product can be seen as a product 
in which a region maintains comparative advantage in its production compare to other regions. The 
diversity of export product over the years, therefore, may also indicate whether business actors in 
the region are able to continuously fi nd out or self discover what it can be good at, out of the many 
products and processes that already exist (Hausmann, Rodrick, Velasco, 2005).

The composition of products being exported from East Java also shows very little new 

products. The decomposition of export growth in East Java during the period of 1998 to 2009 as 
shown in fi gure 3.39 indicates that the highest contribution to export growth in East Java are coming 
from the same set of products which has been exported before (“intensive margin”). While East Java 
appears to have been able to maintained competitiveness in these groups of product as indicated 
by negative growth of vanishing product, contribution from the growth of new exportable products 
(“extensive margin”) are much smaller24 .   

24   The decomposition of export growth to “intensive” and “extensive” margin follows the framework used by Brenton and  
  Newfarmer (2009) in decomposing export growth in East Asia and Pacifi c.
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Figure 3.39:  Contribution of Extensive and Intensive margin to East Java Export Growth 
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Source: WB staff calculation based on BPS data

In conclusion, the ability of economic actors in East Java to generate new competitive products 

for export market is low and this may indicate the general ability of economic actors in the 

region to identify and generate new competitive products. Hausmann, Rodrick and Velasco 
(2005) argued that the absence of new product ideas may explains why the expected return to 
current investment is low, and why investment and growth are low. One of the possible causes of 
this low level of “self discovery” is the low expected private return to innovation due to the inability 
of the “innovator” to reap the full benefi t of their innovation. Particularly because the new ideas 
that are valuable at low levels of development are typically not patentable and entrepreneurs need 
to undertake investments in new areas where profi tabilityis inherently uncertain and depends on 
the complementary investments of others in the private and public sectors (Hausmann and Rodrik, 
200525 ). Therefore, the role of the public sector is important in this regard to provide adequate 
property right protection, and provide complementary investments.

Conclusion
East Java’s macroeconomic outlook of, which is in general similar to the rest of Indonesia, does 
not appear to constitute a high risk for appropriability of returns on investment. Indonesia’s 
macroeconomic environment has been relatively stable during the last fi ve years. The state of 
its balance of payment, external debt, and several other key macroeconomic fi nancial indicators 
do not indicate that the country is exposed to high foreign exchange risk or that a fi nancial crisis 
would expunge savings and bankrupt investors. Infl ation has been relatively stable both for the 
entire country and the East Java province, making the risk of that profi ts would be eroded through 
infl ation appear to be low.

The level of local taxation and charges in East Java are not considered as burden for business 
sectors. The level of local charges and taxation in East Java is relatively low compared to other 
regions. Local tax in East Java is amongst the lowest in Java and is also lower than the national 
average. Furthermore, only small proportion of enterprises surveyed found that the amount of tax 
and user charges paid were burdensome.

Confl ict and crime also does not appear to pose as major risk to appropriability of investment 
in East Java. The existence of confl ict and high criminal activities may jeopardize the security of 
business properties and prevent investor from reaping the full benefi t of their investment. Based on 
analysis of PODES 2008 data, however, it appears that the level of confl ict and crime, both communal 
and industrial, in the province are comparable to other regions in Indonesia, and does not exhibit a 
strongly divergent pattern.

25   Hausmann, and Rodrik (2005) “Self-Discovery in a Development Strategy for El Salvador” Economia, Fall 2005
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Cumbersome business registration process and corruption in East Java may constrain 
investment and growth. Formal registration of business and properties are still cumbersome and 
costly. This suggests that fewer enterprises are able to, or are even discouraged to, formally register 
their companies and properties. The lack of formal registration may hinder enterprises ability to 
grow.  The absence of formal land registration may hamper the entrepreneurs’ ability to secure loans 
from banks; and the lack of formal company registration may constrain their ability to engage in 
profi table business relationships in the market. The province also suff ers from the high perception of 
corruption in its main economic center of Surabaya. Corruption may lead to the increase in the cost 
of doing business and increase the risk of arbitrary actions by the bureaucrats that disadvantage the 
business sector.

Recommendations

The business environment in East Java still faces several constraints that inhibit further 
investment in the province. These constraints mainly relate to the process of business registration 
and licensing.  Some steps for the government to improve the business climate, including:

• Simplifying the procedures of business registration.  Simplifi cation of procedure would not 
only lessen the private sector burden, but also reduce the opportunities for extracting illegal 
fees; 

• Monitoring and evaluating regularly the performance of One Stop Services (OSS) in province 
and districts. The OSS is one of the government’s initiatives to accelerate the business licensing 
services. However, establishing OSS only would not be suffi  cient without continued monitoring 
of the performance and a clear benchmark of service standard of the OSS to ensure that the 
institution is functioning eff ectively. One of the alternatives to this approach is by engaging 
with external quality control agent such as ISO; 

• Improving business orientation and professionalism of relevant government agencies that 
have interaction with business sector such as manpower, trade, industry, and cooperatives; 

• Expanding private sectors’ market opportunities through trade fairs and developing 
collaborations between the government and the private sector on a trade promotion strategy. 
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4. Sectoral Constraints 

The problem for inclusive growth in East Java is not solely the result of the low human capital 

capacities or diffi  culty in business environment but also due to inherent limitations within 

the sectors. There are several reasons behind the low growth and productivity in agriculture as 
well as a number of explanations that create constraints for the other main sectors to grow and 
generate job. This particular sub-section will discuss the constraints behind the three largest sectors 
that contribute almost 75 percent to East Java’s economy, namely: agriculture, manufacturing, and 
trade, restaurant and hotels sectors.

