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Abstract

In this article we investigate the factors affecting levels and growth of incomes in rural Indonesia following the crisis of 1997-1998. In particular,
we investigate the relative roles of nonfarm incomes and productivity improvements achieved via changes in crops versus improvements on the
same crops on income dynamics. Framing the article in the context of an optimal labor allocation model, relying on unique household panel data
from Central Sulawesi, and using advanced panel econometric methods, we find that local innovations related to the adoption and intensification
of new cash crop varieties, more specifically the shift from coffee to cocoa production, can explain a substantial part of the observed post-crisis
developments. Causal estimates of the effect of growing cocoa suggest that households were on average able to achieve about 14% higher income
levels during the post-crisis period compared to the planting of other crops, most notably coffee. Also, our results demonstrate the importance of
engagement in nonfarm activities for household income growth. Comparative analyses using a nationally representative survey suggest that similar

processes are at play in other parts of Indonesia.
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Keywords: Crop choice; Income diversification; Nonfarm sector; Rural development; Indonesia

1. Introduction

In the years 1997-1998 Indonesia experienced a major eco-
nomic, financial, and political crisis. Within one year real GDP
per capita fell by about 15% and real wages in the urban for-
mal sector declined by 40% in 1998 (Frankenberg et al., 2003).
Although urban areas were hit hardest during the crisis in eco-
nomic terms, rural areas, which represent approximately 60% of
the population and 80% of the poor in Indonesia, were severely
affected too. Moreover, droughts and fires associated with El
Nifio in 1997-1998 depressed agricultural output in many parts
of the country and thereby exacerbated the situation of rural
households. Since then the recovery of the Indonesian econ-
omy has been comparatively stable with annual GDP growth
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rates of about 5% between 1999 and 2011. Poverty rates at
the national level declined substantially from 24.2% to 12.5%
between 1998 and 2011 and in rural Indonesia from 25.7% to
16.6% (BPS, 2011).

However, despite poverty in Indonesia concentrated largely
in rural areas, little is known about the underlying factors that
determine rural incomes and that have contributed to the ob-
served income growth in the post-crisis period.

Clearly, agricultural output and household incomes in In-
donesia are likely to have increased as a result of forest con-
version and land use changes related to the planting of rubber
or palm oil across the country (Dewi et al., 2005; Sunderlin
et al., 2001). However, no empirical study currently exists that
investigates to what extent increases in agricultural productiv-
ity, in contrast to increases in the area under cultivation, have
contributed to the observed growth in agricultural incomes. Im-
provement in agricultural productivity has been found to be
crucial to raise rural incomes in many other parts of the world
(Datt and Ravallian, 1998a; Dercon et al., 2009; Fan et al.,
2008). However, nearly all of these studies have focused on
the analysis of the impact of large public interventions such
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as cash transfer programs, provision of infrastructure, land ti-
tling policies or the provision of improved seeds on improve-
ments in agricultural productivity, and the resulting growth in
incomes.

In contrast to these studies, and given the absence of large
public interventions in rural areas in the post-crisis period, we
focus our analysis on the impact of local innovation, more pre-
cisely the shift of cropping patterns among cash crops, as an
explanatory factor for the observed income growth in rural In-
donesia. For our analysis we analyze the large restructuring
efforts across Indonesian rural households to switch from cof-
fee to cocoa production. Coffee had been Indonesia’s major
export crop until the mid 1980s. However, due to falling world
market prices for coffee during the 1990s it had progressively
been replaced by cocoa in many areas of the country. As a
consequence, by the early 2000s Indonesia has become the sec-
ond largest cocoa producer in the world after Céte d’ Ivoire
(FAOSTAT, 2011).

Furthermore, we investigate whether income growth has
been influenced by more longer term trends away from agri-
culture. Particularly, engagement in high-productivity, nona-
gricultural activities has been found to be conducive toward
income growth, especially in the presence of poor physical
infrastructure and human capital constraints (Datt and Raval-
lion, 1998b; Lanjouw and Lanjouw, 2001; Micevska and Rahut,
2008; Ravallion and Datt, 2002).

This article’s principal objective is to therefore examine the
sources of income growth in rural Indonesia. Notably, the fol-
lowing research questions are of paramount interest to us: (a)
What have been the main sources of observed income growth in
the post-crisis period in rural Indonesia? (b) What has been the
relative importance of productivity improvements of the same
crops versus shifts to more lucrative crops in explaining agri-
cultural productivity improvements? (c) How has income diver-
sification, in particular into the nonagricultural sector, helped
households to increase incomes?

Several contributions set this article apart from others in
the literature. First, we use a unique data set based on a
household panel survey (STORMA) collected at three different
points in time (2001, 2004, 2006). To the best of our knowl-
edge these are the most detailed surveys conducted to investi-
gate the livelihoods of rural households in Indonesia. Second,
this article is the first to investigate panel-based household in-
come dynamics related to cropping patterns and the role of
income diversification for Indonesia. In particular, the panel
structure allows us to address endogeneity issues so that we
are able to derive causal estimates for our key variables of
interest.

