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1. Background

Trade and foreign direct investment (FDI) are essential instruments for economic
growth. Theoretically, the combination of the Solow growth model, Cobb-Douglas production
function, and Harrod-Domar model show that trade and investment are the primary sources of
economic growth. Trade allows all countries to consume cheaper goods and services from other
countries based on their comparative advantage. FDI promotes technological transfer as well
as human capital and institutional improvement from developed to developing countries.
Developing countries typically face a savings—investment gap, whereas FDI inflows allow
them to receive technological transfer from developed countries. This transfer stimulates both
human capital and institutional improvement in developing countries.*

As trade and investment are the major sources of economic growth, Indonesia must
remain on track by continuing the process of globalisation and openness. The openness
experienced by Indonesia, particularly in the 1990s, has benefited its development in the last
few decades. Globalisation and an open economy create economic benefits in the form of
economic growth and welfare. However, economic globalisation entails costs, as trade
increases competition for domestic producers and workers. Globalisation creates trade with
other countries, but implies loss for non-competitive domestic producers because their products
have to compete with imported products.

Trade liberalisation at bilateral, regional, and multilateral fora increases trade creation
with the countries involved in the agreements (Viner, 1950; Verico, 2017; Mattoo, Mulabdic,
and Ruta, 2019). Trade creation allows Indonesia to export its products to other countries, but
increases import products from other countries. Increasing imports is immediate and classified
as the cost of liberalisation. Increasing exports requires supply-side improvement, which takes
longer than increasing imports from the demand side.

Stiglitz (2007) showed that globalisation creates costs in the short run and benefits in
the medium to long run. Nevertheless, the short-run cost is always less than the long-run

benefit, and several empirical studies have supported this statement.?

! According to the neo-classical model of economic growth, FDI only affects economic growth if it positively
affects technology permanently (de Mello, 1997).

2 For instance, the cost of 50% tariff elimination in the United States (US) was around 4% of the resulting
total gains (Baldwin, Multti, and Richardson, 1980). Workers bore 90% of this cost while employers bore the
remaining 10%. Trade liberalisation in textiles, steel, and the automotive industry led to an estimated
economic cost of around 1.5% of its total gain (de Melo and Tarr, 1992). The removal of subsidies and tariffs in
the British footwear industry led to a low estimated cost of 0.5%-1.5% of total liberalisation gains (Takacs and
Winters, 1991).



Economic theory and empirical results have shown that globalisation yields positive
net benefits, but policymakers have to mitigate the short-run costs. The biggest challenge for
Indonesia in continuing its globalisation process is finding the balance between the long-run
net benefits of globalisation and managing the adverse effects in the short run. In a democratic
Indonesia, this has political implications. Thus, like many other countries, Indonesia has to
balance the political economy of the long-term benefits of globalisation and the short-term
negative impact of the continued globalisation.

This paper has two primary objectives: firstly, to understand the globalisation trends in
Indonesia — both in trade and investment liberalisation — over the last four decades, from the
period before the reform era until now. Section three discusses the factors behind Indonesia’s
process of globalisation. An understanding of these underlying factors is essential to see how
Indonesia needs to deal with globalisation factors in the short term to bring it to the next stage
of development and structural transformation. Section four provides an overview of
Indonesia’s recent trade policy and globalisation, followed by a description of the underlying
phenomenon in the different periods of globalisation. It also details the government’s trade and
investment policies, including forms of protection.

The second objective is to understand the impact of globalisation on Indonesia’s
economy in order to provide the longer-term case for economic globalisation. Section five
focuses on the impacts of trade liberalisation on growth, productivity, labour, poverty,
inequality, small and medium-sized enterprises (SMEs), and tourism. Section six focuses on
the impact of investment liberalisation on economic growth, technological transfer, and

progress. The last section provides conclusions and policy recommendations.

2. Trends of Globalisation in Indonesia
2.1. Trade Liberalisation in Indonesia

The legal basis of the international trade and investment regime was established through
international commitments and domestic laws and regulations. Indonesia was a member of the
General Agreement on Tariffs and Trade (GATT) from 24 February 1950, and participated in
the Uruguay Round of multilateral trade negotiations, which saw the creation of the World
Trade Organization (WTQO) in 1995. It also ratified WTO commitments in its national
legislation in 1994, including laws related to the use of trade remedies and the setting up of the

necessary institutions.