 4.1.  Agriculture 

As a sector that absorbs the largest number of employment, a consistent low growth and 

relatively low labor productivity in the agriculture sector creates a big concern for the province. 
Slow growth in the main output of agriculture in East Java in the last few decades could be the factor 
behind the low growth in agriculture. The slow growth in production itself is contributed by many 
factors which among other include the low land-labor ratio (too many farmers for limited number 
of land), lack of access to credit, low price, and high production cost. The slow production with the 
constant high number of agriculture labors may cause low productivity in this sector. Ineffi  ciency in 
using the factor of production such as land and labor could also act behind the low labor productivity 
issue. This section will explore the constraint behind low growth in agriculture production that may 
aff ect the productivity in this sector.

Limited supply of land for agriculture in East Java relatives to the large number of farmers 

may be one of the factors behind the low production in this sector. With agriculture land already 
takes approximately 74 percent of East Java’s land, the farmers in this province cannot expect to have 
a major expansion in land area. This translates into relatively low land-labor ratio (0.4 Ha per farmer) 
compared to countries with signifi cant agriculture production such as Brazil (19 Ha per farmer), 
Australia (45 Ha per farmer), Canada (47 Ha per farmer), and United States (20.4 Ha per farmer). As 
a result of the relatively low land-labor ratio since 1996, the growth in agriculture production has 
also been relatively steady. For example, although East Java is one on the main rice producers in 
Indonesia and contributes 17 percent of total national rice crops, the total volume of rice paddy 
produced, with the exception of the last couple of years, has been relatively very modest. Between 
2001-2008, the average annual growth of paddy production has been only been around 2.3 percent. 
In certain years, paddy production even decreased.  

Figure  4.1: Harvest area, production, and productivity of paddy in East Java, 1996-2009
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Access to credit is another obstacle for farmers in East Java to increase its production. 
Credit for farmer is important to obtain suffi  cient production input such as fertilizer and higher 
technologies equipment (tractors, machines). Around 43 percent of farmers in East Java indicated 
that expensive agriculture input and insuffi  cient capital as their main obstacles in the business. 
However, almost all farmers in East Java (94.7 percent) never obtain credit. The ratio is similar to that 
in other comparable provinces such as West Java and Central Java. Of those who obtained credit, 
only 14 percent of lenders received credit from a bank. The majority (62 percent) received credit from 
individual lenders, and another 24 percent of lenders through non-bank institution. Data from the 
agriculture census suggests that the lack of collateral, the complicated approval process and high 
interest rates are the reasons why so few farmers obtain credit from a bank.  This view is consistent 
with the fi nding in Section 3.1 on credit rationing where the allocation of credit to the agriculture 
sector is low compared to the other sectors because agriculture is perceived to have a higher risk of 
default, which may lead to higher interest charges in order to compensate for that risk. Furthermore, 
bank requirements relating to formalization (such as formal registration of businesses) is another 
constraint for farmers to access bank loans because most agriculture activities are considered to be 
informal sector activities. 

The low value added of most agriculture products in East Java resulting from the combination 

of low price and high production cost is another factor that might inhibit agriculture growth. 
Half of the farmers in East Java are subsistence farmers who prefer to consume the product 
themselves. However, 90 percent of the farmers who sell their product indicate that they often 
face low prices.26  Despite the low prices, production cost is high in East Java. The average total 
production cost for paddy in East Java is around Rp 1.3 million for one harvest season, slightly above 
West Java (Rp 1.2 million) and Central Java (Rp 1.0 million).27  The high cost of production, stagnating 
output, and low sale price are also refl ected in the ratio of a farmer’s terms of trade.28  In East Java, 
the ratio of a farmer’s term of trade is 98, which implies that the price of their products do not cover 
the economic cost. 

Figure 4.2: Paddy farmers main diffi  culties in selling products
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Source: World Bank staff calculation based on Agriculture survey, BPS.

28   Terms of trade (TOT) is a common term in trade economics, defi ned as the ratio of the price a country receives for a product 
exported to the price it pays for a product imported. In this case, a farmer’s terms of trade is a ratio of the price farmers 
receive for its product sold (i.e. crops) to the price it pays for the production of their crops. A higher TOT implies a higher 
price received by farmers compared to their cost of production.

27   Of the total production cost, land rent is considered the largest component (approximately 29 percent of the total cost), 
followed by urea fertilizer (10 percent) and land maintenance (9 percent).

