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This paper contributes to the ongoing debate on the relationship between governance systems and development by focusing on foreign direct investment (FDI) at the sub-national level in Indonesia. Following the implementation of political decentralization in 2005, provincial and district governments gained greater authority in drafting local regulations. The number of local bylaws increased significantly, especially after the introduction of the Local Tax Law in late 2009. However, the lack of a robust governance framework in the formulation of these regulations raised concerns at the national level. In response, the central government attempted to revoke numerous local laws, citing their adverse impact on the investment climate. As the proxy for governance quality, we used the number of problematic local regulations at the province level. Using a difference-in-difference estimation for the period 2005 to 2017, we found that provinces with weaker governance systems experienced a long-term decline in FDI growth of approximately 26–30% compared to the control group. Our event-study estimator confirmed that this negative trend persisted following the enactment of the local tax law. Further analysis revealed that the impact of governance on FDI is more pronounced in non-Java provinces and less severe in provinces with fewer natural resources. By considering provinces’ level of development and endowment, these findings suggest that poor governance practices and limited public participation in local decision-making are key factors undermining FDI performance.
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1 Introduction

Scholarly debates in establishing causal relationships between good governance and economic growth have lasted for decades. On the one hand, proponents of strong institutions argue that growth relies on state determination and less on public participation, implying that democratic form of governance is not as necessary at the early stage of development (Amsden, 1989; Wade, 1990; Barro, 1999). Meanwhile, the Lipsetian view stresses on the growing middle-class as the determinant of democracy (Claassen, 2020; Huber et al., 1993; Lipset, 1959). The state is understood as the agent that knows best on how to distribute resources for the good of the people. Typically, the success case of East Asia during their high growth period from 1970s through 1990s serve as the vindication of this paradigm.

Strands of studies that put emphasis on the importance of democratic institution believes that growth comes through institution (Acemoglu et al., 2001, 2019; Robinson and Acemoglu, 2012; North, 1979, 1990) and the creation of good governance system (Gründler and Potrafke, 2019; Kaufmann et al., 2000). Democratic form of governance, according to Acemoglu et al. (2019), is argued to increase income per capita by large margin in the long run. Others argue that growth under democracy is U-shaped, that democratization is attributed to lower growth at first due to factors such as political instability (Coricelli et al., 2022). Further investigation on the form of deeper governance, which involves larger role of sub-national government in the process known as decentralization, revealed modest yet positive correlation on growth (Martinez-Vazquez and McNab, 1997; Martinez-Vazquez and McNab, 2003; Blöchliger and Rabesona, 2009; see also Hankla (2009); Rao and Singh, 2007; Olaoye and Olaniyi, 2022; Gurgur and Shah, 2014).

As Cheema and Rondinelli (2007) stated “Good governance came to be seen as transparent, representative, accountable, and participatory systems of institutions.” Thus, good governance entails systematic public involvement in the process of decision making, as argued also previously by Sen (2014). In this sense, then, further decentralized form of governance is argued more efficient for promoting development as local governments are closer to the public (Oates, 1999; Wallis and Oates, 1988; Tiebout, 1961). However, contentious views exist. Prud’Homme (1995) and Tanzi (2002) argue that decentralization brings the risk of inefficient resource allocation that leads to poor growth. A number of empirical findings support this concern (Woller and Phillips, 1998; Bardhan, 2002; Joumard and Kongsrud, 2003) or non-conclusive (Davoodi and Zou, 1998).

Despite the contentions, few would encourage the practice of bad governance. For Rose and Peiffer (2019), bad governance implies corruption or corrupt practices. At the very least, Freeland (1994) defines this as involving “weak legal guarantees for investment, and taxes that are both impossibly high and haphazardly imposed.” Such conditions not only deter private investment but also erode public trust in institutions. In this article we define bad regulation as rules or policies that hinder rather than support economic and social development, often due to poor design, lack of transparency, or inconsistent enforcement. Empirical findings discussing the relationship between regulatory governance and economic performance found positive (Amoroso et al., 2024) or negative result (Woodside et al., 2012). Considering the importance of a good governance system on development as described above, this research aims to investigate the nexus between good governance system and quality of local regulations, and how they relate to investment growth at the province level in Indonesia. Since the enforcement of democratic decentralization in 2005, and with the introduction of Local Tax Law of 2009, provinces and districts have been primarily responsible for the making of local bylaws. The change incites competition between regions in attracting productive investment which comes in the form of foreign direct investment (FDI). Our research is the first to establish a causal relationship between governance, regulation, and investment growth based on empirical data in Indonesia between 2007 and 2016. Moreover, the ongoing global shifts in political institutions and decentralization policies highlight the need for updated, context-specific analyses, including those based on country case studies.

