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Background
• International trade and investment policy have undergone 

fundamental change in Indonesia over the past two 
decades. Significant trade liberalization began in 1986 and 
since 1994 Indonesia has significantly reduced its import 
tariffs;

• Parallel to international trade reform were reforms in the 
treatment of foreign investment, started first with the 
introduction of the national laws on foreign investment (UU 
PMA) in 1966 and on domestic investment (UU PMDN) in 
1967, marking the beginning of opening gradually sectors 
for private investment, and followed recently by the 
introduction of new investment law replacing the 1966 and 
1967 laws.

• The results:
– Net FDI inflows into Indonesia increased steadily (Figure 1)
– Total trade increased steadily (Figure 2)



Figure 1: Growth of Net FDI Inflows to Indonesia, 1984-2006 (as a percentage of GDP) 
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Figure 2: Growth in Indonesian External Trade (total trade as a percentage of GDP), 1993-2006 
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• Research Problem

The impact of international trade and investment policy reforms on the Indonesian 
economy, focusing on economic growth and development of domestic manufac-
turing industry has been studied extensively enough. However, the implication of 
these reforms on the growth of SMEs in Indonesia remains an under-researched 
area 

• Research Questions

1. How international trade and investment policy reforms affect local 
SMEs?

2. Has growth of exports of SMEs accelerated since the reforms?
3. Does investment liberalization generate more subcontracting between local

SMEs and FDI?

• Research Methodology

1.In-depth literature survey on the effects of macroeconomic policies, especially  
international trade and investment, on SMEs.

2.Secondary data analysis on the performance of SMEs
3.Primary data analysis: in-depth interviews and FGD; case: Tegal metalworking

industry. 



Literature Review 

1) International Trade Reform
Hypothesis: 

international trade liberalization that increase foreign competition in domestic market will hurt 
inefficient or uncompetitive SMEs, while benefit other efficient or competitive SMEs, or push 
inefficient firms to become efficient ones (measured by: an increase in average plant size 
among SMEs)

General Findings:
- does not necessary lead to the increase in efficiency (plant size) (at least in the short-run)
- the number of SMEs increases
- only larger firms are actively involved in export activities
- SMEs in urban areas appear to be the most vulnerable to cheap imports than those in rural 

areas
- trade reforms affect SMEs through two channels: output market (competition with import) and 

input markets (cheaper raw materials) 
- not enough evidence on the death of local SMEs because of increasing imports.

2) Investment Liberalization
Hypothesis:

Investment liberalization that increase competition from FDI will hurt inefficient or uncompetitive 
SMEs (“competition effects”), while benefit other efficient or competitive SMEs (e.g. 
subcontracting; “complementary effects”).

General Findings:
- limited evidence on the role of MNC/FDI as a growth source for local SMEs
- no-evidence on the death of local SMEs because of FDI
- in most developing countries subcontracting arrangements between local SMEs and MNCs are 

weak



• Key Policy Lessons from the Literature Survey

1) Protection instead of open market policies may actually contribute to 
abuse of local market power and, by insulating SMEs from 
competition, makes them less able to penetrate foreign markets or 
to develop improvements in technology, productivity and efficiency. 
However, given the fact that the majority of SMEs in Indonesia are 
not yet ready to compete, trade liberalization should be 
accompanied with special designed SMEs development schemes to 
improve their competitiveness though capacity building.

2) Trade policy reform may have unintended negative side effects on 
SMEs. This requires thus a careful design of a trade policy reform. 

3) Investment liberalization should also be accompanied by special 
designed SMEs development schemes to support capacity building 
in the enterprises. This will make the local SMEs able if not to 
compete, to cooperate with FDI through subcontracting 
arrangements. Subcontracting is one way through which local SMEs
can gain benefits from investment liberalization and the presence of 
FDI in particular. Consequently, this requires government measures 
(including fiscal incentives) to promote subcontracting linkages. 