26   Agriculture census 2003.
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Figure 4.3: Farmers’ business main obstacles
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Source: World Bank staff calculation based on Agriculture survey, BPS. 

The low skill labors might contribute to the productivity constraints in agriculture. Education 
aff ects agricultural productivity by fi rst increasing farmers’ adoption of technologies and 
subsequently by increasing the ability of the farmers to produce more output from given resources 
through effi  cient use of the introduced technologies. Hence, education is expected to accelerate 
agricultural productivity by enhancing the productive capabilities of all producers by exposing 
them to a more systematic and dynamic production system and by enhancing their ability to choose 
the optimal levels of inputs and outputs (Alene and Manyong, 2007).  As previously indicated, low 
educational attainment in East Java means that a majority of agriculture employment in East Java 
consists of unskilled labor. Eighty-fi ve percent of labor forces in rural area in East Java are having 
education level lower than high schools and 94 percent of labor in agriculture sector is unskilled in 
2009. The low skills constraint the farmers’ ability to adopt new farming technique and to optimalize 
their output. 

Table 4.1: Share of skilled and unskilled labor by sector in East Java (%)

2001 2003 2006 2009

Skilled Unskilled Skilled Unskilled Skilled Unskilled Skilled Unskilled

Agriculture 4 96 5 95 5 95 6 94

Mining 22 78 9 91 3 97 12 88

Industry 27 73 29 71 35 65 37 63

Utilities 58 42 74 26 89 11 74 26

Construction 17 83 19 81 17 83 26 74

Trade 22 78 23 77 31 69 35 65

Transportation 23 77 23 77 26 74 37 63

Finance 60 40 80 20 86 14 80 20

Services 49 51 56 44 60 40 56 44

Total 18 82 19 81 22 78 25 75

Source: World Bank staff calculation based on Sakernas data, BPS.

In summary, low land to farmer ratio, limited access to credit, low agriculture value-added, 

and disproportionate supply of unskilled labor are some of the main factors behind low 

production growth in agriculture. Because 74 percent of land has already been used for 
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agriculture, there is only little scope to increase agriculture land supply. Improvement in land to 
farmer ratio can only happen if the numbers of farmers are reduced by helping them to move out 
to other non-farming activities. Therefore, the government may want to focus on providing greater 
access to credit, facilitating diversifi cation into higher value-added of agriculture product such as 
horticulture, livestock breeding, and organic farming, and improving the skills through extension 
services and non-formal trainings. 

 4.2.  Manufacturing

The manufacturing sector has still not fully recovered from the impact of the 1997 fi nancial 

crisis. The manufacturing sector in East Java is concentrated in Kota Surabaya, Kota Kediri, 
Kab. Sidoarjo and Kab. Gresik. The four districts, combined contribute to 72 percent of the total 
manufacturing sector in the province. The sector was previously a champion to the province with its 
consistent high growth. Between 1991 and 1996, the sector grew at an average rate of 13.1 percent, 
which was higher than the national average (11.7 percent) during the same period. The fi nancial 
crisis, however, hit the manufacturing sector the hardest and led to a 22 percent reduction in growth 
in 1998. Although growth has gradually improved since 2001, it still has not returned to the pre-crisis 
level. The slow recovery in manufacturing sector creates concerns both on the sector’s performance 
as a drive engine for growth as well as on the sector’s ability to generate employment opportunity.

The decline in the production share of labor-intensive manufacturing (such as food, drink and 

tobacco) and the increase in capital-intensive products led to a lower demand for labor in the 

manufacturing sector. In 1990, manufacture of Food, Drink and Tobacco (FDT) represented of over 
50 percent of total manufacture sector. By 2006, FDT declined to only 43 percent. FDT are labor-
intensive industries and therefore a decline in its production also led to lower demand for workers. 
At the same time, the growth in the manufacture of capital-intensive products such as electrical, 
transportation equipment, and recycling also contributed to the trend of declining manufacture 
employment opportunities in East Java (Table 4.2).

Table 4.2: East Java: Large & medium manufacturing goods production’s 

       share by industry group (%)

Sector 1990 1996 2001 2003 2006

Food and Drink 22.3 18.0 17.2 17.6 19.9

Tobacco 28.2 27.0 26.9 29.9 23.0

Textiles, Clothing, and Footwear 5.2 7.1 4.9 4.3 4.6

Wood and Furniture 4.4 5.8 5.4 5.6 6.2

Paper and P rinting 10.4 9.1 11.4 9.6 8.1

Oil and Chemicals 11.3 8.2 9.3 11.0 13.1

Rubber 3.2 4.7 3.6 3.5 4.5

Non-metals 2.9 4.0 4.2 4.3 4.6

Metals and Machinery 9.3 11.9 10.5 10.8 9.9

Electrical, Transportation Equipment & Recycling Products 2.8 4.3 6.6 3.5 6.1

100.0 100.0 100.0 100.0 100.0

Source: World Bank staff calculation based on Industrial Survey, various years, BPS. 
Note: The fi gures are in percent.
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Many footloose industries, such as leather processing and footwear, relocated their production 