There are three main goals of this research. First, we aim to reveal the reality of the system of governance at the sub-national level in Indonesia. Higher proportion of bad regulations is an indication of weak system. Second, we aim to establish a causal relationship of the impact of local regulation quality, which is the product of the governance system, on investment growth in Indonesia. Third, we aim to propose policy recommendations for the decision makers at the central or local level in order to optimize investment activities.

The rest of the paper is structured as the following. Section 2 briefly outlines the institutional context of Indonesia’s decentralization process and describes the evolution of local regulatory authority, with a particular focus on the introduction of the local tax law. Section 4 provides an overview of foreign investment growth particularly since 2005. Section 5 details the data sources, variable construction, and empirical strategy, including our use of difference-in-difference and event study estimators. Section 6 presents the main findings, demonstrating the negative impact of weak local governance on FDI inflows, along with heterogeneity analyses by region and resource endowment. Finally, Section 7 concludes by summarizing the key contributions of the paper and suggesting directions for future research.



2 Governance and local regulations in Indonesia

In 1998, amidst the third wave of democratization (Huntington, 1991) Indonesia was one of the countries that attempted to shift its political institutions. Not only is it becoming more democratic, as the people toppled its authoritarian leader Soeharto, but also the decision making mechanism is further decentralized with the introduction of Law no. 22 in 1999, later renewed with Law no. 32 in 2004. This law paved the way for direct local election in the following year. This gives the local government larger political and economic responsibility in setting up regulations. Based on data from the Ministry of Law and Human Rights (Kemenkumham), the number of local government regulations increased significantly in the periods after the first round of local elections (2005–2008). Furthermore, the introduction of Law no. 28 in 2009 regarding local tax and retributions contributes to the exponential rise of local government regulations.

Prior to 2009, under President Soeharto’s heavily centralized ‘new order’ regime, enactment of local tax regulations was governed under Law no. 18 of 1997. Despite enabling local government in creating local laws, severe restrictions apply. Central government, through the Ministry of Home Affairs with considerations from Ministry of Finance, controlled the enactment of local ordinances (Ismail, 2018). Following the reform and the first decentralization law in 1999, the law was renewed with Law no. 34 in 2000. This gives more authority to the local governments compared to the previous. However, this has not affected the growth of local regulations dramatically, let over the growth of problematic regulations.

We acknowledge that there is no single and easy measurement of local institutional quality that can reflect a good governance system at the provincial level in Indonesia. One way to do it is by utilizing the central government’s document list of attempted to be revoked local regulations. Through its ministry of Home Affairs, in 2016 the central government gathered more than 3,000 local regulations that were deemed inefficient and attempted to cancel them. Mostly the reasoning for this attempt was economic as these regulations are considered hurting the investment climate (Jefriando, 2016), which resonate with the argument of Freeland (1994). However, due to the deeply decentralized institution that allows bigger power to the local government, the central government’s effort was fruitless. In this research we interchangeably use the term ‘bad regulation’ and ‘problematic regulation’ to refer to these local regulations. We also use the term ‘weak governance’ to reflect the quality of local governance based on the number of problematic regulations.

Figure 1 shows the distribution of bad regulations at the province level divided by the number of districts. We can observe that the provinces of East Java and Central Java are among provinces with the highest number of bad regulations. Jakarta and Gorontalo, is shown as having lower count of bad regulations per district.

[image: Map of Indonesia colored to show total bad regulations by region. The color gradient ranges from yellow, indicating a high of 200+ bad regulations, to purple, indicating a low of 50.]

FIGURE 1
 Number of bad regulations per province.




3 Growth of foreign direct investment

Indonesia is one of the largest recipients of foreign direct investment (FDI) in the Southeast Asian region. In the past, FDI has been a motor of development during the Soeharto era, contributing to around 2.7–4% of GDP in the 1970s, similar to the neighboring countries of Thailand and The Philippines. However this growth stopped as the country was hit by the 1997 Asian crisis. This affected negative GDP growth for several years, until macroeconomic stability was established again in the early 2000s (Otsubo, 2015). Japan, Singapore, and South Korea contribute the larges amount of FDI measured by value (USD) between 2004 and 2010. Outside of Asia, UK and The Netherlands are listed as the major source (BPS Indonesia, 2025).