Controlling for endogeneity issues and using a large set of
control variables, our analysis reveals that household incomes
increased substantially in the post-crisis period. We show that
the growth in household incomes can be primarily attributed to
increases in the value of agricultural production (both in terms
of output and yields), which is caused largely by shifts in crop-
ping patterns related to cash crop production, namely the switch

from coffee to cocoa, and much less to an increase in the effi-
ciency of agricultural production for a particular crop; poorer
households have particularly benefited from these increases in
agricultural self-employment incomes. In addition, in the con-
text of the nationwide economic recovery, the growth in agricul-
tural incomes was complemented by steady increases in nona-
gricultural incomes, which have become the principal source of
income for a rising number of households, with richer house-
holds benefiting particularly from these opportunities. These
results seem to be robust to different econometric specifica-
tions. Furthermore, when comparing our results to SUSENAS
we obtain very similar findings when extending our analysis to
all of rural Indonesia.

2. Background

Most rural households in Indonesia are engaged in small-
scale farming activities deriving a substantial share of their
income from the cultivation of subsistence crops such as
rice and cash crops. However, the cropping pattern has
changed significantly over time due to government interven-
tions, trade patterns, and world market prices (Rosegrant et al.,
1998).

In the 1960s and 1970s, Indonesia’s primary focus was
to become self-sufficient on rice, which was finally achieved
in the mid 1980s. To accomplish this objective the govern-
ment provided farmers with new rice varieties and substantial
subsidies on agricultural input factors that aimed at increas-
ing the production of rice. In addition, the producer price of
rice was controlled to ensure attractive conditions to produc-
ers and stable prices for consumers (Timmer, 2007). Since the
end of the 1970s Indonesia has complemented its rice policy
by promoting the adoption and intensification of cash crops
such as rubber, sugar, coffee, tea, and particularly palm oil
in order to increase earnings from nonoil exports (Barbier,
1989).

Since the mid 1980s Indonesia experienced strong growth
in the production of its major cash crops. Similarly, the area
under cultivation has significantly increased over this period
mostly due to deforestation (Sunderlin et al., 2001). One of
the most important cash crops over the last three decades has
been coffee. In the mid 1980s coffee was the main export crop
from Indonesia. Only in the late 1980s coffee was gradually
replaced by palm oil and rubber as major export crop of the
country. In the wake of the economic crisis in 1997/1998,
which coincided with a substantial decline in world coffee
prices, farmers started to either plant cocoa on new plots or
to gradually switch from coffee production into the produc-
tion of cocoa (Sunderlin et al., 2001). While the ratio of co-
coa to coffee exports, in volume (tons), value (US$), and area
under cultivation was about 1/10 in 1986 and 2/5 in 1996, co-
coa has replaced coffee as the third major export crop by the
early 2000s (FAOSTAT, 2011). At the same time Indonesia has
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become the world’s second largest producer of cocoa after Cote
d’Ivoire.

Therefore, in contrast to experience from other main coffee
exporting countries such as Uganda (Bussolo et al., 2007; Hill,
2010), rural households in Indonesia did not only respond to
the coffee price shock of the late 1990s by replacing old coffee
trees with new coffee trees, as observed in Uganda, but as well
by starting to produce and intensifying the production of cocoa.
One reason for the ready adoption of cocoa was the already
prevailing knowledge on cocoa production and its distribution
channels in some areas of the countries so that the widely docu-
mented risk of adopting new crop varieties (Ashraf et al., 2009;
Coxhead et al., 2002; Dercon, 1996; Fafchamps, 1992) was
mitigated by already existing experience in other parts of the
country.

Interestingly, despite the importance of income from agri-
culture (including wage or self-employment related to the pro-
duction of subsistence and cash crops) for the majority of rural
households, no study currently exists that evaluates the impor-
tance of agricultural income and its different sources on the
observed income growth in rural areas over recent years. In
contrast, several descriptive studies recently emerged that ana-
lyze the role of the nonagricultural sector on incomes of rural
Indonesian households (Dewi et al., 2005; Gibson and Olivia,
2010; Suryahadi et al., 2009; World Bank, 2006). Consistent
with findings from Latin American (Lanjouw and Lanjouw,
2001) and various Southeast Asian countries (Cherdchuchai
and Otsuka, 2006; Estudillo et al., 2006; Nargis and Hossain,
2006) these studies confirm the growing importance of nona-
gricultural activities as an income source for rural households.
Moreover, most of these studies point to a common set of obsta-
cles for the development of nonagricultural activities related to
poor infrastructure such as poor roads or unstable power supply.
However, all of these studies only present descriptive evidence
on the importance of nonfarm activities and therefore need to
be interpreted with caution.

In this article we will examine the respective roles of crop
switching, productivity improvements on existing crops, and
nonfarm incomes on rural income growth in Indonesia. By us-
ing panel data and explicitly controlling for endogeneity, we
are able to move beyond the existing more descriptive analy-
ses. Before presenting our econometric strategy, we will briefly
present our theoretical framework that guides the empirical
analysis.