bases to other countries such as China, India and Vietnam, which also resulted lower demand 

of labor in the sector. The pattern of manufacturing industry in East Java follows closely the national 
pattern. Study by Islam and Chowdury (2009) suggests that many of labor-intensive intensive 
manufacturing producers in Indonesia shifted their plants and production base to lower cost 
producer countries – mostly due to lower labor costs – such as China, India, and Vietnam.  As cited 
from the Santosa and McMichael (2004), among the less successful industries that left and closed 
their factories in East Java are the leather processing and footwear industries that were centered in 
Sidoarjo and Mojokerto districts. According to the Indonesian Footwear Association, by the end of 
2002, up to 10 manufacturers had left East Java to re-establish elsewhere overseas on the grounds of 
rising costs that made their product uncompetitive. As for the leather footwear industry in East Java, 
they claimed that producers in China and Vietnam have undermined their competitive position and 
that exports to Hong Kong and Singapore have fallen dramatically. Furthermore, the issuance of Law 
13/2003 that regulates employee dismissal, worker severance payments, and labor strikes added to 
the burden of the industries. One of the leather footwear manufacturer based in Sidoarjo closed six 
of its seven factories in Surabaya, and by 2003 operated only one factory. Furniture manufacturing 
also suff ered a similar decline, although this was caused by the rising prices of raw material prices 
which led to the reduction in the number of craftsmen, and ultimately resulted in a decline in the 
quality of fi nished furniture.29 

A limited number of export products may limit the growth potential of manufacturing sectors. 
Hesse (2008) indicates that many countries that are commodity dependent or exhibit a narrow 
export basket often suff er from export instability arising from inelastic and unstable global demand, 
so export diversifi cation is one way to alleviate these particular constraints. Another issue is related 
to the competitiveness of a country’s exports since globalization and accelerating cross-border 
trade exposes countries’ exports to global competition. To be successful in export diversifi cation, 
countries’ exports need to be globally competitive to take advantage of leveraging world markets. 
East Java’s manufacturing exports is quite concentrated in several products.  Over the past fi ve 
years, the non-oil and gas manufacturing exports of East Java is dominated in average of the last 
fi ve years by non metals (20 percent), chemical (16 percent), wood and furniture (15 percent), and 
paper and printing (12 percent). These exports commodity could be vulnerable to the changing 
demand in relatively limited markets. In addition, the structure of manufacturing sector in East Java 
that continues to rely largely on FDT, which on average accounts of 56 percent to the total sectors 
value added in the large and medium manufacturing industry, will not help the province to attain 
international competitiveness.

Figure 4.4: Share of major manufacturing export products for East Java, 2009
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29   See Santosa and McMichael (2004) and Kompas-East Java edition, 1 November 2002.
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East Java’s manufacturing is also heavily dependence on imported input. The concentration of 
export products is followed by dependency in the import of raw input. The value of imported raw 
materials, intermediate inputs and components ranged from 48 percent in metals and machinery, 
44 percent in food, drink, and tobacco, and 40 percent in industrial chemicals. This was due to the 
lack of domestic supplier and weak domestic industrial linkage.

Box 4.1: Industrial Estates in East Java

Industrial estates (sometimes called Industrial Parks) were established to support the manufacturing 
sector in their production.  Industrial estates are largely seen as an instrument to ensure that the 
location of industries that are vertically or horizontally related are aligned with the Regional Spatial 
Plan (Anggraini, 2000). Among the benefit of having the industrial estate are: (i) having concentrated 
infrastructure facilities that can reduce production cost i.e. roads, water supply, electricity power, 
telecommunication, etc; (ii) company will face less difficulties in obtaining permits and registration 
as well as providing facilities for their employees such as housing, sports facilities, health facilities, 
etc; and (iii) relatively easier in terms environmental impact control since industrial estates are 
concentrated in a particular area.

Nevertheless, there are several criticisms on the establishment of industrial estates, including: (i) 
industrial estates use more land and thus may reduce the availability of agricultural land; (ii) traffic 
congestion caused by the intense mobility of both labor and goods to and from industrial estates, 
particularly if the industrial estate is established in an urban area or the inner city. 

In East Java, the industrial estate was firstly established due to ‘informal constraints’ such as illegal 
fees charged to businesses by many districts in East Java. Therefore, local governments try to 
attract investors by locating a group of industry in one place to reduce the cost for the producers 
through charges and transport cost. Hitherto, East Java has four large industrial estates namely: 
SIER (Surabaya Industrial Estate Rungkut), Ngoro Industri Persada (NIP) in Mojokerto, PIER (Pasuruan 
Industrial Estate Rembang) in Pasuruan, and, KIM (Kawasan Industri Maspion), located between 
Surabaya and Gresik. The last one was developed by Maspion Group, an Indonesian manufacturer 
that predominantly produces plastic and aluminum goods.