In general the growth of FDI inflow to Indonesia has been positive for over a decade, as shown in Figure 2 (left), but with a slight dip starting in 2014. Number of FDI projects has been increasing significantly with some dynamics. By 2017, the average number of FDI is around 50 projects per province. The enactment of the New Investment Law in 2007 (UU No. 25 tahun 2007) in part managed to attract a higher number of investments to the provinces. However, in terms of average FDI value per project, the size is getting smaller for the same period. Figure 2 (center) illustrates the dynamics between FDI value and number of projects between 2005 and 2017, the average FDI value per province has been declining slightly, especially starting in 2016.

[image: Three line charts showing trends in average province FDI from 2005 to 2017. Left chart: FDI in USD million, peaking in 2013. Middle chart: FDI project numbers rise sharply around 2012. Right chart: FDI per project in USD million, fluctuating with a peak around 2014. Gray areas indicate variability.]

FIGURE 2
 Growth of realized FDI to Indonesia (province average) between 2005 and 2017.




4 Data and methodology

The following section explains our research methods for answering issues stated as our problem statements in two parts. In the first part we will describe our data collection method and its descriptive statistics. Then in the second one we detailed our estimation strategy under event study design.


4.1 Data

Our regulatory data is sourced from the list of “Perda Bermasalah” (Problematic Local Regulation) provided by the Ministry of Home Affairs, which covers the period between 1951 and 2015. This dataset contains detailed information regarding local regulations that were attempted to be revoked, offering insight into the quality of governance at the subnational level in Indonesia. As mentioned above, we use the other term ‘bad regulation’ to refer to these problematic local laws. Additionally, the ministry periodically compiles this list, enabling observers to understand the changes of the local regulations over time. Total number of sub-national (provinces and districts) regulations deemed problematic in the list is 3,042, which is our bad regulation variable. The original list includes 111 of central government regulations, which we do not employ in our specifications as typically they are not nested at the local level.

Since the number of regulations at the provincial level varies significantly, primarily due to differences in the number of districts across provinces, we resort to use per district average number of local regulations. This helps to level the data and allows for a more nuanced comparison across regions, as provinces with higher numbers of districts naturally tend to have a higher number of local regulations. Figure 3 shows the growth of the number of revoked local regulations per province between 2005 and 2017. We can observe a structural break around 2010, during which the local regulation law in 2009 has been in full effect. The average number of regulations kept increasing, albeit slower, until 2014 before the central government attempted to curb them in the following year.

[image: Line graph showing the number of revoked regulations per province from 2005 to 2017. The graph indicates a steady increase from 2005, peaking around 2012, then stabilizing. Shaded area represents data variability.]

FIGURE 3
 Growth of bad regulations per province (2005–2017).


To construct our good governance variable, we rank provinces based on the number of attempted-to-be-revoked regulations, or bad local regulations, divided by the number of districts. Those with lower numbers of average bad regulations are considered as having higher quality of regulatory governance, while those with higher average are categorized as lower. We then split our data into two groups, the treated and control, accordingly.

On the dependent variable side, province level investment data is gathered from the Ministry of Investment (formerly known as BKPM). Concurrent with our regulatory data, we collect our FDI data between 2005 and 2017. The main measurement used is value of investment (calculated in current USD) and volume of FDI project (number). Based on this information we calculate the FDI value per project for each province.

Following the foundational work of Levine and Renelt (1992); see also Borensztein et al. (1998), Nguyen and Bui (2022), and Yoon et al. (2024), we complement our model with relevant control variables that explains economic growth. These are gathered mainly from Statistics of Indonesia (BPS), that includes minimum wage (in IDR thousand), population density, unemployment, secondary school participation, and health level. Except for the first two, all of the covariates are measured as a share of their respective total value. Table 1 gives information on the unit of measurement as well as the summary statistics of our data. We do not detect strict abnormalities in our data.


TABLE 1 Summary statistics.


	Variables
	Unit
	
N

	Mean
	Std. Error.
	Std. Dev.
	Min.
	Max.