3. Theoretical model
3.1. The farm household’s decision problem

In this section we provide a theoretical framework that de-
scribes the farm household’s optimal labor and land allocation
to various income generating activities. To do so, we extend
the approach used by Jolliffe (2004) and define the household’s

resource allocation problem as:'

L n}axF UI{L(X/'L[) - (ZLu.t)v Eu Ya(La‘tv Fk,t(Pk,tfl)v Xra 8(1,[)}5
airsZaasFra

a=as,aw,ns,nw k=F, fc,

subject to: L(X4) = Y La.  Lq >0,

F=Y F=F, (1)

where the farm household maximizes utility U in period ¢ as a
sum of leisure (L(X}, ;) — (¥ L,,)) and restricted profit (income
less expenditures on variable inputs Z, i.e., X£,Y,) in the same
period. Profits are derived via engagement in any of the four
activities: agricultural self-employment (as), agricultural wage
employment (aw), nonfarm self-employment (ns), and nonfarm
wage employment (nw). Corresponding profit functions are as-
sumed to have positive and nonincreasing marginal returns to
labor. Profits in each activity are a function of household labor
supply, L,, allocated to activity a, household demographic and
endowment variables such as education, household assets, ac-
cess to infrastructure or markets, X, relative output prices, P.
The farmer’s choice of the crop to be planted enters the model
through the land use variable F, which is a function of lagged
crop prices. In our setting, total land is constrained at the farm
level, so farmers cannot increase production via the extensive
margins; an assumption that is confirmed below empirically.
The household allocates a fixed part of its land to annual crops
(7) for food security reasons, and can allocate the remaining
land to either coffee (f) or cocoa (c) production. Cash crop
prices are assumed to be exogenous (de Janvry et al., 1991).
Total household labor supply is determined by demographic
characteristics, Xj, of the household and can be used partly or
fully for economic production. &, are random shocks to pro-
duction such as extreme weather events or crop diseases.

In the case of perfectly functioning labor markets, Eq. (1)
would result in an allocation of household farm labor that
equates the marginal product of all four activities to the exoge-
nously determined market wage. As has been shown in many
studies (e.g., Benjamin, 1992; Jolliffe, 2004; Udry, 1996), such
well-functioning labor markets are rarely found in developing
countries.

When facing incomplete labor markets, de Janvry et al.
(1991) show that household labor supply is allocated such that
the marginal products of labor are equated to an endogenously
determined shadow wage, w;:

aya.t(La,t, Fk,t(Pk,tfl)a X, Sa,t) o
9L,

wy. (2a)

! Jolliffe (2004) uses a similar model to distinguish between direct and indi-
rect effects of education on farm household profitability. In his cross-sectional
Ghanaian data set he examines farm households’ allocation of labor into two
sectors (farm vs. nonfarm).

2 See Coxhead et al. (2002) for a model where land area to be planted is a key
choice variable.
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Similarly, land markets also are not functioning well, which
is due to uncertainties about tenure and incomplete sales and
rental markets.> Thus, analogously to the allocation of labor in
Eq. (2a), we posit that land is allocated among the cash crops
such that the marginal product of land equals an endogenously
determined shadow rental value, r;:

8Ya,t(La,lv Fk,l(Pk,lfl)v Xt» 8(1.1) =rls. (2b)
oFy,

The optimal allocation of household labor and farm land is
then given by:*

LZ,I = LH(XI’ Pk.l*l? F’ ELII,[)’ (33)

Ff = Fu(Xy, Poyor, FLepry). (3b)

Thus, both sector choice and farm land allocation depend
on expected prices for the current period, for which lagged
output prices are likely to be the best prediction.’> They can
therefore serve as potential identifying instruments for dy-
namic labor allocation and land use decisions. In addition,
access to markets (contained in the Xs) may also serve as
instruments identifying the labor allocation equation. Substi-
tuting Egs. (3a) and (3b) into the respective profit functions, we
obtain:

Ya,t = Y(Lz(Xls Pt F’ 8La,t)»
F]:i[(xtv Pk,tfla F? ng.I)s th ga,t)' (4)

Adding up individual profit functions for each activity into a
single household profit function gives:

Y, = Y(LZ(XN Pk,tfla F? ELat)s
F]j(Xt’ Pk,tth’ng,t)’ vagt)' (5)

Thus the optimal labor and land allocation to the four sectors
and different types of cash crop production, which itself is
endogenously driven, will determine incomes in a given period.
This equation will therefore guide our econometric specification
below where we will use IV estimation to estimate this model.

4. Data and setting

The data come from three household surveys generated as
part of the so-called STORMA (STabilityOf Rainforest MAr-
gins) research project and conducted in the second half of 2001,

3 See Grimm and Klasen (2009) for a discussion of land tenure systems and
markets in the study area in Indonesia.

4 Note that X; includes X, the composition of the household. If household
composition has an impact on sector choice, then this provides evidence for
incomplete labor markets, as the separability condition between consumption
and production decisions of the rural household does no longer hold (Benjamin,
1992).

5 See, for example, Arnberg and Hansen (2012) on the relevance of past prices
for land allocation decisions.

2004, and 2006 in the rural areas of the province of Central
Sulawesi (CS). Compared to most other provinces in Indone-
sia, CS has a relatively low GDP per capita, which is partly
attributable to its low level of urbanization and industrializa-
tion. During the economic crisis of 1998 the province was hit
hard but was not as seriously affected as most other provinces
(Ravallion and Lokshin, 2007). CS itself is largely agrarian,
based on traditional farming methods and terraced slopes. Most
production comes from owner-cultivation on small farms with
an average size of two hectares. The main staple crop in the area
is rice while the main cash crop in the 1990s was coffee. At the
end of the 1990s, due to the decline of world coffee prices, the
majority of rural households began switching to the production
of cocoa.

