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Abstract

Economic growth is one of the primary indicators of a country's success in improving the
welfare of its people. In Indonesia, the dynamics of economic growth are highly complex and
intriguing to study. This research aims to assess the impact of foreign investment, the human
development index, labor, and poverty levels on economic growth in Indonesia. The method
employed is a quantitative approach using data from 34 provinces in Indonesia between
2020 and 2022, obtained from the official BPS website. The analysis was conducted using
panel data. The findings, using the FEM approach, indicate that individually, foreign
investment, the human development index, and labor positively contribute to economic
growth, while poverty does not have a significant impact. Overall, foreign investment, the
human development index, labor, and poverty collectively influence economic growth in
Indonesia. Therefore, the government should enhance economic growth by increasing
foreign investment through stable policies, investing in education and healthcare, and
ensuring a skilled workforce that meets market demand.

Keywords: Human Development Index, Foreign Investment, Poverty, Economic Growth,
Labor

Abstrak

Pertumbuhan ekonomi merupakan salah satu indikator utama keberhasilan suatu negara
dalam meningkatkan kesejahteraan masyarakat. Di Indonesia, dinamika pertumbuhan
ekonomi sangat kompleks dan menarik untuk dikaji. Penelitian ini bertujuan untuk menilai
dampak investasi dari luar negeri, indeks pembangunan manusia, tenaga kerja, dan tingkat
kemiskinan terhadap pertumbuhan ekonomi di Indonesia. Metode yang digunakan adalah
pendekatan kuantitatif dengan data dari 34 provinsi di Indonesia antara tahun 2020 dan
2022, yang diperoleh melalui situs resmi BPS. Analisis dilakukan menggunakan data panel.
Hasil penelitian menggunakan pendekatan FEM menunjukkan bahwa secara individual,
investasi asing, indeks pembangunan manusia, dan tenaga kerja berkontribusi positif
terhadap pertumbuhan ekonomi, sementara kemiskinan tidak memiliki dampak signifikan.
Secara keseluruhan, investasi asing, indeks pembangunan manusia, tenaga kerja, dan
kemiskinan secara bersama-sama berpengaruh terhadap pertumbuhan ekonomi di
Indonesia. Oleh karena itu, pemerintah seharusnya meningkatkan pertumbuhan ekonomi
dengan meningkatkan investasi asing melalui kebijakan yang stabil, berinvestasi dalam
pendidikan dan kesehatan, serta memastikan tenaga kerja terampil yang memenuhi
permintaan pasar.
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1. Introduction

The state of welfare in a nation often mirrors its economic growth circumstances.
Economic advancement can be attained through governmental strategies aimed at
promoting development (Amar et al., 2020). Every country strives to achieve the
welfare of its people through economic development, including Indonesia. The
economic development process includes boosting overall earnings and per capita
income while considering population expansion, structural changes in the economy,
and income distribution (Kavya & Shijin, 2020). The close relationship between
economic development and economic growth indicates that economic development
drives economic growth and vice versa (Pulido-Fernandez & Cardenas-Garcia,
2021). The main goal of economic development is to achieve societal prosperity
through significant economic growth. A country is considered to have economic
development if the productivity of its production factors increases year by year
(Gwijangge et al., 2018).
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Figure 1. Economic Growth in Indonesia

According to Figure 1 2020, there was a significant decline in economic growth,
amounting to -2.07%, due to the effects of the COVID-19 pandemic. In 2021, a
recovery was observed, with economic growth reaching 3.70%, which aligns with the
improvement in global conditions and domestic recovery efforts. The year 2022
showed an acceleration in economic growth, reaching 5.31%, supported by domestic
and international recovery efforts. Foreign investment once again became a crucial
element in stimulating economic expansion, with increased investment in sectors
related to post-pandemic recovery (Rusmini et al., 2023).

Sustainable investment is crucial for sustainable economic growth. By increasing
resource utilization efficiency, investment helps create more jobs, increase income,
and improve overall societal welfare (Hendrizal et al., 2024). Investment, whether in
the form of fund allocation or other resources, is a process by which individuals,
companies, or governments allocate assets to gain future benefits (Lerner & Nanda,
2020). Several studies, such as those conducted by Irfan et al. (2023), Kambono &
Marpaung (2020), and Putri et al. (2018), show that foreign investment positively
influences economic growth. However, research by Jufrida et al. (2017) and Rofii and
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Ardyan (2017) found that foreign investment does not significantly contribute to
economic growth.

