Journal of Management, Accounting, General

Finance and International Economic Issues
TRANSPUBLIKA https://ojs.transpublika.com/index.php/MARGINAL
k Precise. Resilience. Felicitous. Online ISSN 2809-8013 | Print ISSN 2809-9222

https://doi.org/10.55047/marginal.v5i3.2208

The Impact of Changes in Labor Force Structure
on Inequality and Poverty in Indonesia

5]
2
=
<
=
£
o=
O

Bronson Marpaung'’, Aulia Keiko Hubbansyah?2

1Universitas Diponegoro, Indonesia
2Universitas Pancasila, Indonesia
Email: ¥ bronsonmrp@lecturer.undip.ac.id

Received : 08 April - 2026
Accepted : 19 May - 2026
Published online : 25 May - 2026

Abstract

Indonesia has demonstrated high and sustained economic growth and has transformed into an industrial and
service-oriented nation. The shift of labor from the agricultural sector to non-agricultural sectors such as industry
and services has become the center of economic activity. This change can be observed from the increasing
contribution of non-agricultural sectors to the economy, accompanied by a decline in the contribution of agriculture
in Indonesia. This study differs from others that mainly focus on structural change and its impact on poverty and
sectoral inequality, by highlighting the achievement of the turning point condition. Labor surplus in the agricultural
sector causes the marginal productivity of labor in this sector to become very low or even nonexistent, a
phenomenon that Lewis referred to as disguised unemployment, which frequently occurs in the agricultural sector
of developing countries. The aim of this study is to identify the Lewis Turning Point (LTP) and analyze the impact
of changes in labor structure on inequality and poverty in Indonesia. This study utilizes secondary data from several
institutions, including the World Bank, Food and Agriculture Organization (FAO), and UNCTAD, in the form of
time series data for the period 1980-2020. In this study, Indonesia has not yet reached the Lewis turning point as
a result of the structural change process. The transformation from the agricultural sector to the industrial sector
can reduce poverty and inequality, while the transformation from the agricultural sector to the service sector has
proven unable to reduce inequality and poverty.

Keywords: Agriculture, Inequality, Labor Force Structure, Poverty Reduction, Structural Transformation.

1. Introduction

The rapidly increasing population growth indicates a rising demand for available labor
and contributes to one of the factors driving population mobility. Migration, or the movement
of people, becomes one of the initial steps households take when seeking new employment and
adapting to rapid economic changes. A person's decision to migrate is influenced, among other
reasons, by economic conditions and labor market opportunities. The disparity between those
living in rural and urban areas is a key factor prompting labor movement, as people seek
higher incomes to meet daily needs. Economic changes in urban areas that transform cities
into industrial hubs lead to changes in wage offerings, with higher wages being the main driver
for labor migration to industries.

Indonesia has already undergone a transformation from a relatively poor country to one
experiencing rapid development. Indonesia's economy has undergone a transformation,
moving from being primarily agriculture-based to being driven by industry and services which
can be seen in the contribution of agriculture, which in 2020 was at 13.3%, down from 26.9%
in 1980. Meanwhile, the non-agricultural sector in 2020 contributed 86.7% (BPS, 2020). The

Copyright: © 2026 by the authors.
This is an open access article distributed under the terms and conditions of the CC BY 4.0. 793


https://doi.org/10.55047/marginal.v5i3.2208
https://ojs.transpublika.com/
https://ojs.transpublika.com/index.php/MARGINAL
mailto:bronsonmrp@lecturer.undip.ac.id

Bronson Marpaung et al. | Volume 5 No. 3 2026

shift from agriculture to industry in Indonesia reflects the rapid economic structural
transformations typically observed in developed nations (Bathla et al., 2019).
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Figure 1. Comparison of the Contribution to Indonesia's GDP (%) from
Agricultural and Non-Agricultural Sectors
Source: World Bank

Economic growth and opportunities to earn higher incomes have driven a shift in the
workforce from agriculture to non-agricultural sectors. In 2020, the share of the workforce in
agriculture dropped to 30%, while the share in non-agricultural sectors increased to 70%. This
transformation of the workforce from agriculture to non-agriculture will create a new economy
and boost economic output (Wiggins, 2016). According to McCaig and Pavcnik (2018), a
significant portion of the labor force in non-agricultural sectors will encourage the growth of
both the industrial and service industries.