The study area comprises about 110 villages in four subdis-
tricts (kecamatan). Out of these 110 villages 12 were chosen
randomly for the inclusion into the household surveys. The
sample size in each village was determined with respect to
the share of the village population in the overall population.®
In 2001, 294 households in 12 villages were interviewed. Of
those, 258 households were interviewed in the 2004 round. In
the 2006 round, 271 of the original 294 households could be
reinterviewed. Since we are primarily interested in income dy-
namics, we restrict the analysis to those households that were
interviewed in all three rounds, which gives a total number of
257 households per round.” The surveys themselves provide
detailed information on agricultural and nonagricultural activ-
ities, demographic status, asset and land holdings, and further
socio-economic household and individual characteristics.

An important geographic feature of the study area is its close
proximity to the rain forest area of the Lore Lindu National Park.
Although enforcement of the borders of the park is occasionally
difficult in practice, little deforestation of rain forest areas was
observed in the study area during that time period (Schwarze
et al., 2009). This circumstance provides us with the empirical
advantage that our causal estimates will not be confounded
by income effects that result from economies of scale in the
production process due to the increase in the land area used for
agricultural production.

4.1. Variables of interest

As already discussed in the theoretical framework, we distin-
guish between four types of income sources following Barrett
and Aboud (2001) who classify income sources according to
sectors (agriculture and nonagriculture) and employment status
(wage and self-employment). Concerning the construction of a
measure of agricultural self-employment income, we add the
implicit income from subsistence production imputed at local

6 A detailed description of the sampling procedure is provided in Zeller et al.
(2002).

7 The comparison of characteristics between households that could not be
interviewed again and those that remained in the sample between the first and
third round showed that no statistically significant differences exist.
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prices to the value of crops and animal products marketed in
the last year. From the total value of agricultural production,
we subtract the costs of seed, fertilizer, livestock, repairs of
machinery, hired labor, and the like. Agricultural and nona-
gricultural wage incomes include payments in kind, while non-
agricultural self-employed income is net of business costs, such
as expenditures on raw materials, energy, hired labor, and equip-
ment maintenance. Based on the proposed sector classification
we subsequently utilize four dummy indicator variables, agri-
cultural self-employment (AS), agricultural wage employment
(AW), nonfarm self-employment (NS), and nonfarm wage em-
ployment (NW), which take the value 1 if a household is en-
gaged in the particular sector.

The level of education of a household can be measured and in-
corporated in different ways. Since cultural factors in Indonesia
often lead to the situation that the oldest person in the house-
hold will be considered the head, we follow Basu et al. (2001)
to take the highest educational level of an adult in working age
as the educational information most relevant for a household.

In most studies, the area of land a household owns is included
in the analysis. Instead we use the area of arable land a house-
hold uses for agricultural production since this is the relevant
measure for land being an input into the household’s production
process. Moreover, the arable land variable excludes the area
dedicated to the housing plot of the household since this land
cannot be used for agricultural production. Consistent with the
theoretical model and the empirics below, a fixed amount of
land is set aside for food production consisting mainly of rice.
The remaining area of agricultural land is used for cash crop
production. A portion of that is devoted to the production of
cocoa with the remainder of the cash crop land being used for
coffee production. Both, the total agricultural area and the cocoa
variables are meant to capture the ability of households to di-
versify into more economically rewarding agricultural activities
compared to subsistence agriculture.®

Clearly, the wealth of households determines their ability to
invest, to obtain access to the formal credit market, and to partic-
ipate in high-productivity nonagricultural activities. We include
the value of assets a household owns as a proxy for household
wealth. The variable comprises productive, consumer, and fi-
nancial assets. Taking sample size limitations into account we
decided to focus on this aggregate measure instead of incorpo-
rating asset variables for each of the three components.

In our empirical analysis we further control for locational
characteristics. Ease of access to infrastructure and proximity
to markets is proxied by travel time of households to the next
paved road. Given the hilly terrain of the region and the some-
times poor condition of roads, mileage is not an appropriate
measure. Instead we rely on time measured in minutes. In line
with arecent study from Dercon et al. (2009) who find a positive
causal effect of improvements in access to roads and agricultural

8 In the multivariate analysis the inclusion of the area of agriculturally suitable
land has in this context the additional role to control for mere size effects in the
cocoa and coffee variables.

extension services on consumption growth in rural Ethiopia we
include a control variable that indicates whether a household
was visited by an extension officer during the year preceding
the survey. However, in contrast to Dercon et al. (2009) we do
not observe any major expansion in road networks, changes in
the quality of roads, or an expansion in agricultural extension
services. Since travel time to the next paved road and access to
extension services remains rather constant over time we do not
expect these variables to be responsible for the observed growth
in incomes over time. Furthermore, we control for whether a
household has access to electricity or not. Interregional dispar-
ities are captured by grouping villages into the four subdistricts
(kecamatan) they belong to and using kecamatan-fixed effects.”

4.2. Descriptive analysis

In 2001, the first year of our panel data, recovery from the
crisis of 1997-1998 was already under way in rural Sulawesi.
Furthermore, income growth continued substantially between
2001 and 2006 as depicted in Table 1. While in 2001 monthly
per capita household income was at 94,303 Rupiah, it increased
about 25% to 118,786 Rupiah in real terms in 2006. Nonethe-
less, income growth was not continuous during this period.
From 2001 to 2004 households’ per capita income stagnated,
mainly attributable to a fall in both agricultural self-employed
and agricultural wage incomes due to a restructuring of farm
activities. In the context of the economic crisis and strong de-
clines in world coffee prices in the late 1990s, households in
the STORMA region gradually switched their main cash crop
production from coffee to cocoa. In 2004 households were still
in the middle of this transformation process.