Surabaya Industrial Estate Rungkut (SIER). SIER is located in Surabaya and is developed by PT. SIER 
(a State-Owned Company). It is occupied by approximately 300 companies that employ thousands 
of workers. A wide range of manufacture products are produced here including food, beverage and 
tobacco, wood products, and chemicals. 

Ngoro Industri Persada (NIP). NIP is located 45 km south of Surabaya city. Tanjung Perak seaport, 
Juanda airport, and the city can be reached using both the toll road and province road. It produces 
a diverse range of manufacture products from paper and plastic to music instrument. The investors 
are various as well from Indonesia, Japan, Singapore, South Korea, Switzerland, Taiwan, UK. More 
Korean firms are expected to build their plants in NIP (Santosa and Michael, 2002). 

Pasuruan Industrial Estate Rembang (PIER). PIER is a 500 hectare industrial estate located in 
Pasuruan, managed by PT. Surabaya Industrial Estate Rungkut (SIER). Various manufacturers are 
located in this estate, ranging from FBT products such as Coca Cola, Nestle and Sampoerna; to 
electronic products such as Masushita (Panasonic). 

Kawasan Industri Maspion (KIM). KIM is located at Gresik, 10 km from Tanjung Perak port with 
the concept of vertical integration in the industry, supported by facilities such as accommodation 
and sports facilities. The industry here is mostly under the Maspion Group Company that produces 
consumer goods such as plastics, aluminum and chemical products.
Sources: Santosa and Michael (2002), Anggraini (2000), Wikipedia, Maspion’s, Ngoro Industrial Park’s, and   
SIER-PIER’s website. 
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Figure 4.5: Import contents of manufacturing inputs, 2007
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To conclude, East Java’s manufacturing sector needs to be more diversifi ed to generate labor 

demand as well as to be more globally competitive. The labor intensive manufacturing sector has 
experienced a decline in its production in the past years. In addition, many footloose industries that 
generate employment opportunities have also been losing its competitiveness and left the province. 
On the other hand, a lack of a diversifi ed industrial structure and narrow range of exports will likely 
to continue limit the fl ow of investment and growth in the manufacturing sector. To become more 
internationally competitive in the future, East Java’s industry needs to be more pronounced in the 
export orientation and more responsive to the changes in the global demand.

 4.3.  Trade, hotel, and restaurants

Trade, hotel, restaurant is the fastest growing sector in East Java. Similar with other sectors in 
the economy, the trade, hotel, and restaurant also aff ected by economic crisis in 1997. The sector 
however, was able to rebound quickly and in 2008, its growth rate was 8.3 percent. The contribution 
to this sector to total GDP in East Java has also increased from 24.6 percent in 2001 to 29.4 percent 
in 2008. The contribution of East Java’s GDP on trade, hotel, and restaurant to total national GDP 
on this sector is also the highest with 28.3 percent, compared West Java (14.1 percent) and Jakarta 
(19.1 percent), respectively, in 2008. High growth in this sector is generated by the trade and retail 
subsector. Approximately 82 percent of total output from Trade, Hotel and Restaurants is from the 
trade and retail sub-sector, followed by restaurant (15 percent) and hotel (2 percent). 

In order to increase intra- and inter-provincial trade, road infrastructure needs to improve. 

Trade within urban areas in East Java is the main driver of growth in the trade sector. For example, 
Kota Surabaya accounts for approximately 32 percent of total trade in the province. To boost the 
performance in this sector, increasing the demand both from other districts within the province 
or through inter-province trade will be important. In order to promote intra- and inter-province 
trade, good logistics infrastructure is needed to ensure a smooth fl ow of goods and commodities. 
As mentioned in Chapter 3, poor quality of road remains a problem in East Java. Low quality of roads 
may reduce the mobility of the input and output goods and increase distribution costs, which could 
negatively aff ect the process of demand and supply of goods.

The limited capacity of East Java’s main port, Tanjung Perak, also reduces the mobility of 

the province’s goods and commodities. Approximately 17 percent of national inter-island trade 
originates from East Java. Approximately 70 percent of the inter-island trade is transported by sea. 
In this context, there is a large dependency on the capacity and quality of sea ports in East Java, 
mainly Tanjung Perak, which is located in Kota Surabaya. As mentioned in Chapter 3, however, 
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Tanjung Perak is close to maximum capacity and its shallow waters means that the passage to the 
port for large ships is diffi  cult. In addition, congestion on the main road in the city i.e. Surabaya to 
the main seaport also might aff ect the time and fl ow of goods. The congestion could cause delay in 
the transmission of goods in containers to the ships and may lead to the unnecessary accumulation 
of goods and more time spent in the port.  The whole problems could hold back the province’s eff ort 
in advancing its trade activities.