The transfer of labor from the agricultural sector to the non-agricultural sector does not
have a major impact on reducing output or increasing wages for workers in the agricultural
sector. However, this movement does lead to an increase in productivity or aggregate output
in the economy. The main goal of economic development is achieved when labor-intensive
sectors such as agriculture migrate to more productive industrial sectors. The slowdown in the
transformation of the labor structure is caused by the marginal productivity of workers in the
agricultural sector no longer being zero. The situation in which marginal productivity is zero
forms the basic theory for explaining the process of economic development.

This study analyzes the macroeconomic impact of structural transformation related to
inequality and poverty in Indonesia. The economic development theory proposed by Lewis in
1952 forms the theoretical framework of this research, where Lewis’s theory states that the
movement of labor from the labor-intensive and low-productivity agricultural sector to the
high-productivity industrial sector (Serefoglu, 2016). This structural transformation leads to
changes in the functional distribution of income, which in the early stages results in income
inequality among individuals. In the thesis presented by Kuznets in 1955, this structural
transformation causes higher inequality at the initial stage. Labor transformation in Indonesia
affects a decrease in absolute poverty rates, but also impacts an increase in income inequality
(Dartanto et al.,, 2017). The increase in inequality and labor transformation develop
differently, because in Indonesia both relationships are influenced by the modality of
structural transformation. During the industrialization period, inequality decreased, in
contrast to the tertiarization period which actually increased inequality (Yusuf et al., 2021).
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The achievement of a turning point condition is a very important aspect in analyzing the
impact of structural transformation. Disguised unemployment occurs as a result of a labor
surplus in the agricultural sector, which leads to very low marginal productivity of labor in this
sector. In Indonesia, the agricultural sector is generally traditional, where workers are still
family members and labor productivity has not yet reached its optimum. Although family
members are involved in the workforce and appear to be working, their production output is
neither efficient nor optimal since the addition of labor does not make a significant
contribution.

This research is expected to provide an empirical overview of the structural conditions
of the labor force in Indonesia, particularly regarding optimal labor and the achievement of
the turning point in Indonesia's agricultural sector. In addition, this study is also expected to
reveal the impact of the transformation of agricultural labor on economic growth, as well as to
analyze the effects of labor market transformation on poverty and inequality in Indonesia.

2. Literature Review

Indonesia, as a region in ASEAN with relatively high and sustainable economic growth,
has transformed from an agriculture-based economy to one focused on industry and services.
The shift of economic concentration and labor to non-agricultural sectors such as industry and
services has resulted in a decrease in the contribution of the agricultural sector in Indonesia.
The industrialization that took place in the 1970s, which became the driver of economic
growth, led to a decline in the economic output contribution from the agricultural sector
(Kahya, 2012). Indonesia's industrial sector has gained prominence in the nation's economy,
elevating the country to the status of a semi-industrial economy (Wie, 2006).

Several factors have driven industrialization in ASEAN countries, including a conducive
domestic environment such as economic stability, investment, and stable politics; fair
industrial policies such as export promotion and policies to reduce anti-export bias; and lastly,
technological advancements and capital market development (Hill, 1997). The economic
development strategy involves shifting labor from the labor-intensive and low-productivity
agricultural sector to the non-agricultural sector, which offers higher productivity. The Lewis
Turning Point (LTP) condition occurs when the agricultural sector, initially experiencing a
surplus, begins to diminish, which will affect the marginal productivity of workers in
agriculture so that it is no longer equal to zero. The Lewis Turning Point (LTP) will eliminate
the dualistic labor market, causing it to merge into one (Chan, 2010).

The Development Theory proposed by Lewis in 1954 describes the movement of labor
from the low-productivity agricultural sector to the industrial sector, resulting in a reduction
of labor in agriculture. The transfer of labor to the industrial sector will improve productivity
and enhance the functional distribution of income. The movement of labor and changes in the
functional distribution of income will lead to increased income inequality among individuals
during the process of structural transformation. In the early stage of structural
transformation, there is a rise in income inequality (Kuznets, 1971). Rapid structural
transformation leads to a trade-off between growth and inequality, which is referred to as the
developer’s dilemma (Alisjahbana et al., 2022).