In particular, cocoa trees had not reached full maturity for
production in most cases. Consequently, income from agricul-
tural self-employment and agricultural wage labor fell from
2001 to 2004. After 2004 agricultural production increased sig-
nificantly and in 2006 both agricultural self-employment and
agricultural wage incomes show peak values for the whole study
period.

By 2006, the shift to cocoa appears to have been highly
rewarding for rural households. As Table 2 shows, house-
holds harvest more physical output per area (kg/are)'® with
cocoa compared to coffee, while at the same time mean
farm gate prices per kg of cocoa are clearly above those for
coffee. These two things together lead to cocoa yields (in
value terms) that are on average about 90% above those from
coffee.!’ Moreover, Table 2 demonstrates that increases in real
incomes from cocoa between 2001 and 2006 are both due to
increases in area under cultivation and output per are. In 2001,

9 A detailed overview on the definition and coding of variables is provided in
Table A1 in the Appendix.

10 An are comprises 100 square meters, i.e., 100 ares make up one hectare.

! The true difference in terms of outputs is likely to be even larger since only
productive coffee plants were still left on the plots, while cocoa plants were
sometimes not yet ready for full production.
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Table 1
Summary statistics (Means) on STORMA households

STORMA ‘01 STORMA ‘04 STORMA ‘06

Household size 5.41 5.19 4.56
(1.99) (1.95) (1.93)
Age of HH head 43.8 46.5 48.1
(14.0) (14.1) (13.5)
Sex of HH head 0.95 0.93 0.91
0.21) (0.26) (0.29)
Dependency ratio 0.70 0.75 0.74
(0.58) (0.60) (0.70)
Number of men 1.51 1.44 1.37
(1.10) (1.13) (0.87)
Years of schooling of 6.77 6.79 6.78
HH head (3.36) (3.37) (3.36)
Max. years of schooling 8.67 8.66 8.44
of an HH member 2.87) (2.89) (2.87)
Total per-capita income 94,303 92,428 118,786
(105,645) (130,487) (122,930)
Agricultural self-employed 59,804 52,280 67,611
income, per capita (68,448) (77,219) (80,681)
Agricultural wage income, 8,318 4,949 8,308
p.c. (16,924) (11,309) (18,467)
Nonagricultural self- 10,779 11,823 19,488
employed income, p.c. (64,004) (39,854) (67,931)
Nonagricultural wage 15,401 23,376 22,395
income, p.c. (46,222) (101,487) (63,563)
Gini Index (income, p.c.) 0.49 0.54 0.48
Area owned (are) 202.00 195.22 208.38
(213.94) (204.07) (203.05)
Area cocoa (are) 50.57 77.21 81.50
(77.01) (113.58) (102.21)
Area coffee (are) 42.30 19.55 13.88
(75.94) (50.22) (37.40)
Access to electricity 0.65 0.65 0.71
(0.48) (0.48) (0.45)
Distance to paved road 0.94 0.85 0.73
(hours) (2.76) (2.65) (2.46)
Access to agricultural 0.34 0.39 0.25
extension service (0.48) (0.49) (0.25)
Expenditures on fertilizer/ 12,288 12,542 9,998
pesticides (24,072) (36,434) (19,474)
Share of rice fields without 0.57 0.57 0.57
irrigation (0.63) (0.63) (0.63)
Share of rice fields with 0.32 0.32 0.32
simple or semitechnical (0.46) (0.46) (0.46)
irrigation
Share of rice fields with 0.11 0.11 0.11
technical irrigation (0.32) (0.32) (0.32)
Value of assets 2,540,766 2,711,764 4,014,757
(6,793,056) (10,000,000) (8,533,662)
Value of livestock 1,375,301 1,331,491 1,259,397
(2,571,215) (5,738,906) (2,491,986)
N 257 257 257

Note: All monetary values are real in Indonesian Rupiahs with base year 2001
and use regional CPIs provided by BPS. Incomes are monthly. Standard devia-
tions in parentheses. Local land units are measured in are. One are is equal to
100 m?.

116 out of the 257 households were engaged in cocoa cultiva-
tion while in 2006 already 175 households derived agricultural
self-employed income from cocoa. Accordingly, the average
area of agricultural land devoted to cocoa cultivation increased