Aside from foreign investment, the Human Development Index (HDI) also impacts
economic growth. HDI is an indicator used to assess the level of human development
progress, encompassing life expectancy, education level, and purchasing power
(Ghislandi et al., 2019). Studies conducted by Aryanto & Handaka (2018), Maulida et
al. (2022), and Meidona et al. (2021) indicate that HDI positively influences economic
growth. However, research conducted by Mugorrobin & Soejoto (2017) suggests that
HDI negatively influences economic growth.

Another factor affecting economic growth is the workforce. Changes in the rate of
economic growth depend on the increase in the number of workers (Maestas et al.,
2023). An increase in the workforce can enhance productivity and production output.
Besides contributing to national income, the presence of a workforce also has the
potential to reduce poverty levels (Alper et al., 2021). Research conducted by Dewi &
Idris (2019), Heliati (2019), Sari et al. (2016), and Yunita & Sentosa (2019) shows
that the workforce has a positive impact on economic growth. However, a study by
Supratiyoningsih & Yuliarmi (2022) found that the workforce has a negative impact
on economic growth.

Poverty has a significant contribution to economic growth, as economic growth is a
key element in assessing a region's economic performance. Poverty becomes a
barrier to economic development, where a portion of the population cannot meet their
basic needs, leaving them vulnerable and easily exploited (De Bruijn & Antonides,
2022). Research conducted by Suryani (2023) and Sari et al. (2020) indicates that
poverty negatively affects economic growth. However, studies by Mataheurilla &
Rachmawati (2021) and Utami (2020) show that poverty does not influence economic
growth.

Economic growth is one of the primary indicators for assessing a country's welfare.
However, the factors that influence this growth are highly complex and interrelated.
Moreover, previous research findings related to the factors affecting economic growth
have shown inconsistent results. Therefore, this study aims to evaluate the impact of
foreign investment, the human development index, labor, and poverty on economic
growth in Indonesia. This empirical review will comprehensively compare the various
factors influencing economic growth, contributing to a deeper understanding of the
dynamics at play.

2. Literature Review and Hypothesis Development

Economic Growth

Economic growth denotes the expansion of goods and services produced within an
economy over time. Specifically, economic growth is characterized by a rise in the
volume of production factors that can enhance societal output without technological
changes in the long term (Nordhaus, 2021). Long-term welfare improvements are
reflected in the growth of per capita output, which then opens up various
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consumption choices for goods and services and enhances the buying ability of the
population (Amdan & Sanjani, 2023). In the history of economic science, scholars
divide the theory of economic growth into three main categories. The first is the
Neoclassical Theory, initially introduced by Adam Smith and later developed by
Robert Solow and T.W. Swan. This theory posits that three main factors influence
economic growth: capital, labor, and technological development (Wen et al., 2022). In
this context, an increase in the labor force accompanied by advancements in modern
technology can drive per capita income growth.

Adam Smith introduced the second, classical theory. This theory states that a
country's economy can reach its peak through two liberal systems, namely population
growth and output (Pelsa & Balina, 2022). However, this view was contested by
David Ricardo, who argued that population growth does not necessarily positively
impact economic growth. Ricardo contended that an increase in the workforce
without a commensurate increase in capital could lead to a decrease in workers'
wages (Tsoulfidis, 2022). Third is the Historical Theory developed by economists
such as Karl Bucher, Friedrich List, and Werner Sombart. This theory emphasizes
the importance of economic activities within society. For instance, Karl Bucher stated
that the relationship between producers and consumers is crucial for a country's
economic growth (Koch & Buch-Hansen, 2021). On the other hand, Werner Sombart
suggested that the role of society in economic growth can be seen through stages of
economic development, from a closed economy and industrial growth to the capitalist
stage (Schedelik et al., 2021).