The diffi  culties that Micro Small Medium Enterprises (MSMEs) face in obtaining credit may also 

constrain growth in the trade sector. MSMEs have historically been the main players in domestic 
trade activities, especially as providers of employment opportunities, and hence generator of 
primary or secondary sources of income for many households. Credit for MSMEs would be signifi cant 
not only to expand the businesses but also to renew the equipments and facilities.  Nevertheless, to 
expand the business and renew the equipments, MSMEs in East Java still face issues in the access to 
credit (as discussed in Chapter 3.1). In particular, the issues that many MSMEs have to face consists of 
higher interest rates for micro credit, lack of interest of bankers to engage in relatively small lending 
amounts, and formalization gap (such as requirement for formal registration of businesses). The 
limitation on MSMEs’ access to credit may constrain the prospects of this sector to grow further in 
the future.

Conclusion

Large numbers of farmers compared to the limited land, lack of access to credit, low agriculture 

value-added, and disproportionate supply of unskilled labor are some of the main factors 

behind low production growth in agriculture. There is only little scope for agriculture land to 
expand with 74 percent of land has already been used for agriculture. Improvement in land to 
farmer ratio can only happen if the numbers of farmers are reduced by helping them to move out to 
other non-farming activities. Hence, for this sector the government may want to focus on providing 
greater access to credit, facilitating diversifi cation into higher value-added of agriculture product 
such as horticulture, livestock breeding, and organic farming, and improving the skills through 
extension services and non-formal trainings. 

Departure of many footloose industries, lack of export diversifi cation, dependency on 

imported input are some of the constraints faced by East Java’s manufacturing to increase its 

growth performance. The labor intensive manufacturing sector has experienced a decline in its 
production in the past years which lower the demand for labor. This is partly due to the departure 
of many footloose industries that have been losing its competitiveness. On the other hand, a lack of 
a diversifi ed industrial structure and narrow range of exports will likely to continue limit the fl ow of 
investment and growth in the manufacturing sector. To become more internationally competitive 
in the future, East Java’s industry needs to be more pronounced in the export orientation and more 
responsive to the changes in the global demand.

Poor road quality and port capacity limitations may become a barrier to expanding inter- and 

intra-province trade. Furthermore, the obstacles that MSMEs face in obtaining credit may also 
become a constraint to the further growth of the trade sector.
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Recommendation

The province needs a strategy to increase the performance of its main sectoral contributors to 

growth.  The strategy could contribute in lifting many people in East Java out of poverty and made 
growth more inclusive to the population. Among the strategies that could be utilized are:

• Revitalize the agriculture sector by

- Formulating new initiatives to improve agricultural productivity. For example, through the 
provision of extension services, strengthening agricultural research and development, and 
providing access and information to new and better technology; 

- Promoting rural non-farm employment such as rural-based small and medium enterprises 
to accommodate the large number of agriculture workers that have little chance (older age 
group) to move to manufacturing and services sectors; 

- Supporting the diversifi cation of agriculture production to higher value product such as 
horticulture, livestock, and organic farming; 

- Developing a mechanism to strengthen the production linkage from agriculture output to 
larger retailers and agriculture processing industry such as through contract farming; 

- Expanding market access for agricultural outputs through establishing a wholesale market 
network in East Java and connecting it to wholesale markets in other provinces; 

- Developing co-operative marketing societies, in which its member farmers collectively sell 
their production surplus in the wholesale market. This may improve the bargaining power 
of the members in order to obtain a better price for the produce.

• Restore the investment in manufacturing sector

- improving East Java’s investment climate in order to attract foreign and domestic 
investment in the region using the previously mentioned mechanisms (see business 
climate’s recommendation); 

- Creating a East Java investment facilitation center which disseminates and provides 
information on investment opportunities in the province; and provides market intelligence 
for industries in East Java; 

- Optimize the function and use of industrial estates; 
- Promote industrial linkage between SMEs and larger establishments; 
- Facilitate the coordination of research and development units in various institutions 

such as universities and government research agencies to promote the diversification 
of industrial products; and 

- Develop a mechanism for public-private dialogue to collaborate on international 
competitiveness, process technology, and skills development.

11. Promote trade sector as stimulation for other economic activities. Trade is currently the 
biggest driver for the economic growth that can stimulate other economic activities. Surabaya 
strategic position as the gateway to Eastern Indonesia creates further potential to enhance 
trading activities between East Java and other regions. However, there are still bottlenecks in 
the logistical system in the province both on the intra-province and inter-provinces network. 
This could be improved by
- Reducing congestion and queuing line in the main seaports; 
- Improving effi  ciency of trucking and goods delivery service; and 
- Improving land connectivity between industrial estates and main seaport. 
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5. Conclusion Matrix of Key Constraints and Policy Actions 

 5.1.  General problems and identifi cation of constraints

Constraint to Inclusiveness

• Limited access to fi nance 

for MSMEs.

• A large proportion of 

population working in 

the agriculture sector, 

which has the lowest labor 

productivity and return.

• Lack of human capital 

capacities particularly 

due to lack of access to 

secondary education.

Identifi cation of problem

• Growth level stable and moderate but 

has not returned to pre-crisis level.

• Little change in the region’s economic 

structure over the past decade.

• Sluggish movement of labor across 

sectors. Majority of labor force is 

working in agriculture, which has the 

lowest labor productivity value.

• Limited private investment to drive the 

traditional and non-traditional sectors 

and move to modern sectors.