In addition to the WTO, Indonesia was a founding member of the Asia-Pacific
Economic Cooperation (APEC), and the host of the 1994 APEC meeting which created the
Bogor Goals for free trade and investment flows in the Asia-Pacific region no later than 2010
for developed economies and 2020 for developing economies. Indonesia announced a number
of critical reforms, especially removing restrictions on foreign investment, such as allowing
100% foreign ownership and linking it to export orientation. The APEC principles support the
elimination of trade restrictions, voluntary liberalisation, and non-exclusive regionalism; and
have provided benefits for member economies (Seng et al., 2002). The Bogor Goals were the
forerunner of the proposed Free Trade Area of the Asia Pacific.

Indonesia experienced several periods of liberalisation as part of its globalisation
process to integrate with the world economy. The beginning of the New Order® brought a series
of reforms such as FDI liberalisation, the removal of foreign exchange restrictions, and tariff
rationalisation. In subsequent years and during the oil boom years, the import substitution
industrialisation strategy resulted in high tariffs, quantitative restrictions, and high effective
rates of protection (ERP). However, the decline in oil prices in the mid-1980s and the need to
reduce dependence on oil affected some bold deregulatory policies in Indonesia. Notably, the
6 May Policy Package issued in 1986 abolished many tariff levels; and corrupt customs were
replaced by SGS, a Swiss surveyor company. In 2007, the foreign and domestic investment
law was merged and managed by the Indonesian Investment Coordinating Board (BKPM) and
showed much improvement.

Empirically, based on the World Bank’s World Development Indicators, Indonesia’s
tariff rates (applied and most favoured nation) declined from an average of 15% in the 1990s
to an average of 2% of applied and 6% of most favoured nation weighted tariffs in 2018 (World
Bank, 2019).

In 1992, Indonesia agreed to the Association of Southeast Asian Nations (ASEAN) Free
Trade Area (AFTA), which set intra-ASEAN tariff rates at zero. The AFTA involved two
stages of implementation: the Common Effective Preferential Tariff for the ASEAN Six
(Brunei Darussalam, Indonesia, Malaysia, the Philippines, Singapore, and Thailand) in 2010;

and its extension to the remaining ASEAN Four (Cambodia, the Lao People’s Democratic

3 After the collapse of the economy and under the New Order era of President Suharto, the technocrats in
government recognised the need to attract foreign investment to lift Indonesia out of its economic crisis and
introduced Indonesia’s first foreign investment law No. 1/1967, which adopted an ‘open door policy’, as
well as a parallel Domestic Investment Law in 1968.



Republic, Myanmar, and Viet Nam) in 2015.* Since then, Indonesia has applied a 0% tariff for
all ASEAN members (Common Effective Preferential Tariff).

In 1995, Indonesia committed to implementing tariff deregulation, which was followed
by a series of reforms due to commitments under the WTO. Indonesia complied with its WTO
commitments in terms of import tariffs not exceeding its bound tariffs. It also fulfilled several
other commitments, such as eliminating local content regulations. Studies have shown that
global economic liberalisation in trade and investment contributed to a positive and significant
effect on the economic growth of the member states of the WTO (Ying, Chang, and Lee, 2014).

In terms of regional cooperation, Indonesia is one of ASEAN’s founding members. It
IS very active in the deepening and widening of ASEAN economic integration, starting with
AFTA in 1992 and the broader and deeper ASEAN Economic Community in 2003. Indonesia
was also active in the formation of the ASEAN Economic Community Blueprint in 2006 and
the development of free trade agreements (FTAs) between ASEAN and China; the Republic of
Korea (henceforth, Korea); Japan; Australia and New Zealand; and India. ASEAN is like
‘battleground training’ for Indonesia before facing global trade competition.

Indonesia only has two major bilateral agreements: (i) the Indonesia—Japan Economic
Partnership Agreement, completed and signed in 2006; and (ii) the Indonesia—Pakistan
Preferential Trade Agreement, signed and in effect since September 2013. Several bilateral
trade negotiations with major partners such as the European Union, Korea, Australia, and Chile,
were started around 2008-2009 but stopped due to the global financial crisis and the retreat
from the openness that occurred from 2012.