2.1. Theoretical Framework
Lewis’s theory is an economic development model centered on structural

transformation. This theory was first put forward by Lewis in the 1950s, and a few years later,
it was further developed by Fei and Ranis in 1964. Lewis’s theory primarily discusses change
and the process of development in developing countries that have a labor surplus. The transfer
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of labor that experiences the Lewis Turning Point refers to the process of labor transformation,
which results in output growth and increased labor absorption.

The Turning Point Theory (LTP) is fundamentally rooted in the dynamics of economic
development, which highlights the dual nature of the economy, typically comprising the
agricultural and non-agricultural sectors. The agricultural sector is characterized by its
subsistence nature, whereas the non-agricultural sector is capitalistic, with a focus on capital
accumulation. In the labor-intensive agricultural sector, the workforce's marginal productivity
is nearly zero, indicating a significant surplus of labor. This surplus means that shifting labor
away from agriculture does not impact production levels. The primary reason for labor moving
from agriculture to non-agricultural sectors is the higher wages offered in the latter (Gollin,
2014). Since the transfer of labor is due to differences in income, it will lead to increased
savings accumulation and per capita income in the economy. At first, sectors outside of
agriculture, like industry, will continue to hire additional workers until the point where the
extra output from labor matches the wage paid. The addition of labor in the industrial sector
stems from the migration of surplus agricultural labor, which means there will not be a
shortage of labor supply (Corsman, 2015). Absorption of labor in the industrial sector from
the agricultural sector will reduce agricultural output and increase agricultural wages, this
condition is what is referred to as the Lewis Turning Point (LTP).

The Lewis Turning Point, or LTP, was first proposed by Lewis. This theory forms the
basis of the economic development process (Lewis, 1954). Lewis’s theory centers on the
existence of two sectors: the traditional and the modern sectors. The traditional sector is
characterized by subsistence, often family farming, with land and labor both provided by
family members. This contrasts with the modern sector, which is characterized by capital
accumulation, profits earned here are greater than in the traditional sector and are used for
investment or business development.
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Figure 2. Two-Sector Economic Model and Lewis Turning Point
Source: Basu (2003)

The figure 2 above explains the initial development of the two-sector economic model
and the Lewis Turning Point. At point B1, the onset of economic growth is depicted, with labor
positioned at point L1, indicating that during the initial phase of development, most of the
workforce is engaged in agriculture. In this early stage, both the traditional and modern
sectors aim to maximize profits. The wages in these sectors are set based on the marginal
product of labor (MPL). The excess labor in the traditional sector causes a wage gap with the
modern or industrial sector and prompts workers in agriculture to move to the industrial
sector. In the next stage, the economy develops, resulting in profits for the industrial sector,
and the profits accumulated are used for investment and business expansion. When industrial
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companies experience increased profits, it results in enhanced labor productivity (MPL)
within the industrial sector. This boost in MPL causes the MPL curve to move from B1 to B2.
As the curve shifts to point B2, the industrial sector requires more labor, so the movement of
labor from agriculture to industry continues to point L2. When the labor force in the industrial
sector reaches point L2, the marginal product of labor (MPL) exceeds that of the early
agricultural sector at point M, forcing wages to continue to rise. The ongoing movement of
labor from agriculture to industry, along with continuous capital accumulation for investment
in the industrial sector, will move the curve to point B3, and the labor surplus in the
agricultural sector will be depleted. At this stage, the industrial sector experiences an upward
sloping supply curve, which will cause labor wages to keep rising in line with continuous
economic growth (Ge & Yang, 2011).