 

 	Dependent variables


 	FDI value 	USD million 	442 	465.97 	52.85 	1,111.20 	0.00 	13,700


 	FDI per project 	USD million / project 	442 	23.07 	15.49 	325.68 	0.00 	6,850


 	Independent variables


 	Revoked reg. Per district 	Number of regulation 	442 	3.69 	0.15 	3.17 	0.00 	14.00


 	Minimum wage 	IDR thousand 	442 	1,168.37 	28.35 	589.20 	340 	3,648


 	Unemployment 	% of population 	442 	6.88 	0.15 	3.06 	1.48 	18.91


 	Secondary school part 	% of school age population 	442 	63.55 	0.48 	10.00 	42.62 	87.61


 	Illiteracy rate 	% of population 	442 	8.55 	0.32 	6.82 	0.24 	36.72


 	Health problem 	% of population 	442 	29.88 	0.28 	5.93 	15.49 	49.66


 	Population density 	People / sq. km. 	442 	659.62 	113.21 	2,358.67 	0.00 	15,478




 



4.2 Estimation strategy

Following data construction as described above, we proceed to estimate the effect of governance on FDI under event study estimation strategy. This approach is dubbed as an extension of difference-in-difference strategy (Clarke and Tapia-Schythe, 2021; see also Abadie, 2005; Donald and Lang, 2007; Angrist and Pischke, 2009; Miller, 2023), which has been a widely used method in impact evaluation studies across multiple disciplines (Card, 1992; Card and Krueger 1994; Angrist and Krueger, 1999; Blundell and Macurdy, 1999; Duflo, 2001; Bleakley, 2010; Hoynes et al., 2016). Event study design has a time dynamic attribute that provides better understanding of the impact of event or intervention overtime as demonstrated by MacKinlay (1997) and Gutmann et al. (2024), among others. Further application of event study that tackled the issue of different treatment time to a unit was carried out by Sun and Abraham (2021), Callaway and Sant’Anna (2021), Goodman-Bacon (2021), Callaway et al. (2024) and Nagengast and Yotov (2025).

Identification method utilizing event study has also been applied in previous research on Indonesia recently. Lukman et al. (2022) examines the impact of the new normal announcement on abnormal returns and trading volume activity of manufacturing sector stocks listed on the Indonesia Stock Exchange. Results show a significant difference in abnormal returns, indicating market reaction. Other studies in the field of finance were also carried out by Isynuwardhana and Putri (2021) and Talumewo et al. (2021). In the discipline of political economy, event study has been used to estimate the “Jokowi effect” (Nailiu, 2015). The findings indicated a significant and positive market reaction to the political change under President Joko Widodo in 2014.

Estimation strategy under event study starts with groups i and year periods t, following Miller (2023). Equation 1 describes our strategy under this design with the addition of two-way fixed effects (TWFE).



y

i
,
t


=
(

∑

j
∈
−
7
,
…
,
0
,
…
,
5



γ
j

×

D

i
,
t
−
j


)
+

α
i

+

δ
t

+

β
1


X

i
,
t


+
ε
      (1)

The output variable of this research is 
y
, which refers to the realized foreign investment (FDI) in Indonesia at the province 
i
 between time 
t
 which is from 2005 to 2017. We use two measures for 
y
; total value of FDI and FDI value per project, both are reported in current USD million. On the right hand side of the equation, the term inside the brackets denote our event study term. D refers to a binary variable where 1 is given if province i exhibits higher-than average bad regulations in the year t, otherwise 0. 

γ
j

 is a parameter bearing coefficient before event D occurred for j < 0 and after the event occurred for j > 0. 

α
i

 and 

δ
t

 are province and year fixed-effects, respectively, used to control for omitted variable bias unique to province and year event. Number of provinces employed in the dataset is at the previous 34. By 2022, this number has expanded to 38 provinces.



X

i
,
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 is a vector of control variables consisting of minimum wage (IDR thousand), secondary school participation (share of secondary school age population), unemployment rate (share of population), reported health problems (share of population), population density (people/km2), and average number of revoked regulations in a province. Lastly, 

ε

i
,
t


 is an error term.

However, the TWFE estimator is prone to inconsistency where the treatment effect is heterogeneous across groups and time. To test the robustness of our TWFE event study estimator, following (Braghieri et al., 2022) we employ alternative estimators introduced by Gardner (2022), Roth and Sant’anna (2021), and Sun and Abraham (2021).