by about 60%. In addition, it is important to note that the growth
in the area of cocoa mirrors the reduction in the area devoted
to coffee production. Hence, we do not observe much change
in the average area devoted to the production of cash crops or
in the total area of arable land. Accordingly, we observe no
difference in the area devoted to rice, which is the main peren-
nial crop in the study area. Furthermore, output of cocoa per
are increased due to the circumstance that more cocoa trees
reached its production stage. While price effects partly explain
the increase in income from cocoa in the period 2001-2004, the
price difference of cocoa between 2001 and 2006 is rather small
and therefore does not explain much of the observed increase
in cocoa income, an issue we investigate in more detail later.
The analysis mentioned above considers a very heteroge-
neous population of farmers. In order to be able to better assess
to what extent productivity (output per are) and price effects
in combination with the shift of cropping patterns has actually
the potential of increasing incomes of farmers we re-investigate
some of the points mentioned above by focusing exclusively on
the sample of coffee farmers in 2001 (N = 97). Although coffee
farmers are a relatively rich group, this approach yields the ad-
vantage that we compare the same households over time in order
to avoid sample selection effects coming from new household
with potentially very different characteristic entering the ana-
lyzed production process. Out of these 97 households 38 grew
coffee in 2001 and 2006 while 58 households were engaged
in cocoa cultivation in both periods. Results from Table 3 (see
bottom panel) largely confirm our statements made. Increases
in the productivity in coffee (14.3%) have outweighed negative
price effects by about 7 percentage points. In contrast to cof-
fee, growing cocoa was even more beneficial, both in terms of
productivity (increase of 125%) and prices (increase of 6%). In
comparison to coffee, cocoa yields about 168% higher income
per are in 2006 of which about 70% is due to productivity dif-
ferences (output per are). In addition, from Table 3 one can see
that coffee farmers have on average converted approximately
15% of their cash crop area (only considering coffee and co-
coa) to cocoa production. In the hypothetical case of a pure
coffee farmer (only grows coffee as a cash crop) this average
conversion of 15% of the area from coffee to cocoa would have
increased his cash crop income by 25% (15% of 168%).
However, one has to bear in mind that the analysis from
Tables 2 and 3 is likely to greatly overestimate the impact of
improved agricultural productivity between the two years in the
two crops. In the case of cocoa, much of the increase in yields
is, as discussed, due to the fact that households planted these
cocoa trees in the early 2000s and they only started to yield
the returns by the third round in 2006. Similarly, it is likely
that the much reduced acreage in coffee was now concentrated
on the most productive plots so that the increase in yields is
actually not primarily due to increases in agricultural produc-
tivity. Moreover, this development seems not to be caused by
improvements in the agricultural production technology. As
shown in Table 1 the values of all three of our proxies (share
of rice fields with technical irrigation systems, expenditures on



S. Klasen et al./ Agricultural Economics 44 (2013) 349-364 355

Table 2
Cocoa and coffee production
STORMA 01 # Of obs. STORMA ‘04 # Of obs. STORMA ‘06 # Of obs.
Cocoa
Output (kg/are) 2.30 116 2.33 133 3.65 175
Price (per kg) 5,000 116 6,254 133 5,307 175
Yield (IDR/are) 9,777 116 14,454 133 18,978 175
Area cocoa (are) 50.57 257 77.21 257 81.50 257
Coffee
Output (kg/are) 1.68 97 1.33 61 2.40 46
Price (per kg) 4,500 97 2,779 61 4,189 46
Yield (IDR/are) 6,500 97 3,475 61 9,553 46
Area coffee (are) 42.30 257 19.55 257 13.88 257

Note: Monetary values are real Indonesian Rupiahs (IDR) with base year 2001 and use the provincial CPI for Palu provided by BPS. Output, price, and yields are
median values per year based on all farmers active in the particular crop. Local land units are measured in are. One are is equal to 100 m?.

Table 3
Decomposition of output, price, and shift effects among coffee farmers (N =
97; period 2001-2006)

Income Area Output Price
(IDR) (are) (kglare) (kg) # Of obs.
Coffee ‘01 71,563 111,7 0.14 4,500 38
Coffee ‘06 43,063 72,8 0.16 (P1) 4,190 (p1) 38
Cocoa ‘01 42,292 91.0 0.16 5,000 58
Cocoa ‘06 132,100 129.9 0.35 (P2) 5,307 (p2) 58
Predicted income
gain (%) # Of obs.
Output effect in coffee ("01-06) 14.3 38
Output effect in cocoa ("01-°06) 125.0 58
Output differential (cocoa/coffee) in ‘06 110.7 -
Price effect in coffee (C01-°06) —6.9 38
Price effect in cocoa ("01-°06) 6.0 58
Price differential (cocoa/coffee) in ‘06 26.7 -
Shift effect (from coffee to cocoa,06) = 167.9 -

[(p2 x P2)/(pl x P1)] -1

Note: Reported statistics are median values except area variables. All statistics
are calculated conditional of being a coffee farmer in 2001. Statistics related to
coffee (cocoa) are calculated for those households that were engaged in 2001
and 2006 in coffee (cocoa) production. Output and income values are monthly.
The shift effect represents the average monetary production differential of cocoa
over coffee per unit of land for the year 2006. It consists of the productivity
differential between cocoa and coffee in terms of physical output per unit
of land and the price differential per kg between cocoa and coffee. Positive
(negative) values in the shift effect indicate that cocoa is more (less) beneficial
in monetary terms than coffee per unit of land. The shifting effect shows the
average expected benefit a farmer can achieve by converting one unit of land
from coffee to cocoa.

fertilizer/pesticides, and access to agricultural extension ser-
vices) remain largely unchanged over the entire period. Thus
this descriptive evidence suggests that the primary driver of in-
come growth for farmers with perennial crops was due to the
shift to cocoa.