Besides tariff reductions, non-tariff measures (NTMs) were deregulated, and the
number of items covered by such barriers fell by 15 percentage points from 31% to around
16% (Wymenga, 1991). Indonesia’s liberalisation of trade and investment policies was
basically shaped by various rounds of international agreements of which Indonesia was a

participant or chair, leading to a further series of unilateral liberalisations in Indonesia.’

41n 2016, ASEAN began the implementation of the ASEAN Economic Community, the longest period of
the liberalisation process from trade to investment. Based on the model of the European Union’s regional
economic integration, the process of integration began with the Free Trade Area (1957-1967), followed by
the Customs Union or Economic Community (1967-1987), the Common Market (1987-1993), the Single
Monetary Union (1993-1999), and the Single Currency (1999-2002). The longest period was the Customs
Union (20 years).

® Liberalisation in Indonesia often required dealing with ‘patron—client relationships’ amongst members of
former President Suharto’s inner circle, who owned certain monopolies and private establishments backed
by formal regulations (Pangestu, Rahardja, and Ing, 2015).



The most obvious example was Indonesia’s ‘Timor’ national car, where a joint venture
with Kia and President Suharto’s son was given the privilege of duty-free imports of
‘completely knocked down’ vehicles. This was in contrast to the conditions for existing
automotive companies, which could only import ‘knocked down’ cars and assemble them in
Indonesia with relatively high tariffs. Japan, supported by the United States (US) and the
European Union, brought this case to the WTQO’s dispute settlement mechanism. It was one of
the first cases to be brought to the mechanism and the first for Indonesia. Indonesia lost the
case because the policy violated the most fundamental principle in the GATT/WTO - non-
discrimination.

Another phenomenon that affects the liberalisation and reform of countries such as
Indonesia is ‘competitive liberalisation’, where countries open up trade and investment as their
competitor countries liberalise their markets (the Nash equilibrium or reciprocal action). In
general, this took place during the 1990s in East Asia, as countries undertook liberalisation and
reforms to attract FDI and diversify their sources of growth.® Concerted unilateral liberalisation
was also part of the spirit of APEC, undertaken under agreed non-binding principles and
examples of other countries, as showcased by the regular announcements of individual action
plans.

Another impact of competitive liberalisation is competitive trade pacts, leading to a
snowball effect. The Trans-Pacific Partnership (TPP) was launched in 2006 with the original
four small countries (Brunei Darussalam, Chile, New Zealand, and Singapore). In the
beginning, it was named the Trans-Pacific Strategic Economic Partnership Agreement
(TPSEP). In 2008, Australia, Peru, and Viet Nam joined as non-members and associate
members of the TPSEP. The TPSEP got a boost in 2010 when the US, along with Malaysia,
joined and tried to entice larger countries to join, and the name was changed to the TPP. The
TPP gained much ground when Canada and Mexico joined in 2012, and most importantly,
Japan joined in 2013, and with US leadership, the negotiations were completed in 2015 and
signed by all 12 members in early 2016. Viet Nam is a member of the TPP and has been on the
record as using the TPP to shape its domestic reforms. Under pressure from its exporters, which
would be at a competitive disadvantage in the US market and could face trade diversion,

Indonesia announced its intention to join the TPP in 2015. Since the US withdrew from the
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E is productivity of labour; X is export; M is import; and C is incremental capital output ratio: additional unit of
capital needed to increase an additional unit of economic growth.
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TPP in January 2017, the TPP changed to 11 members and is known as the TPP11 or the
Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP).

Meanwhile, with Indonesia as chair, ASEAN launched the Regional Comprehensive
Economic Partnership (RCEP) in 2011 to consolidate the ASEAN Plus One FTAs with China,
Japan, Korea, Australia and New Zealand, and India. The RCEP is much more significant in
terms of population but similar in size to the TPP in terms of gross domestic product (GDP)
and trade. Negotiations started in 2012 and are ongoing, although the completion of the TPP
and the CPTPP, as well as global uncertainties, heightened the importance of completing
negotiations in 2019. Six of the 11 countries (Australia, Canada, Japan, Mexico, New Zealand,
and Singapore) ratified the agreement on 30 December 2018, followed by Viet Nam in January
2019, and the CPTPP agreements came into force in these countries. The RCEP agreement is
to be signed in 2020, according to the commitment made at the ASEAN Summit on 2
November 2019, but will not include India, which decided not to move forward.