5 Results and discussion

We first report our findings based on the standard TWFE model. Table 2 presents our baseline (Columns 1–3) as well as full specifications (Column 4). The simplest model in Column 1 employs only province fixed-effects, and in the next columns we add year fixed-effects or time trend. In all of the specifications we use FDI related data as the independent variable. Results on Panel A uses total FDI value per province, while in Panel B it is average value per project. In all columns, the total number of observations from 34 provinces stands at 442.


TABLE 2 Main estimation results.


	Variables
	Dependent variable: Foreign direct investment



	(1)
	(2)
	(3)
	(4)

 

 	Panel A: FDI value (USD million)


 	Post*treat: Provinces with weak governance 	−0.314 (0.121) 	−0.314 (0.113) 	−0.317 (0.112) 	−0.360 (0.123)


 	Observations 	442 	442 	442 	442


 	Provinces 	34 	34 	34 	34


 	Province fixed-effects 	Yes 	Yes 	Yes 	Yes


 	Year fixed-effects 	No 	No 	Yes 	Yes


 	Linear time trend 	No 	Yes 	No 	No


 	Control 	No 	No 	No 	Yes


 	Adj. R-sq. 	0.301 	0.389 	0.408 	0.494


 	Panel B: FDI value per project (USD million)


 	Post*treat: Provinces with weak governance 	−0.198 (0.094) 	−0.198 (0.094) 	−0.205 (0.092) 	−0.245 (0.100)


 	Observations 	442 	442 	442 	442


 	Provinces 	34 	34 	34 	34


 	Province fixed-effects 	Yes 	Yes 	Yes 	Yes


 	Year fixed-effects 	No 	No 	Yes 	Yes


 	Linear time trend 	No 	Yes 	No 	No


 	Control 	No 	No 	No 	Yes


 	Adj. R-sq. 	0.289 	0.292 	0.322 	0.410





This table provides information on the effect of quality of regulatory governance against FDI inflow at the Indonesian provinces. The proxy of good governance is the average number of bad regulations (Perda Bermasalah) per province. Column 1 presents results applying only province fixed-effects with Column 2 combining it with linear time trend. Column 3 applies the province and year fixed effects. Control variables included in the model in Column 4 are unemployment rate, illiteracy rate, secondary school participation, population density, reported health problem, and number of districts.
 

Our treatment variable under DID design, the 
β
 estimate in Equation 1, shows a negative and significant impact on FDI in the first two models in both Panel A and Panel B, but its effect grew larger with the addition of more variables. Average treatment effect on the realized FDI inflow for Panel A is ranging between −0.31 to −0.36, which corresponds to 26–30% decrease. The year dummies show a consistent and significant negative trend in FDI, with the coefficient becoming more negative as the years progress. This suggests a significant decline in FDI over this period, especially after 2008, likely reflecting the global financial crisis and its long-term effects. For Panel B, despite the magnitude of the estimates being smaller, results are similar. The average treatment effect is ranging between – 0.20 for the baseline, to – 0.24 for the full model incorporating control variables. For each of the specifications, results are statistically significant at least at 5% level.

In terms of coefficient of determinations, the models generally show good explanatory power, with adjusted R-squared values at around 50% for the full specification (Column 4) in Panel A and at 40% for Panel B. This result suggests that the main and control variables considered in the models explain a substantial portion of the variation in FDI.

We further our analysis by controlling for several provinces characteristics. Table 3 presents the average treatment effects of three specifications. Column 1 investigates the effect of poor regulatory governance system on FDI inflow for samples from Non-Java region. Excluding the mostly industrialized Java region from the observation is important as Java provinces have huge economic and demographic endowment that might absorb the negative impact of poor regulatory governance. The estimation for Panel A returns a much larger negative and significant result at −0.47, which corresponds to a staggering 37% drop in FDI inflow compared to the control. Estimation in Panel B returns the same negative tendency. This suggests that the FDI consequences of bad governance is more severe in the less developed regions such as those outside of Java.


TABLE 3 Additional estimation results.


	Variables
	Dependent variable: Foreign direct investment



	Non-Java
	Non-SAR
	Non-Res.