Foreign Investment

Investment involves allocating resources to assets to obtain future profits (Lerner &
Nanda, 2020). The objective is to increase profitability or achieve specific financial
targets. Investments can be made in the real sector, such as gold, land, machinery,
and buildings, as well as in financial assets like stocks, bonds, property, or business
projects. Foreign investment occurs when investors from abroad invest their capital in
a country to gain profit or participate in local economic activities (Hendrizal et al.,
2024). According to the Harrod-Domar Theory, investment plays a crucial role in
fostering economic growth by increasing production capacity and creating demand in
the economy (Dumo et al., 2023). This theory also states that investment contributes
positively to national income. Several studies, such as those conducted by Irfan et al.
(2023), Kambono & Marpaung (2020), and Putri et al. (2018), show that foreign
investment positively influences economic growth. H1: Foreign investment positively
influences economic growth.

Human Development Index (HDI)

The Human Development Index (HDI) is a standard measure used to evaluate
human development progress in a country based on three main components: life
expectancy, access to and participation in education, and a reasonable quality of life
(Ghislandi et al., 2019). The HDI is frequently utilized to assess progress in
enhancing the population's quality of life and serves as a crucial metric in measuring
the development of a region or country (Aryanto & Handaka, 2018). An increase in
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the HDI positively influences economic growth by enhancing the population's ability
to participate more effectively in productive and innovative activities. Studies
conducted by Aryanto & Handaka (2018), Maulida et al. (2022), and Meidona et al.
(2021) demonstrate that there is a substantial positive correlation between the HDI
and economic development. H2: HDI positively influences economic growth.

Labor

Labor, which includes both men and women engaged in formal and informal
employment, plays a crucial role in the production of goods and services needed by
society (Rossier & Ouedraogo, 2021). Their contribution is highly significant in
enhancing production outcomes, which can drive economic growth and reduce
poverty (Yunita & Sentosa, 2019). The Solow-Swan theory posits that economic
expansion is influenced by labor, capital accumulation, and technological progress
(Mengesha & Singh, 2023). The production function model, Q = F(K, L), illustrates
that output (Q) depends on capital (K) and labor (L). Research by Dewi & Idris (2019),
Heliati (2019), Sari et al. (2016), and Yunita & Sentosa (2019) found that labor
positively impacts economic growth. H3: Labor positively influences economic
growth.

Poverty

Poverty is a complex phenomenon that is difficult to define clearly. Generally, it is
interpreted as a situation in which individuals or groups lack adequate access to the
material, social, and political resources needed to meet their basic needs (De Bruijn
& Antonides, 2022). Key factors causing poverty include low standards of living, lack
of self-confidence, and limitations on freedom (Seglow, 2020). The intricate
interaction among these factors indicates that low living standards often correlate
with limited income, which can be influenced by low productivity, high unemployment
rates, and low per capita investment. The theory of the poverty cycle states that
decreased productivity leads to lower income, negatively affecting consumption,
savings, and investment (De Bruijn & Antonides, 2022). Reduced investment results
in a capital shortage that inhibits production activities, exacerbating the cycle of
poverty. To break this cycle, investment and capital provision are necessary to
stimulate the creation of new job opportunities, gradually reducing poverty levels
(Morris et al., 2020). Several studies indicate that poverty negatively influences
economic growth. For instance, research by Suryani (2023) and Sari et al. (2020)
shows that poverty adversely affects economic growth. H4: Poverty negatively
influences economic growth.

3. Research Method

This study utilizes a quantitative methodology employing secondary data sourced
from the official BPS website. The analysis method employed is panel data analysis,
integrating cross-sectional data from 34 provinces in Indonesia with time series data
from 2020 to 2022. Table 1 provides operational definitions of variables in this study.
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Table 1. Operational Definitions of Variables

Variable Data Source
Economic Growth GDP at constant prices (percent) Statistic
Foreign Investment Realization of foreign investment Indonesia

(million US$) (BPS)
Human Development Index HD| (percent)
Labor Formal workforce (percent)
Poverty Number of impoverished population

(thousand people)
The research utilizes panel data estimation models, including CEM, FEM, and

REM. To determine the most suitable model, the Chow Test and Hausman Test are
conducted. Key variable data are drawn from several previous studies, such as Irfan
et al. (2023), Kambono & Marpaung (2020), Meidona et al. (2021), Sari et al. (2020),
and Yunita & Sentosa (2019). Thus, an econometric equation model is formulated as
follows:

GROWTH;; = By + B1INV + B,HDI;; + f3LABOR;; + B,POV;: + &
Economic growth (GROWTH), Human Development Index (HDI), and labor (LABOR)
are measured in percentages, while foreign investment (INV) is in millions of US
dollars and poverty (POV) in thousands of people. The econometric model uses a
constant (80), independent coefficients (B1-B4), and an error term (€) with panel data
(it) combining cross-sectional and time series data.