A closer look at the composition of incomes from agricultural
self-employment reveals that rural households derive incomes
mainly from crops with a minor part coming from other sources

Table 4
Agricultural diversification: mean incomes of self-employment
Sector STORMA ‘01 STORMA ‘04 STORMA ‘06
Livestock 4,321 3,658 4,980
Gathering 10,599 4,200 2,919
Cropping 44272 46,145 59,712
Annual crops 21,641 18,459 25,948
Perennial Crops 22,631 27,685 33,764
Cocoa 13,126 24,031 28,186
Coffee 5,384 1,748 2,877
N 257 257 257

All values are monthly in per-capita terms and real Indonesian Rupiahs with
base year 2001. Provincial CPIs for Palu were provided by BPS.

like livestock and gathering.'?> Moreover, households derive in-
comes from perennial and annual crops rather equally. While the
income from annual crops, like rice and maize, reflects house-
hold preferences for food security, it becomes clear from Table 4
that particularly the growth in incomes from perennial crops
helps in explaining the growth of agricultural self-employment
income with cocoa constituting about 85% of perennial crop
income in 2004 and 2006 (2001: 58%).

In contrast to agricultural incomes, nonagricultural incomes
do not seem to have been affected much by the shift from coffee
to cocoa and grew steadily in accordance with the growing
national economy of the post-crisis period. As shown in Table 1
nonagricultural self-employed income nearly doubled between
2001 and 2006 and nonagricultural wage income increased by
about 50% in the same period. In this context, nonagricultural
income has become the principal income source for several
households in the region. The income source transition matrix
in Table 5 shows that the number of households who receive
more than half of their income from nonagricultural activities
rose from 41 to 54 between 2001 and 2006. Meanwhile, the

12 The decline in incomes from gathering follows from the improvement in
economic conditions. Gathering forest products like rattan is time-intensive and
dangerous. It is only done by households in times of greatest needs.
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Table 5
Income sector transition matrix
STORMA 2006
Agric. Self- Agricultural Nonfarm
employed Wage Self-employed Nonfarm Wage Mixed
Starting # Of # Of # Of #0Of # Of # Of
STORMA 2001 income obs. obs. Income obs. Income obs. Income obs. Income obs.
Agricultural self-employed 86,993 180 104,845 135 65,992 14 198,022 12 180,752 12 87,955 7
Agricultural wage 51,554 30 76,603 17 60,450 5 423,417 1 81,924 4 72,583 3
Nonfarm self-employed 178,477 15 153,616 6 0 243,471 4 142,350 5 0
Nonfarm wage 129,681 26 72,397 8 35,164 1 224,819 2 239,930 13 87,608 2
Mixed 163,616 6 120,554 4 0 195,338 1 0 72,661 1
257 102,585 170 63,065 20 220,927 20 186,104 34 83,178 13

Note: Incomes are monthly, real Indonesian Rupiahs with base year 2001 and provincial CPI for Palu. Households are grouped into sectors according to its principal
activity (more than 50% of income from this sector). Households who do not earn income of more than 50% in of the four sectors are grouped into the mixed category.

number of households that generate most of their income from
agriculture decreased from 210 to 190.'3

Engagement in nonagricultural activities is associated with
higher incomes. Table 5 shows that already in 2001 house-
holds with mainly nonagricultural self-employed incomes were
best off, followed by nonagricultural wage, agricultural self-
employed and agricultural wage households. Moreover, the in-
come gap between nonagricultural and agricultural households
widened in the post-crisis period, when nonagricultural self-
employment incomes of households rose by 23.8%, nonagri-
cultural wage incomes by 43.5%, agricultural self-employment
incomes by 18.1%, and agricultural wage incomes by 16.6%.

Although engagement in nonagricultural activities seems to
be highly rewarding as it is associated with rising incomes
of rural households, gaining access to high-productivity nona-
gricultural income sources strongly depends on a household’s
income and wealth situation. Dividing the households into quin-
tiles based on their 2001 per capita incomes, Table 6 shows that
particularly households situated in the upper two quintiles re-
ceive incomes from nonagricultural sources. While the number
of households engaged in some sort of nonagricultural activ-
ity increased across quintiles from 2001 to 2006, the share of
income derived from these sources is much higher for richer
households and only increased for households in the richest
three quintiles. In contrast, among poorer households the share
of nonagricultural incomes fell, and most of their income growth
is based on agricultural self-employment. Thus, the principal
source of income growth observed between 2001 and 2006
differs between initially poorer and richer households. Income
growth among poor households can be primarily attributed to
increases in agricultural self-employed income due to increases
in crop output, shifting cultivation patterns, and favorable price
developments. Richer households in addition seem to have ben-
efited from strong increases in nonagricultural incomes.

13 Nonagricultural self-employment in the STORMA region consists mainly
of small trading shops, restaurants (warung), and small-scale handicrafts. Wage
employment in the nonagricultural sector is available in terms of work in the
construction and public sector.