	(1)
	(2)
	(3)

 

 	Panel A: FDI value (USD million)


 	Post*treat: Provinces with weak governance 	−0.472 (0.152) 	−0.335 (0.130) 	−0.272 (0.128)


 	Observations 	340 	366 	337


 	Provinces 	34 	29 	34


 	Province fixed-effects 	Yes 	Yes 	Yes


 	Year fixed-effects 	Yes 	Yes 	Yes


 	Control 	Yes 	Yes 	Yes


 	Adj. R-sq. 	0.542 	0.465 	0.417


 	Panel B: FDI value per project (USD million)


 	Post*treat: Provinces with weak governance 	−0.314 (0.128) 	−0.241 (0.109) 	−0.171 (0.102)


 	Observations 	340 	366 	337


 	Provinces 	34 	29 	34


 	Province fixed-effects 	Yes 	Yes 	Yes


 	Year fixed-effects 	Yes 	Yes 	Yes


 	Control 	Yes 	Yes 	Yes


 	Adj. R-sq. 	0.390 	0.374 	0.430





This table provides information on the effect of quality of regulatory governance against FDI inflow at the province level in Indonesia. Following results in Table 2. The proxy of good governance is the average number of bad regulations (Perda Bermasalah) per province. Column 1 presents results applying the control variables and both province and year fixed-effects for non-Java samples. Column 2 and 3 show results excluding five special autonomous regions (Jakarta, Yogyakarta, Aceh, Papua, and Papua Barat) and resource rich provinces, respectively.
 

Column 2 and 3 in Table 3 shows results for the non Special Autonomous Regions (SAR) and non-resource rich provinces, respectively. For the first specification, the magnitude of the coefficient for Panel A and Panel B are slightly smaller than results in Table 2. This small difference captures the differences in the system of governance between the SAR and non-SAR provinces, with the latter suggesting a better effect on investment. Meanwhile, results in Column 3 show smaller effects at −0.27 for Panel A and −0.17 for Panel B, suggesting that some of the negative effects of governance are caused by provinces’ resource endowment.

The Adjusted R-squared of between 0.42 and 0.54 in Panel A indicates that the model moderately explains the variation in provinces’ FDI inflows, while results for Panel B yields smaller, but still at moderate level, coefficients of determination.

In the next step, we check our generalized DID design beyond the 2 by 2 dimension, applying the event study design as laid out in Equation 1. Doing this allows us to observe time-varying differences between the pre-treatment period and the post. Figure 4 presents the graphical results based on the full specification in Table 2. We can see the negative results on total FDI value persist in the period after the change of governance quality at the province level compared to the pre period. The sign of the coefficients are relatively unchanged at least 7 years after the change of governance. We observe similar event study results using per project FDI value (Figure 5), where the post periods are also showing significantly negative coefficients for the same number of years with Figure 4.

[image: Event study graph showing the average treatment effect of log FDI value over time. The x-axis represents time periods from -4 to 7, and the y-axis measures the effect, ranging from -3 to 2. Blue dots with error bars indicate the treatment effect for each period, with most effects clustering around zero. A vertical dashed line marks the event at time zero.]

FIGURE 4
 Impact of weak governance on FDI (total value, current USD). The outcome variable is the Log FDI value, measured in USD. The time variable is ranging from the year when political decentralization starts in 2005 until 2017. The treatment group is provinces with lowest quality of governance, measured in the number of bad regulations. Treatment period is year 0 which corresponds to the year of local tax law introduction in 2009. Conversely the control group is provinces with the lowest number of bad regulations. The bars with blue color represent 95% confidence intervals. Standard errors are clustered at the province level.


[image: Graph titled "Event study result (TWFE): Log FDI value / project" showing average treatment effects on the y-axis and time periods on the x-axis. It features nine blue data points with error bars, centered around the x-axis and symmetrically distributed around zero.]

FIGURE 5
 Impact of weak governance on FDI (value per project, current USD). The outcome variable is the Log FDI value per project, measured in USD. The time variable is ranging from the year when political decentralization starts in 2005 until 2017. The treatment group is provinces with lowest quality of governance, measured in the number of bad regulations. Treatment period is year 0 which corresponds to the year of local tax law introduction in 2009. Conversely the control group is provinces with the lowest number of bad regulations. The bars with blue color represent 95% confidence intervals. Standard errors are clustered at the province level.