2.2. Previous Research
Research conducted by Minami et al. (2014) and Bowonthumrongchai (2019) showed

that changes in labor structure in Korea and Thailand had a positive impact on income
distribution. In contrast, research by Dartanto et al. (2017) indicated that changes in labor
structure in Indonesia would increase inequality. The study employed L Theil decomposition
to investigate the link between structural transformation and inequality in Indonesia through
econometric analysis. The findings indicated that (i) inequality in Indonesia is primarily
driven by the impact of pure (unexplained) inequality, and (ii) factors such as the shift of labor
from agriculture to industry, migration from rural to urban regions, and the transition from
informal to formal employment contributed to the rise in inequality during the period from
1996 to 2014, (iii) structural transformation increased inequality in Indonesia because the
industrial sector’s share in the economy is capital-intensive and demands highly skilled labor.
In the capital-intensive industrial sector, only a few people benefit from growth in this sector
compared to the growth experienced in the agricultural or industrial sectors.

3. Research Methods

This section will discuss the impact of changes in labor structure on income inequality.
This study adopts the model developed by Dastidar (2012) and Kahya (2012) as follows:

Y =4 VA F T Y1 F Tl Y ettt ettt sttt ettt et be e e nre e (1)

Where

yz(YA+Y1+YS)/N; .......................................................................................................... (2)
$ I S

yA=PI)V—$Q, yi=P2Q, ys=PI)V—S ................................................................................................ (3)
N$ NI NS

NA=P7Q, YIZPWQ, yS:PWQ ............................................................................................... (4)

N = (INA F NI F NS) teitiiiiieiieiiieietrree e eeeet et rreeeeeeeetersaseeseeesesssasasssessessessssrassssssseessssssnnnnns (5)

Among the four equation models presented, these are simple identity equations. It is
evident from these models that variations in per capita income are associated with patterns of
structural change. Furthermore, the proportion of sectoral employment is linked to relative
changes in output.

XAGR T+ XIND T XSER = 100 tuteuiunrenrenreneenreneesenssesessssesssssessssesssssenssssensssssnssssssssssessssssnssnssnssne (6)
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By formulating the Gini coefficient (G) as a function of sectoral output shares, the
function can be written as follows:
G=f (XAGR, X1, XSER) ........................................................................................................ (7)

In equation (7), there are three sectors: XAGR (Agriculture), XIND (Industry), and
XSER (Services). The model above also looks at the relationship between the development of
a country and income inequality, which depends on sectoral market shares. Equations (6) and
(7), if modified, will yield the following equation:

G =1 (XAGR, XIND; (10O-XAGR"XIND) ceervvrvrreeeeeeessrsrrrrreeeeeeesssssssssseeesessesssssssssssessssssssssssssseseeses (8)

In this research model, it can be assumed that XIND is constant, and any change in the
XAGR variable by 1 percent will increase XSER by 1 percent. This study adopts the model
developed by Dastidar (2012); Kahya (2012); and Sen (2016) as follows:

Gini= ao + 0; A + agl + a5 Growth + aSchoOol + € c..evvviiiiiieeee e, (9)
Gini= Qo + 0z A + agS + 03 GTOWEh + QSCROOL + € ot (10)

The Gini coefficient is an indicator of income disparity, where A denotes the proportion
of the workforce employed in agriculture compared to the entire labor force, I signifies the
proportion of the workforce in the industrial sector relative to the total labor force, S
represents the proportion of the workforce in the service sector relative to the total labor force,
G stands for the Gross Domestic Product (GDP) per capita, and ¢ is the random error term.
Equation 9 examines the effects of labor transitioning from agriculture to industry, while
equation 10 assesses the effects of labor moving from agriculture to services.

Pov= a0+ a; A + agl + a3 Growth + aSChOOl + €...uvvvvieeiieieeeeeeeeeeeee e, (11)
Pov=ao + ti A + asS + 03 GTOWEh + QSCROOL 4 € coveeeeeetreee s sssssssssesseans (12)

Equations 11 and 12 show the impact of the transition from the agricultural sector to
Industry and Services on the poverty rate. The estimates in the equations only consider the
justification of the variables in the two stationary equations.