4. Results and Discussion

4.1. Results
In panel data analysis, three commonly used approaches are CEM, FEM, and REM.
Table 2 displays the results obtained from these three approaches.

Table 2. Panel Data Approach

Variable CEM FEM REM
Constant 9,8784 -413,6081 4,7328
(0,2646) (0,000) (0,5793)
INV 0,0019 0,0009 0,0020
(0.000) (0.0579) (0,000)
HDI -0,0317 5,4985 0,0398
(0,8284) (0.0000) (0,7773)
LABOR -0,1386 0,6883 -0,1384
(0.0214) (0.0032) (0,0159)
POV -0,0015 -0,0059 -0,0016
(0.0002) (0.3712) (0,0000)
R? 0,3125 0,8223 0,2237
Adjusted R? 0,2841 0,7195 0,2021
Prob. F 0.0000 0.0000 0.0000
Cross section sample 34 34 34
Sample time series 3 3 3

To determine the best model among the three, testing was conducted using the
Chow Test to compare CEM and FEM and the Hausman Test to compare REM and
FEM. The findings from Table 3 indicate that the cross-sectional F probability is 0.000,
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which is lower than the a value (0.05). Therefore, the selected model is FEM.
Additionally, the Hausman Test in Table 3 shows that the x* value is 0.000, also
smaller than a (0.05), confirming that the preferred model is FEM.

Table 3. Selected Model Test Results

Test P-value Selected Models
Chow 0,0000 FEM
Hausman 0,0000 FEM

Table 3 shows that the probability value associated with the F-statistic under the
FEM approach is extremely small, specifically 0.0000, which is below the significance
level a of 0.05. This suggests that foreign investment, human development index,
labor, and poverty collectively significantly influence economic growth in Indonesia.
Additionally, the R-squared value of 0.822 indicates that approximately 82.2% of the
variation in economic growth can be explained by differences in foreign investment,
human development index, labor, and poverty within this model. Factors beyond the
scope of this study influence the remaining 17.8% of the variation.

Table 4. Summary of Partial t-Test

Variable Coefficient Prob. Decision
INV B, = 0,0009 0,0579* positive influence
HDI B, =5,4985  0,0000** positive influence
LABOR (3 =0,6683 0,0032** positive influence
POV B, = -0,0059 0,3712 Not significant

Note: *significant at level 0.1, **significant at level 0.05

Table 4 indicates that foreign investment, the human development index, and
labor positively influence economic growth. The coefficients for each variable show
positive values, with respective t-probabilities of 0.0579 (<0.1), 0.0000 (<0.05), and
0.0032 (<0.05). In contrast, there is no evidence that poverty affects economic
growth, as indicated by a t-probability of 0.3712 (>0.1).

4.2 Discussion

Foreign Investment and Economic Growth

The regression analysis results indicate that foreign investment positively influences
economic growth, which is consistent with the first hypothesis of this study. This
finding is also supported by previous studies by Irfan et al. (2023), Kambono &
Marpaung (2020), and Putri et al. (2018), which found that foreign investment
contributes positively to economic growth. Foreign investment plays a crucial role in
increasing available capital for infrastructure and industries, as well as expanding
access to advanced technology and management practices (Zhou et al., 2021).
These effects trigger multiplier effects by creating new job opportunities, enhancing
productivity, and stimulating other sectors of the economy (Dumo et al., 2023).
Additionally, foreign investment has a positive impact on exports through technology
transfer and enhances the competitiveness of domestic products in global markets
(Hendrizal et al., 2024). Overall, the presence of foreign investment significantly
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contributes to Indonesia's economic growth, making it a key factor in achieving
sustainable and inclusive economic development (Lerner & Nanda, 2020).