One important feature of the event study method is the ability to check for pre-treatment trends. This helps validate the parallel trends assumption, which is critical for obtaining unbiased estimates (Clarke and Tapia-Schythe, 2021). Through plotting the coefficients for each year before the event, we can visually and statistically assess whether treated and control groups followed similar paths prior to the intervention. Both Figures 4, 5 show similar visual results that the pre-event coefficients are much closer to zero and are statistically not significant, which means that there are no differences between the treatment and the control, compared to the post-event one.

The above results suggest that there has been a significant drop in foreign investment rate after the introduction of local tax law in 2009, the event which contributed to the increasing number of bad regulations. Weak governance system is argued to be the underlying cause of the problem according to institutionalist perspectives (Kaufmann et al., 2000). In Indonesia where economic decision making was deeply decentralized starting in 2005, the system of regulatory governance has been inconsistent across places. The promise of efficient public service delivery (Oates, 1999; Tiebout, 1961; Wallis and Oates, 1988), therefore, has not been true in this case. To further prove that this phenomenon is caused by a weak system of governance and not due to other interference affecting the level of foreign investment, we test our model using domestic direct investment (DDI) data. Figure 6 illustrates the result, where we can observe a similar trend in at least 2 years of the post-event period. Like in the previous figure, the pre-event coefficients are statistically insignificant.

[image: Line graph titled "Event study result (TWFE): Log DDI value per project" showing average treatment effect over time. Data points range from -4 to 6 on the x-axis, with y-values between -3 and 2. Error bars indicate variability.]

FIGURE 6
 Impact of weak governance on DDI (value per project, current IDR). The outcome variable is the Log DDI value, measured in million IDR. The time variable is ranging from the year when political decentralization starts in 2005 until 2017. The treatment group is provinces with lowest quality of governance, measured in the number of bad regulations. Treatment period is year 0 which corresponds to the year of local tax law introduction in 2009. Conversely the control group is provinces with the lowest number of bad regulations. The bars with blue color represent 95% confidence intervals. Standard errors are clustered at the province level.


In order to check the validity of our findings, we perform alternative approaches to the TWFE. Recently developed event study estimators by Gardner (2022), Roth and Sant’anna (2021), and Sun and Abraham (2021) are employed. Results are shown in Figure 7, with the original TWFE estimator on the top left. In the three alternatives we see quite similar results where the post-event coefficients are significantly lower than the pre periods and the signs are consistently negative. Although differences exist they are not departing largely from the TWFE model, in the case of Garner two-stage method for example, the result is not significant at year six and eight.

[image: Four-panel plot showing point estimates and 95% confidence intervals across different methods: TWFE, Gardner (2021), Roth and Sant'Anna (2021), and Sun and Abraham (2020). The x-axis represents event time, and the y-axis represents point estimates, ranging from -1.0 to 0.5. Methods are distinguished by color and pattern, with variations in estimates and confidence intervals across methods.]

FIGURE 7
 Robustness test under different estimation methods. The outcome variable is the Log DDI value per project, measured in million USD. The time variable is ranging from the year when political decentralization starts in 2005 until 2017. The treatment group is provinces with lowest quality of governance, measured in the number of bad regulations. Treatment period is year 0 which corresponds to the year of local tax law introduction in 2009. Conversely the control group is provinces with the lowest number of bad regulations. The bars with blue color represent 95% confidence intervals. Standard errors are clustered at the province level.


The weakness of the local regulations in Indonesia and how it affects economic performances, including those related to the governance of local regulations, has been consistent with a number of studies (Hidayat et al., 2025; McCulloch and Malesky, 2011; Wiryawan and Otchia, 2022). In the case of local regulations, lack of systematic public involvement in the policy making process seems to have significant effects. Our specification allows us to identify quality of regulatory governance based on the average number of bad regulations. Although this does not indicate levels of public involvement and how it affects the quality of local regulations, the contemporary theory of governance suggests a positive relationship (Cheema and Rondinelli, 2007). Local community participation in Indonesia, which is mostly restricted or controlled, often comes in the late stage as pointed out by Chowdhury and Afriansyah (2016) in the case of environmental impact assessment regulation. More often than not, public participation in the formulation of local regulation is a mere formality. This results in poor public involvement in local decision making. The situation could then be connected to the lack of transparency and accountability, features that are utmost important in building good governance, in public decision making in decentralized Indonesia. Thus, the absence of good regulatory governance system would only result in bad local ordinances.