3.1. Types and Data Sources
This study uses secondary data obtained from various sources such as institutions

between the World Bank and UNCTAD. The data used and collected are time series data
gathered over the period from 1980 to 2020. To observe the impact of structural changes in
the labor force on income inequality and poverty, this study utilizes models developed by
Dastiar (2012), Kahya (2012), and Sen (2016), which examine the role of sectoral labor
allocation using the following data:

Table 1. Types and Data Sources

Variable Notation Definition Data
Source

Inequality Gini Gini Coefficient World
Bank

Poverty Rate pov Percentage of Poor Population (%) World
Bank

Share of Agricultural A Proportion of Agricultural Sector World
Sector Workforce Workers to Total Workers Bank
Share of Industrial I Proportion of Agricultural Sector World
Sector Workforce Workers to Total Workers Bank
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Variable Notation Definition SData
ource
Share of Service Sector S Proportion of service sector workers to World
Workforce total workers Bank
Economic Growth Growth  Annual Economic Growth (%) World
Bank
Education Participation School  Share of agricultural sector workers BPS

with at least a secondary education (%)

3.2. Data Analysis Method
This study employs time series data for its estimations. According to Juanda and Junaidi

(2012), time series data is gathered over specific intervals. This type of data tracks economic
behavior across different periods, enabling us to observe how economic participants adapt,
enhance, and refine the outcomes of their past economic endeavors. Time series econometrics
is an analytical method used to explore the information contained within time series data
(Ekananda, 2016).

According to Gujarati (2009), research that uses time series data has several
characteristics, namely: (i) empirical studies using time series data assume that the data is
stationary, (ii) autocorrelation that occurs in time series data usually happens because the data
is not stationary, (iii) regressing one time series variable on another time series variable
usually results in a high R2 value even if the variables have no actual relationship. This
condition is called spurious regression; The issue arises when the estimated time series data
fails to satisfy the stationarity condition required for time series analysis. At the outset of this
study, a stationarity test is performed on the data using the unit root test. Time series data
variables are deemed stationary if they exhibit a constant mean and variance over time, and
their autocorrelation function remains consistent within the specified lag length.

This study employs the Augmented Dickey Fuller Test (ADF) and the Phillips-Perron
(PP) test to assess unit roots. The PP test utilizes a non-parametric approach to address high-
order serial correlation in a series. In the ADF test, high order serial correlation is corrected
by adding lagged differences to the right side of the equation. In both the ADF and PP tests,
determining the appropriate lag length to include in the model often presents a challenge. If
the lag length is too long, it reduces the ability to reject the null hypothesis, since longer lags
add more estimated parameters, leading to a failure to capture the actual error process and
thus making standard error estimation unreliable. The most important step in the unit root
test, whether using the ADF or PP approach, is to test the level series.

4. Results and Discussion

4.1. Analysis of the Achievement of Lewis Turning Point
In Indonesia, the agricultural industry holds a crucial position in underpinning the

nation's economy (Isbah & Iyan, 2016). The average output of Indonesia's agricultural sector
in the period 1980-2020 was US$ 86.4 billion. The output of Indonesia’s agricultural sector
has shown an increasing trend of 3.1 percent per year with a standard deviation smaller than
the mean, at around US$ 25 billion. During the Asian financial crisis in 1998, the agricultural
sector experienced a decline of about US$ 1 billion, which was much smaller compared to the
non-agricultural sector that dropped by US$ 6 billion, making output in Indonesia’s
agricultural sector relatively stable.
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Indonesia’s agricultural sector is more resilient because production relies heavily on
domestic production factors, so it is less affected by global economic crises or shocks (Syam &
Noekman, 2002). The products of agricultural production are basic necessities, so during
periods of economic crisis, the demand for agricultural products remains high.

Table 2. Descriptive Statistics

Output Labor Capital Land
Country Sector Statistic (US$ (Thousand (US$ (Thousand
Million) People) Million) Ha)
Mean 76.239 39.554 128.877 5.488
Max 136.645 43.042 215.186 6.722
Agriculture Min 38.281 34.790 22.067 4.1066
Std Dev 28.557 2.002 54.610 1.151
Indonesia Mean 406.610 51.095 148.806
Max 915.027 91.829 349.049
E;gculture Min 103.845 20.164 27.480
Std Dev 241.629 20.386 94.236

Source: Data Processed (2025)