Table 6
Income quintile statistics

Quintile 1 Quintile 2 Quintile 3 Quintile 4 Quintile 5

2001

Aw. total 13,136 39,449 66,681 107,536 246,845
per-capita
income 01

Share agricultural 0.21 0.20 0.16 0.11 0.05
wage (AW) 01

Share agricultural 0.69 0.61 0.73 0.70 0.62
self (AS) 01

Share nonfarm 0.04 0.11 0.08 0.16 0.21
wage (NW) 01

Share nonfarm 0.06 0.09 0.03 0.03 0.12
self (NS) 01

# Households in 24 26 27 22 13
AW 01

# Households in 48 47 51 49 47
AS 01

# Households in 5 7 8 14 20
NW 01

# Households in 3 7 5 5 15
NS 01

2006

Aw. total 23,750 50,892 75,457 128,978 317,569
per-capita
income 06

Share AW 06 0.14 0.15 0.17 0.11 0.02

Share AS 06 0.77 0.69 0.64 0.65 0.50

Share NW 06 0.08 0.08 0.11 0.13 0.27

Share NS 06 0.04 0.04 0.07 0.11 0.21

# Households in 21 23 28 18 5
AW 06

# Households in 50 49 46 51 49
AS 06

# Households in 9 9 15 13 22
NW 06

# Households in 3 6 9 12 20
NS 06

N 52 52 51 51 51

Note: Incomes are monthly, real Indonesian Rupiahs with base year 2001 and
provincial CPI for Palu. Quintile 1 refers to the poorest quintile.
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5. Econometric specification and results
5.1. Determinants of labor allocation and cash crop choice

From the above-mentioned theoretical model we can derive
our empirical estimations. In a first step we will analyze the de-
terminants of households’ labor allocation and cash crop choice
by estimating Eqs. (3a) and (3b) where we argued that lagged
prices and specific household characteristics such as distance
to markets will affect labor allocation and crop choice. In the
case of nonfarm self-employment we make use of an important
geographical feature of our study area. All study villages are sit-
uated in one of the two valleys (Palolo and Kulawi valley) which
extend up to 200 km south of the provincial capital Palu. Both
valleys are connected with paved roads to Palu and for each of
the villages Palu is by far the nearest city in the area. Palu itself
comprises roughly 250,000 inhabitants and contains the main
port in CS, which is used to import commodities (durables) and
to export cocoa and coffee primarily to the United States. The
distance to Palu matters for rural households mainly in that Palu
offers a variety of nonagricultural employment opportunities.
Therefore, households residing closer to the provincial capital
are more likely to find or start nonagricultural activities. Thus,
distance to Palu proxies the strength of spill-over effects from
urban to rural areas. As found in Suryahadi et al. (2009) such
spill-over effects are most likely to occur in the rural service
sector, which in our case is part of the nonagricultural sector.

We therefore suggest that this variable is an important driver
of nonfarm self-employment. Once we control for asset pos-
session, education, demographic, and location characteristics,
as well as sector choice in our income regressions later, we
do not expect that distance to Palu (measured in travel time)
exercises any direct influence on household incomes so that it
should indeed be suitable as an instrument for the endogenously
determined sector choice decision.'*

With respect to our cash crop variables, following Eqs. (3a)
and (3b), we use the lagged village level prices of cocoa and
coffee as drivers of cash crop choice. Obviously, the decision
to grow cocoa depends on the price of cocoa as well as on the
price differential between cocoa and coffee. We also believe
that the prices of these two crops can reasonably be assumed
to be exogenous to the households in our study region since
production of these crops in Central Sulawesi is too small to
have an effect on the world market price of these products; thus
they would also be suitable instruments (see later). Although
we have household level data on farm gate prices for cocoa
and coffee we instrument by the village level price in order to
reduce the presence of measurement error in the price data.

Columns (1) to (4) of Table 7 show the determinants of par-
ticipation in any of the four sectors. Nonfarm self-employment

14 Furthermore, it is noteworthy that in our case distance to Palu varies on the
household level since households usually first need to reach the nearest paved
road (which varies from household to household even within a village) in order
to get to the main road to Palu.

is higher when past cocoa prices were low and when a house-
hold lives closer to the metropolitan area of Palu. Both nonfarm
self- and wage-employment are positively related to the house-
hold’s access to electricity. More educated households are more
likely to engage in a well-paying nonfarm wage job and less
likely to work for agricultural wage. Thus, as to be expected,
a mix of constraints (low cash crop prices) and opportunities
(short distance to Palu, electricity access, education) promote
nonfarm self-employment and wage employment. Households
are more likely to be active in agricultural self-employment if
the household is headed by a man and if it has access to ex-
tension services. Households that are employed in agricultural
wage jobs tend to be younger, less educated, own less farm land
and other assets, and reside closer to Palu.

Columns (5) and (6) of Table 7 show the determinants of the
area allocated to cocoa and coffee, the two principal cash crop
options for STORMA households. Households tend to cultivate
cocoa if the household head is relatively young and male, if
fewer dependents live in the household, and if the household
is well-endowed with land. The decision to opt for a certain
crop is, as expected, strongly dependent on lagged prices of the
crop. Interestingly, both lagged cocoa and coffee prices have
a very similar absolute marginal effect on their respective area
planted. Yet, the much higher coefficient for lagged area owned
in the case of cocoa suggests that this is the more lucrative cash
crop.

5.2. Determinants of income levels and income growth

Having investigated the household’s decision problem, we
can turn to the primary focus of this article, which is to inves-
tigate the impact of agricultural production, in particular the
decision to opt for a certain cash crop, and of the engagement
in nonagricultural activities, on income levels and the income
growth in the post-crisis period. To achieve this we adopt a
regression framework derived from Eq. (5) in the theoretical
model, in which we control for other factors that might deter-
mine incomes in the region and consider sector and crop choice
to be endogenous. In the empirical specification, we proceed,
however, in two steps and first consider a model where the en-
dogeneity of sector and crop choice is not controlled for, before
expli