• Poverty has declined but not as rapid 

as expected and the poverty rate is still 

high.

• Absolute number of poor people is the 

highest in Indonesia.

Constraint to Growth

• Low quality of 
infrastructure:

– Low reliability electricity 
supply for fi rms

– Poor quality of district 
roads

– Low operational 
effi  ciency and near full 
capacity of sea port.

• Low investment climate:
– Costly business 

registration.
– Burdensome procedure in 

starting business.
– Lengthy land registration

Agriculture

• Low land-labor ratio.

• Limited land supply

• Limited access to credit.

• Low value-added of 

agriculture product. 

• Low skill of agriculture 

labor.

Manufacture

• Decline in production.

• Decline in 

competitiveness leading 

to the departure of the 

footloose industry.

• Lack of diversifi ed 

export goods.

• Dependency on 

imported input.

Trade, Hotel and 

Restaurants

• Low infrastructure 

support.

• Insuffi  cient connectivity 

among districts within 

the region

Sectoral Constraints
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  5.2. Main advantage and key policy options

                                    

The advantages for inclusive growth in East Java

• Strategic geographical position.
• Adequate supply of and access to funds. 
• Competitive cost of fi nancing.
• Abundant supply of labor at relatively low cost.
• Stable and conducive macroeconomic condition.
• Save environment with low confl ict and crime rate.

                                

Key issues Policy actions
Relevant 

institution

Low quality of infrastructure

Electricity supply 
to fi rms

Facilitating PLN in obtaining necessary permit to expand 
electricity transmission and distribution facilities such as main 
relay stations (Gardu Induk) and high voltage transmission 
network (SUTT);

Central, provincial, 
and district 
government

Facilitating and accelerating investment through public private 
partnership in low cost alternative source of electricity supply 
such as geothermal, wind, and solar power, particularly in 
locations with high potentials for industrial development. This 
will enable PLN to purchase energy at lower price and reduce 
transmission and distribution cost; 

Central, provincial, 
and district 
government

Central government to provide suffi  cient fi nancial resources to 
accelerate investment in transmission and distribution system, 
which currently necessitate an expansion and upgrading. 

Central government

Poor quality of 
district road

Reviewing the current  a l locat ion of  spending within 
infrastructure sector in order to get a better picture of how the 
funds are spent; 

Provincial and 
districts government

Allocating adequate budget for road maintenance. The budget 
for operations and maintenance should be properly assigned in 
order for the Dinas Public Works in the districts to maintain road 
quality;

District government

Providing incentives to districts for maintaining roads such as 
through matching provincial grants; and;

Central and 
provincial 
government

Strengthening the supervision of the utilization of roads, 
including the optimization of weigh stations. Road damage is 
often caused by overloading of heavy vehicles such container 
trucks. By optimizing the function of weigh stations, the 
government can potentially reduce the road burden.

Provincial and 
district government
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Key issues Policy actions
Relevant 

institution

Weak port 
infrastructure 
facilities

Eliminating the obstacles of sea traffi  c to Tanjung Perak port. The 
initiative to widen the West Surabaya Line needs to be executed 
as soon as possible with the government support. The plan 
to remove and reallocate the pipe that disturbs the sea traffi  c 
should also be accelerated to avoid prolonged impact;

Provincial and 
Pelindo

Implementing the plan to develop a new port in Lamong Bay; Pelindo

Optimizing the utilization of the smaller ports in East Java 
through the establishment of intra-province sea transport link.

Provincial and 
district government

Unfavorable business environment

Cumbersome 
and costly 
business and 
land registration 
process

Simpl i fy ing the procedures  of  business  registrat ion.  
Simplifi cation of procedure would not only lessen the private 
sector burden, but also reduce the opportunities for extracting 
illegal fees;

Provincial and 
district government

Monitoring and evaluating regularly the performance of One 
Stop Services (OSS) in province and districts. The OSS is one of 
the government’s initiatives to accelerate the business licensing 
services. However, establishing OSS only would not be suffi  cient 
without continued monitoring of the performance and a clear 
benchmark of service standard of the OSS to ensure that the 
institution is functioning eff ectively. One of the alternatives to 
this approach is by engaging with external quality control agent 
such as ISO;

Provincial and 
district government

Improving business orientation and professionalism of relevant 
government agencies that have interaction with business sector 
such as manpower, trade, industry, and cooperatives;

Provincial and 
district government

Expanding private sectors’ market opportunities through trade 
fairs and developing collaborations between the government 
and the private sector on a trade promotion strategy.