Public involvement and participation in the formulation of local regulations in Indonesia are addressed under Law No. 12 of 2011, which regulates the mechanisms for creating legislation at all levels. However, the law lacks clear and robust provisions to support systematic public engagement, leaving room for ambiguous interpretation. The law further stated that the participatory mechanisms is to be addressed separately, which we deem insufficient to warrant strong public involvement. As a result, public participation in the drafting of local regulations, especially at the sub-national level, remains weak. Despite being a general issue in Indonesia, the problem merits more attention at the local level as previously analyzed by Ramage (2007), Nusantara et al. (2022), and Wajdy et al. (2025). The problem could also be linked to other directly related local governance issues such as corruption (Ngatikoh et al., 2020) and nepotism (Simanihuruk and Sihombing, 2019). In the bigger sense, our findings align with the concern of Prud’homme (1995) and Tanzi (2002), among others, regarding the problems of decentralization of public affairs.

Finally, we find that negative economic impact caused by weak governance is also determined by level of development and resource endowment. First, this is reflected in the larger coefficient when we exclude the Java regions (Table 3). Investment in the non-Java region is less abundant and so it is more competitive. Provinces with fewer problematic regulations are gaining more investment. Secondly, the impact of a weak governance system is less apparent in the non-resource rich provinces, as the coefficient is smaller although still significant at 10% level. Based on the result we can also argue that some of the governance issues are linked to natural resource endowment. Investment in these provinces are more sensitive to policy change, and conversely less resource rich provinces seem to attract less-sensitive investment, possibly those working in the more labor-intensive sectors. On the other hand, the regulatory governance in the resource rich regions are prone to elite capture that may have contributed to the poor result.

We realize that there is no simple way of resolving this governance issue. This has been a growing complex issue that there seems to be no way out. The central government’s attempt of recentralization by issuing the new decentralization, law no. 23 in 2014, is barely enough and does not touch the underlying problem of local accountability (Lewis, 2023). Our proposition is to strengthen the local governance system, which has been either neglected or weakly implemented. Systematic public involvement in the policy making process would provide strong input that would increase the quality of regulations issued. However, this unfortunately will also have to rely on good political will of the local governments in Indonesia, which is still lacking.

In the broader context, our findings underscore the importance of establishing a robust system of good governance, aligning with the perspectives of new institutionalist theorists. The persistent issues of poor accountability and weak public participation reflect the concerns raised by good governance scholars such as Cheema and Rondinelli (2007) and Sen (2014). Furthermore, our research highlights the shortcomings of decentralization policies and their implementation. Although decentralization is theoretically intended to enhance the efficiency of local governments (Oates, 1999), in practice, it has often resulted in the proliferation of problematic local regulations. This later proved to affect investment growth, in contrast to the positive but modest effect argued by previous scholars (Martinez-Vazquez and McNab, 1997; Martinez-Vazquez and McNab, 2003; Blöchliger and Rabesona, 2009).



6 Conclusion

This research aims to investigate the nexus between the process of governance and FDI in Indonesia between 2005 and 2017. We argue that weak governance systems at the local level, which manifested in the form of poor local regulations, contribute to the issue. Our baseline estimation finds that despite increasing FDI inflow in general, provinces with higher bad regulations are lagging behind in the long run compared to the control group. The coefficient effect is significant at −0.31, which corresponds to 100*EXP(−0.31) = −26% drop in foreign investment. We further find that the coefficients are larger for the non-Java regions, suggesting that level of development has a substantial effect in less industrialized provinces, and are less pronounced in the non-resource rich provinces. Results are robust under alternative estimation methods, as well as when using domestic direct investment data.

The finding echoes a number of earlier studies on the impact of decentralization and local governance in Indonesia. These regulatory issues have, in turn, hindered investment growth, contradicting earlier claims of its general positive impact. We address the issue of weak local governance to the lack of public involvement in the policymaking process. Poor design of decentralization has been one of the underlying problems that has not been adequately addressed by the new decentralization law in 2014, to which we also argue that recentralization attempt would not be the ultimate solution. Improving the quality of governance requires the involvement of multiple stakeholders, but most importantly the participation of the public. In our case, systematic public involvement in the drafting of local regulations could provide a check and balance that might lessen its negative effects on investment. This requires good political will of the local government.
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