Although the share of agricultural production in the economy generally decreases, it
continues to employ a large number of people in Indonesia. Between 1990 and 2020, the
agricultural sector employed an average of approximately 39.5 million workers. When a crisis
hits and disrupts the non-agricultural sector, causing its performance to falter, the agricultural
sector experiences growth as a result. The financial crisis led to an increase in the agricultural
workforce, which grew from 34 million in 1997 to 39 million in 1998. The additional labor in
the agricultural sector was due to workers who lost their jobs because of the crisis returning to
agricultural work, as agriculture such as food production remains a basic human need. During
times of economic crisis, the agricultural sector becomes the best option for job seekers; in
other words, The agricultural industry holds a crucial socio-economic position in maintaining
economic stability.

4.2. The Impact of Structural Transformation on Inequality
The influence of structural transformation on poverty and inequality, as labor

transitions from agriculture to non-agricultural sectors, is analyzed through two distinct
models which are model 1 and model 2.

Table 3. The Impact of Labor Migration from Agriculture to Industry on

Inequality
Model 1 Coefficient EStd P>|t| Robust Std P>|t|
rror Error
Lacr 0.072 0.116 0.542 0.096 0.462
Lser 0.288 0.152 0.066 0.112 0.014
Linp - - - - -
Growth 0.177 0.085 0.044 0.066 0.011
School 0.449 0.247 0.078 0.183 0.019
Constant 17.047 10.213 0.104 8.447 0.051
F-stat 19.350
(0.000)

R-Square 0.683
ADF -3.389
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Model 1 Coefficient EStd P>|t| Robust Std P>|t|
rror Error
(5% Critical Value- (0.011)
2.986) )
Error Correction -0.224
Term (pt1) (0.056)

Model 1 in the table 3 above shows the impact of labor migration from agriculture to the
industrial sector, assuming that the share of labor in the service sector remains constant. The
estimation results show that the movement of labor from agriculture to agriculture does not
affect the level of income inequality. In the LAGR estimation, the significance value is greater
than r percent, and these results are consistent with previous studies conducted by Teguh et
al. (2017), Sen (2017), and Dastidar (2012).

The lack of impact of structural labor migration on income inequality can be caused by
several factors. Workers who migrate to the agricultural sector usually receive higher wages,
which leads to higher incomes for these workers; this higher income can result in a more
evenly distributed inequality. Second, labor migration usually encourages increased
investment in education and skills training. Improved education and training open up better
economic opportunities and can reduce gaps in skills and qualifications among workers. Third,
labor migration can help diversify a region’s economy, reducing dependence on the
agricultural sector, which is vulnerable to unstable climates and price fluctuations. Fourth, it
can create greater opportunities for social mobility; workers can gain access to better jobs and
more advanced work environments, which can help to address inequality related to social
class.

Table 4. The Impact of Labor Transfer from Agriculture to Services on

Inequality
Model 2 Coefficient Std Error P>|t| SRObUSt P>|t|
td Error
Lacr -0.217 0.103 0.049 0.088 0.0.19
LSER - - - - -
Lo -0.288 0.152 0.066 0.112 0.014
Growth 0.177 0.085 0.044 0.066 0.011
School 0.449 0.247 0.078 0.183 0.019
Constant 45.903 8.986 0.000 5.903 0.000
F-stat 19.350
(0.000)

R-Square 0.683
ADF -3.389
(5% Critical Value- (0.011)
2.986)
Error Correction -0.224
Term (1) (0.056)

Model 2 illustrates the shift of agricultural workers to the service industry, assuming
that the proportion of industrial workers remains unchanged. The findings suggest that
moving labor from agriculture to services positively affects and exacerbates income inequality.
The higher the market share of service sector labor, the greater the increase in inequality,
especially in developing countries (Baymul & Sen, 2019). The link between structural
transformation and inequality in Indonesia involves a shift towards the service sector. The
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movement from agriculture to services, especially after the Asian financial crisis, has led to a
rise in inequality.