However, these findings differ from studies by Jufrida et al. (2017) and Rofii &
Ardyan (2017), which found that the impact of foreign investment on economic
growth is not substantial. Foreign investment can be unstable due to fluctuations in
the global market, which can harm the domestic economy (Shavshukov & Zhuravleva,
2020). Moreover, depending on the sector and policies applied, foreign investment
may neglect the development of key sectors in the domestic economy. It may be
more beneficial to foreign investors than to local economic development.

Human Development Index and Economic Growth

The regression analysis results indicate that the Human Development Index (HDI)
positively influences economic growth, consistent with the second hypothesis of this
study. This finding aligns with previous research by Aryanto & Handaka (2018),
Maulida et al. (2022), and Meidona et al. (2021), which shows that HDI positively
influences economic growth. HDI encompasses elements such as health, education,
and living standards, providing a holistic view of a nation's standard of living
(Ghislandi et al., 2019). Increased HDI leads to public health improvements, better
education access, and enhanced labor productivity. These impacts subsequently
stimulate economic growth through increased productivity, improved human resource
quality, and enhanced overall economic competitiveness (Aryanto & Handaka, 2018).

However, research conducted by (Mugorrobin & Soejoto, 2017) found that HDI
negatively influences economic growth. Countries with low HDI may restrict access to
quality human resources, contributing to poverty and income inequality, thereby
hindering long-term economic growth (Sarkodie & Adams, 2020).

Labor and Economic Growth

The analysis also indicates that the presence of labor has a positive influence on
economic growth, which is consistent with the third hypothesis of this study. This
finding aligns with previous research by Dewi & Idris (2019), Heliati (2019), Sari et al.
(2016), and Yunita & Sentosa (2019), which suggests that labor positively influences
economic growth. Growth in the quantity and quality of labor can enhance overall
productivity across various economic sectors (Maestas et al., 2023). Skilled and
trained labor can improve production efficiency and drive innovation within
companies, ultimately supporting sustainable economic growth (Alper et al., 2021).
Furthermore, increased labor force participation in economic activities can contribute
positively to domestic consumption and investment, which are crucial factors in
national economic expansion (Rossier & Ouedraogo, 2021).

However, research by Supratiyoningsih & Yuliarmi (2022) indicates that labor may
have negative effects on economic growth. This could be due to low labor
productivity and additional costs companies require for further training. Additionally, if
the workforce exceeds market demand or does not match the existing economic
structure, it can result in structural unemployment and reduce efficiency in resource
allocation (Simoni & Vlandas, 2021).
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Poverty and Economic Growth

The regression analysis findings indicate that there is no statistically significant
correlation between poverty and economic growth, contradicting the fourth
hypothesis. This conclusion aligns with previous studies by Mataheurilla &
Rachmawati (2021) and Utami (2020), which similarly found that poverty does not
significantly impact economic growth. While high poverty rates can create substantial
social and economic burdens, their direct influence on economic growth remains
inconsistently supported. Factors such as income inequality, access to education and
healthcare, and underdeveloped infrastructure may exert a more significant influence
on economic growth than poverty itself (Putra et al., 2020).

However, these findings contrast with those presented by Suryani (2023) and Sari
et al. (2020), demonstrating that poverty does negatively affect economic growth.
When a significant portion of the population lives in poverty, their purchasing power
diminishes, thereby restricting consumption of goods and services (Seglow, 2020).
Consequently, demand for domestic products declines, impeding investment and
innovation. Moreover, poverty often leads to social inequality and restricted access to
education and healthcare, which can inhibit labor productivity and human resource
development (De Bruijn & Antonides, 2022).

5. Conclusion

The research aims to estimate the impact of foreign investment, the Human
Development Index, labor, and poverty rates on economic growth in Indonesia. Panel
data analysis using the Fixed Effects Model (FEM) was chosen to achieve this
objective. The findings indicate that foreign investment, the Human Development
Index, and labor positively impact economic growth, whereas poverty does not
significantly influence economic growth. Based on these findings, it is recommended
that the government enhance foreign investment through policies that promote
stability and investment friendliness. Additionally, there is a need to invest in human
resource development through education, healthcare services, and workforce training
to boost productivity. The government should also strengthen policies to improve the
quality and availability of highly skilled labor in line with market demand. Therefore,
this combination of strategies is expected to significantly accelerate economic growth
in the future.
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