Effects of the Reforms on SMEs 

 

- The number of SMEs kept growing (Figure 3) 

 
Figure 3: Growth in Unit of SME and LEs, 1997-2006 
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-the GDP share of SMEs is always above 50 per cent, so, the ratio of SMEs to LEs in GDP contribution is

always above one (Figure 4 ).  

Figure 4: Ratio of SMEs to LEs in GDP Contribution, 2000-2006 

1

1.05

1.1

1.15

1.2

1.25

1.3

1.35

2000 2001 2002 2003 2004 2005 2006
 

-  



The output growth of SEs and MEs increased (Figure 5) 

Figure 5: Output Growth Rates of SEs, MEs and LEs, 2001-2006 (%) 
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-SMEs’ contribution to the annual GDP growth is higher than that of LEs (Figure 6) 

         
Figure 6: GDP growth contribution by size of firms, 2003-2006 (%) 
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-although their export increases on average per year, their share in total non-oil and 
gas exports is still very low (Figure 7) 
 

Figure 7: SMEs’ Contribution to Total Export Value, 2000-2006 (%) 
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• The Case Study of Tegal Metalworking Industry

-.Tegal metalworking industry is a good example of the importance of FDI for 
the development of local SMEs through subcontracting production linkages 
in Indonesia. 

- Tegal is among few areas in Indonesia with a long history of development in 
the metalworking industry clusters. 

- There are around 2,811 metal workshops in the district, or about 10% of the 
total number of local enterprises in non-farm sectors with seven sentra, or 
groups of geographic agglomerations of metal enterprises producing the 
same metal products 

- Most of the metal workshops rely on the same basic metalworking
technologies, e.g. casting, cutting, bending, drilling or stamping depending 
on product, machining, welding, and finishing (painting or electronic plating 
depending on product, and assembly). 

-there are several large foreign affiliate companies which subcontracted work to 
Tegal metal workshops, including PT Komatsu Indonesia Tbk, PT. Daihatsu, 
and some divisions of the Astra Group such as PT. Sanwa and PT. 
Katshusiro. 



Important findings:

- some workshops out of business for different reasons, e.g. could not 
compete with other more efficient/productive workshops or imported 
goods, lack of money cash, and difficulties in the procurement of raw 
materials.

-Only workshops with good management and which have enough 
capital and skills and are in capacity to produce competitive 
products or those who have subcontracting with LEs can survive in 
the long-run. 

-imported cheap products from China have become a serious 
challenge for Tegal workshops to survive. They are now facing 
heavier competition from imported automotive components and 
other products similar to their own products. Some producers even 
have lost a great part of their domestic market shares to cheaper 
items from China. 

- FDI companies are important as their presence gives more 
opportunities of backward linkages through subcontracting to local 
companies and thus help the locals to upgrade their technological 
capabilities and hence to improve their performance. However, only 
few workshops are able to be as local subcontractors.



-

- However, FDI companies also tend to globalize 
their procurement and supply chain 
management through global or cross sourcing 
strategy. Consequently, this brings local 
companies into severe competition vis-à-vis 
global suppliers. 

- the international trade liberalization has 
benefited the cluster mainly in the form of 
cheaper inputs as a direct consequence of 
lower import tariffs and elimination of 
quantitative constraints. However, they had 
have experienced several times difficulties in 
the procurement of scrap as their main raw 
material as export of this item has also been 
liberalized since the 1980s.   



- Not only the retail market but also the subcontracting links are under 
pressure by the rise of China as a regional competitor in metal 
manufacturing. As more assembly is done in China, it becomes 
more efficient to produce components closer to the place of 
assembly

- They are more concerned on trade liberalization than investment 
liberalization for three main reasons:

1) foreign trade reform affects directly their procurement of raw 
materials;

2) they do not see direct effects of investment liberalization. Even,   
they do   not see the difference between the current investment 
environment and, say, 20 years ago. For them, the serious threats 
are coming from imported products, not from FDI producing similar 
items. 