The movement of labor from the agricultural sector to the service sector can lead to
increased income inequality due to several factors. First, because of income disparities which
service sector jobs generally offer higher earning potential compared to agriculture. Jobs in
the service sector typically require specific knowledge and skills. If individuals in the
agricultural sector are unable to transition to the service sector because they lack the required
skills, their income will decrease and the gap will widen. Second, the transition to the service
sector is generally associated with urbanization, with greater economic growth occurring in
urban areas. People living in rural areas usually have skills more related to agriculture and
often lack access to, or training in, service sector skills, which tend to develop rapidly in cities.
Third, the transition to the service sector can change the social structure of society. Jobs in the
service sector require higher education and specialized expertise. Communities that have
limited access to the necessary education or training will be left behind in this transition, which
will further exacerbate inequality.
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Figure 3. Sectoral Wage Level
Source: World Bank (2025)

The impact of structural transformation on increasing income inequality in Indonesia,
especially after the Asian financial crisis, can be explained as follows: First, the increase in
capital utilization during the economic recovery period is evident from the changes in the
industrial sector following political reforms in Indonesia. Indonesia’s economic growth
declined by up to 13.25% in 1998. The utilization of manufacturing sector capacity fell to less
than 50% in 1999 (Yusuf et al., 2021). The manufacturing sector grew based on capital
utilization without a proportional increase in labor, as seen from the strengthening of labor
unions’ roles after the political reforms in 1998. After the reforms, workers had stronger
bargaining power, so real wage growth after the crisis was higher than real wages before the
crisis (Yusuf et al., 2021). This may explain why structural transformation following the Asian
financial crisis could lead to increased inequality.
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Figure 4. Development of Minimum Wage in Indonesia
Source: Central Bureau of Statistics

The second explanation relates to the magnitude of macroeconomic adjustments after
the Asian financial crisis and its impact on sectoral resource allocation. The Asian crisis
resulted in Indonesia experiencing both a currency and banking crisis. This was first marked
by the depreciation of the rupiah against the US dollar. The rupiah’s exchange rate depreciated
by nearly 80% against the US dollar during the period of August 1997, peaking in mid-1998.
This significant depreciation hampered imports and stimulated exports. Furthermore, the
Asian crisis also led to a banking crisis that impacted the flow of loans to domestic non-
financial private companies. Lending to the private sector by domestic banks declined,
resulting in an additional liquidity crisis as capital stopped flowing into Indonesia.

Both events led to a shift in economic resources after the Asian financial crisis. The
industrial structure shifted from the manufacturing sector to the natural resources sector,
especially raw commodity export industries that generated significant and rapid profits. This
situation would then slow down the absorption of labor in low value-added informal sectors,
which should have been able to absorb the transformation of labor from the rural agricultural
sector.

Table 5. The Impact of Labor Migration from Agriculture to Industry on Poverty

Model 1 Coefficient Std Error P>|t| S:?E::(t)r P>|t|
Lacr 0.581 0.169 0.049 0.200 0.006
Lser 0.388 0.221 0.088 0.264 0.150
Linp - - - - -
Growth -0.048 0.124 0.704 0.069 0.493
School -0.017 0.360 0.962 0.419 0.967
Constant -24.882 14.867 0.103 16.671 0.144
F-stat 33.43

(0.000)

R-Square 0.687
ADF -2.621
(5% Critical Value- (0.09)
2.986)
Error Correction -0.163
Term () (0.094)
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The transition of labor from the agricultural sector to the industrial sector is anticipated
to contribute to a reduction in poverty levels in Indonesia, assuming that employment within
the services sector remains constant. The expansion of the industrial sector is expected to
enhance employment opportunities, given its labor-intensive nature since 1980. The
reallocation of labor from less efficient sectors, such as agriculture, to more efficient sectors,
such as industry, can stimulate economic growth, even in the absence of growth within
individual sectors (McMillan et al., 2017). This structural transformation in the labor market
is likely to influence poverty alleviation by increasing the incomes of workers transitioning to
the industrial sector, as well as those remaining in agriculture. Structural shifts in the
workforce that drive economic growth are anticipated to impact poverty reduction (Cook,
2006; Hasan & Molato, 2019; Page & Shimeles, 2015).