Provincial and 
district government

Lack of access to credit for MSMEs

SMEs inability 
to meet credit 
requirement

Facilitating the formalization of business for MSMEs including 
business and land registration. The facilitation can be done 
through developing specific programs for land certification 
by BPN (State Land Agency), simplify business registration 
processes, and reduce the cost of registration for MSMEs;

Central, provincial 
and districts 
government

Strengthening the credit guarantee scheme program. The credit 
guarantee scheme will act as a risk assurance for the banking 
institution for higher risk sectors such as agriculture; 

Central, provincial 
and districts 
government
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Key issues Policy actions
Relevant 

institution

Strengthening the capacity of MSMEs to access financing 
through government provision of technical assistance. To 
increase the knowledge and the know-how in applying for credit, 
the government and fi nancial institutions can provide technical 
assistance to strengthen the capacity of MSMEs. Training 
programs may be delivered through government training 
facilities or through village training centers using the service of 
bank’s partner on financial consultancy (Konsultan Keuangan 
Mitra Bank); 

Provincial and 
districts government

Strengthening the linkage between banks and micro Financing 
Institutions (MFI).  There have been some eff orts to channeling the 
fund from commercial banks to micro fi nancing institutions such 
as BPR (Micro Credit Bank) to further direct it to micro enterprises. 
This approach can be further strengthened particularly as MFIs 
have a signifi cant role in dealing with MSMEs and other informal 
sectors. One of the approaches is through wider socialization of 
MFIs (i.e. information bazaar on pawnshops, venture capital) to 
the MSMEs community. 

Provincial, districts 
government, and 
Bank Indonesia

Low human capacities

Low  skill labor, 
low education 
attainment, and 
lack of access 
to secondary 
education

Reviewing the current budget allocation within the education 
sector and increasing budget allocations for secondary level; 

Provincial and 
districts government

Expanding and optimizing the utilization of non-formal 
education institutions such as community learning activities 
center or informal training institution in order to provide 
educational opportunities to those who are beyond the 
school age. These non-formal institutions should off er specifi c 
programs for those who did not have the opportunity to enroll 
in formal education for example woman empowerment training, 
life skills counseling, job training, etc; 

Provincial 
and districts 
government

Strengthening and expanding the vocational school to generate 
more specifi c skill labor; 

Provincial 
and districts 
government

Optimizing job training center unit of the provincial government 
to improve and diversify the work skills; 

Provincial 
government

Developing competency standard certification for skill and 
professional worker; 

Central Provincial 
government

Establishing government sponsored job facilitation offi  ces. The 
government acts as a bridge to match the demand and the 
supply of work.

Provincial and 
district government
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Conclusion Matrix of Key Constraints and Policy Actions 

Key issues Policy actions
Relevant 

institution

Sectoral constraints

Low productivity 
in agriculture 
sector

Formulating new initiatives to improve agricultural productivity. 
For example, through the provision of extension services, 
strengthening agricultural research and development, and 
providing access and information to new and better technology;

Provincial and 
districts

Promote rural non-farm employment such as rural-based small 
and medium enterprises to accommodate the large number 
of agriculture workers that have little chance to move to 
manufacturing and services sectors; 

Provincial and 
districts

Support the diversifi cation of agriculture production to higher 
value product such as horticulture, livestock, and organic 
farming; 

Provincial and 
districts

Develop a mechanism to strengthen the production linkage from 
agriculture output to larger retailers and agriculture processing 
industry such as through contract farming; 

Provincial and 
districts

Expand market access for agricultural outputs through 
establishing a wholesale market network in East Java and 
connecting it to wholesale markets in other provinces; 

Provincial 
and districts 
government.

Developing co-operative marketing societies, in which its 
member farmers collectively sell their production surplus in the 
wholesale market. This may improve the bargaining power of the 
members in order to obtain a better price for the produce.

Districts 
government.

Slipping 
manufacturing 
growth

Improving East Java’s investment climate in order to attract 
foreign and domestic investment in the region using the 
previously mentioned mechanisms (see policy recommendation 
5);

Provincial and 
district government.

Creating a East Java investment facilitation center which 
disseminates and provides information on investment 
opportunities in the province; and provides market intelligence 
for industries in East Java; 

Provincial 
government.

Optimize the function and use of industrial estates; Central, provincial, 
district government.

Promote industr ia l  l ink age bet ween SMEs and larger 
establishments; 

Central and 
provincial 
government.

Facilitate the coordination of research and development units in 
various institutions such as universities and government research 
agencies to promote the diversifi cation of industrial products;

Central and 
provincial 
government.

Develop a mechanism for public-private dialogue to collaborate 
on international competitiveness, process technology, and skills 
development.

Central, provincial, 
district government.
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Key issues Policy actions
Relevant 

institution

Lack of 
connectivity in 
trade

Reducing congestion and queuing line in the main seaports; Port authority

Improving effi  ciency of trucking and goods delivery service; Business association

Improve land connectivity between industrial estates and main 
seaport. 

Provincial and 
district government

Spatial issues

Existence 
leading and 
lagging regions

Developing the spatially blind or universal development program 
such as human capital investment in education and health sector 
to enable people to move toward economic opportunities;

Provincial and 
district government

Developing spatially connective infrastructure to increase the 
fl ow of goods, trade, people, and information to the economic 
centers. The construction of Suramadu Bridge is one of good 
examples of infrastructure that connects lagging regions in 
Madura Island with the economic center in Surabaya and 
surrounding area. 

Provincial and 
district government
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