3) only for those who are subcontractors for KI may see some 
benefits from investment liberalization. But the chance to become 
suppliers to KI is fully determined by their readiness to become
qualified subcontractors (as already explained in the above case
study), not by investment liberalization, and, unfortunately, many 
producers in the cluster could not meet the requirements. 



• For most of the producers, public interventions such as 
development of infrastructure, easy access to bank credits, 
monetary stability (e.g. low inflation and interest rates and stable 
exchange rate), and bureaucratic reform, especially in dealing 
with business permits, and direct supports such as training and 
market information give more direct benefits than trade and 
investment policies. Or, as they argued, they need trade and 
investment reforms in accompanied with such public interventions
and direct supports. 

• They have one important experience related to the case of P.T. 
Kubota Indonesia, which can show a kind of uncoordinated 
investment and trade policies. P.T Kubota Indonesia, a subsidiary 
of a Japanese, was among many other FDI-based companies 
which came to Indonesia as a result of investment liberalization
efforts during the New Order era and started in 1981 
subcontracting in Tegal. Suddenly, the last quarter of 1980s, the 
government allowed build-up diesel engines from China (Dong 
Feng) to enter the Indonesian market with its market price only 
about 50%-60% of the domestically assembled Kubota diesel 
engines. Consequently, Kubota saw a significant decline in it 
domestic market, and hence its subcontractors in Tegal also 
experienced badly. 



Policy Recommendations

• trade and investment liberalization should be 
accompanied by special designed SMEs
development schemes to support long-term capacity 
building in the enterprises. 

• trade reform policies should be carefully designed to 
prevent liberalizing export of unprocessed 
commodities which are the SMEs’ key raw materials or 
inputs leading to the shortage of these items in local 
market which will reduce the SMEs’ production 
capability.

• To make local SMEs able to gain benefits from 
investment liberalization through subcontracting, the 
government should focus on three areas: (i) to improve 
SME’s capacity for investment and absorption of 
advanced technology; (ii) to create friendly business 
environment, and (iii) to improve institutional 
coordination among different departments, especially 
coordination at the local level (regional government).



• The government should be more aggressive in 
socializing through many channels (e.g. 
electronic, newspapers, press releases, and 
gathering) new coming policies or regulations in 
advance before their implementation to all local 
SMEs. At the same time, the government should 
give the best solutions for local SMEs in 
particular sectors in order to minimize the 
possible negative effects or to maximize the 
positive effects of such new policies or 
regulations. In addition, SMEs represented by 
e.g. SMEs associations or NGOs should be 
more actively involved in the preparation and 
formulation of economic policies (e.g. trade and 
investment) that will affect them directly or 
indirectly.



• Remaining questions (future research)

1. This study shows that SMEs’ export increased on average per 
year, though not significantly accelerated. 

-do other factors than trade policy play more important role in 
determining SMEs’ export?

-what government measures are needed from the SMEs’
perspective to enlarge the positive effect of trade reform on SME’s
export activities?

2. During the study, there are some indications (in news papers) that 
some SME clusters started to shake caused by increasing 
imported goods from China.

-how serious is the threat of imported goods to local SMEs? 
-how do they cope with such threat (what strategies they have 

adopted)?
-does government have special measures to reduce such threat?
-what measures are needed from the SMEs’ perspective?



3. This study is based on one cluster (Tegal). More clusters (in 
other industries) need to be studied to answer the following 
questions: 
- has investment liberalization/or elimination of “local  content”
regulation stimulated or, on the contrary, weakened 
subcontracting practices in Indonesia?
- is there any inconsistency between existing investment law 
and subcontracting law in practice?
- is there any concrete evidence in line with the public fear 
that the expansion of FDI will destroy many local SMEs?
- how do the local SME cope (what strategy) with such threat?