Table 6. The Impact of Labor Shift from Agriculture to Services on Poverty
Robust

Model 2 Coefficient Std Error P>|t| Std E P>|t|
rror

Lacr 0.193 0.194 0.327 0.259 0.463
Lser - - - - -
Lo -0.388 0.221 0.088 0.263 0.150
Growth -0.047 0.124 0.704 0.069 0.493
School -0.017 0.361 0.962 0.418 0.967
Constant 13.958 13.082 0.2903 17.158 0.421
F-stat 33.43

(0.000)
R-Square 0.687
ADF -2.621
(5% Critical Value- (0.09)
2.986)
Error Correction -0.163
Term () (0.094)

The shift of workers from farming to the service industry might not influence the
reduction of poverty rates, assuming that the share of industrial labor remains unchanged.
The lack of a relationship between changes in labor from agriculture to services may be due to
the fact that the job market share in the service sector consists mainly of low labor-intensive
jobs, such as in banking, finance, consulting, and information technology, which rely more on
technology for efficiency. Although the service sector is developing, job absorption in this
sector is limited.

The qualifications required by the service sector are usually not possessed by workers
from the agricultural sector. The specific qualifications and specialized skills needed in the
service sector make it difficult for people who previously worked in agriculture, due to low
levels of education. Poverty reduction through the structural transformation of the workforce
into the service sector requires expanding access to education and training for the community.

The service sector comprises both informal and formal services, and generally, the
formal service sector tends to develop in urban areas, thereby leading to regional disparities.
Meanwhile, the informal service sector tends to offer low wages and job insecurity. Even
though the service sector is growing, incomes in the informal service sector are often
inadequate.
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5. Conclusion

The finding indicate that Indonesia has not yet achieved the Lewis Turning Point
because of ongoing structural transformation. Indonesia was close to reaching the Lewis point
at the peak of industrialization, with the agricultural labor surplus ratio at 0.4% in the 1990s.
The Asian financial crisis of 1997-1998 caused Indonesia's economic growth to nosedive to -
13.7%, leading to deindustrialization and a shift in natural resource-based assets such as
mining. During this time, the non-agricultural sector was unable to accommodate the surplus
labor from agriculture, resulting in an increase in the agricultural labor surplus once again.
Structural transformation has different relationships with inequality and poverty. Studies
suggest that transitioning labor from agriculture to industry can help decrease inequality and
alleviate poverty. However, the shift of labor from the agricultural sector to the services sector
does not reduce inequality and poverty in Indonesia.

The surplus of labor in Indonesia’s agricultural sector in 2020 was dominated by low-
skilled workers. Specifically, 6.30% had no schooling, 22.74% did not complete elementary
school, 38.39% graduated from elementary school, and 16.69% graduated from junior high
school. Meanwhile, workers who graduated from high school accounted for 14.1%, those with
academic education made up only 0.54%, and university graduates were just 1.24%. Based on
this data, it can be concluded that the workforce in Indonesia’s agricultural sector generally
has low skill levels, making it difficult for them to be absorbed by the industrial and formal
service sectors, which require highly skilled labor. Therefore, given the high surplus of labor
in the agricultural sector, government policies are needed to balance labor availability with the
development of the industrial and service sectors.

The development of the agricultural industry must take into account the locality of the
village, especially in terms of its leading agricultural commodities. The existence of leading
agricultural commodities in a village can strengthen the village’s comparative advantages and
competitiveness. Labor-intensive industries based on agriculture can be developed by
establishing processing industries for food products, plantation crops, forestry products,
fisheries, and livestock. The presence of these industries will form a village value chain, so that
each village will have its own processed agricultural products as its main strengths. It is
expected that labor-intensive agriculture-based industries like these can absorb the surplus
labor in the agricultural sector.

The development of labor-intensive, agriculture-based industries requires financing
facilities to support micro, small, and medium enterprises. Policies that can be implemented
regarding financing facilities include: (i) eliminating taxes that may hinder small businesses,
(ii) simplifying bureaucracy in financing or permitting processes, (iii) establishing or
strengthening distribution chains to facilitate market access, (iv) fostering a competitive
culture, and (v) providing financing facilities with low interest rates to encourage business
growth. The government must formulate policies to strengthen business development services
that support MSME:s so they can be integrated into global value chains (GVC) by assisting in
the development of MSME products.
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