Warr (1992) argued that Indonesia’s competitiveness remains stagnant because the
reduction in tariff and import restrictions had only liberalised Indonesia’s economy, without
serious efforts to improve the competitiveness of its domestic supply. Permani (2011)
supported this finding that Indonesia took more in terms of tariff protection (demand side) and

showed little effort to boost economic growth from the improvement of its supply side.

2.2. Investment Liberalisation in Indonesia

Since 1986, Indonesia had waived some of the restrictions on foreign investment. Right
after independence and under the ‘old order’ period of Sukarno, there was massive
nationalisation and a very restrictive and nationalistic approach to foreign investment, e.g. Law
No. 78/1958 on Foreign Direct Investment. Following the collapse of the economy and under
the New Order era of President Suharto, the technocrats in government recognised the need to
attract foreign investment to lift Indonesia out of its economic crisis. Thus, they introduced
Indonesia’s first foreign investment law (Law No. 1/1967), which adopted an open-door policy,
as well as a parallel domestic investment law (Law No. 6/1968). Indonesia’s investment
liberalisation was one of the major reforms under the New Order Government and was intended
to attract FDI after the economic crisis under the old order period. Law No. 1/1967 allowed for
the first FDI joint ventures, which was followed by waves of foreign investment restrictions
during the oil boom years and relaxation during bad times and economic crisis.

The Coordinating Investment Board was also created in 1973 to facilitate investment

and become a one-stop shop — a centralised, top—down government approach where the



authority to issue related licensing and regulations was given to the officials at the Investment
Board. These laws and policies led to a vast increase in FDI in mining, oil and gas, and
manufacturing, as well as domestic investments. There was a wave of Japanese investments in
the manufacturing sector, notably the electronics and automotive segments.

After some resistance to foreign investment, an amendment and supplement to Law No.
1/1967 on Foreign Direct Investment (Law No. 11/1970) was passed, marking the introduction
of restrictions on foreign ownership and divestment. With the objective of increasing
investment in the aftermath of the Asian financial crisis, Indonesia reformed its investment
regulation in 2007 and the domestic and foreign investment laws were merged under Law No.
25/2007 on Investment of both Foreign and Domestic Direct Investment. The intention was to
create greater certainty and introduce the best practices of investment laws such as national
treatment, non-discrimination, transparency, a negative list approach, removal of the
divestment requirements, and streamlining of investment processes, with an integrated
investment system similar to the notion of the one-stop service of the past. The passage of the
law and subsequent institutional and regulatory improvements succeeded in increasing FDI
inflows to Indonesia around threefold from an annual average of $5.5 billion (2004-2007) to
$15.7 billion (2007-2017).

As aresult, FDI inflows to Indonesia have turned from negative and slow growth during
1999-2004 (Asian financial crisis period)’ to positive and increasing growth from 2005
onwards (Figure 1). This significant progress began with the implementation of the new
investment law in 2007 and a clear signal from the government on its intention to improve the
investment climate. From 2015, however, the proportion of FDI to Indonesia’s GDP has been
declining, suggesting that Indonesia needs further reform to attract more FDI inflows from
abroad.

" King (2000), Robertson-Snape (1999), and Rock (2003) showed how the Indonesian economy can be
sustained amid reform and economic-related liberalisation policy despite massive, systemic rent-seeking
activities and corruption. Pincus and Ramli (1998) pointed out that the roots of the lack of preparation for
the 1998 crisis were attributed to the series of policy errors in the name of economic liberalisation in the
previous period.



Figure 1: FDI Inflows to Indonesia and Net Value, 1981-2017
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Otsuka, Thomsen, and Goldstein (2011) found that Indonesia had significantly
liberalised its investment regulation in 2007 by applying one-stop integrated services (PTSP)
to reduce red tape, granting fiscal incentives for investment regardless of a firm’s ownership,
and establishing transparent procedures for investment. These actions increased FDI inflows
to Indonesia, in particular in 2008 and 2010. Nevertheless, the investment climate has been
affected by various other issues such as the proliferation of NTMs, rigid labour laws and lack
of clarity regarding the minimum wage, and legal uncertainties. A survey of Japanese foreign
investment by JETRO (2019) showed that Indonesia has become the most challenging country
in terms of NTMs, in particular on import restriction, standards and conformity assessment
systems, and local content requirement regulations.

Regarding movement of people, Indonesia sends more people to work overseas than
the number of foreign workers it receives from abroad. Data from Bank Indonesia show that
3.51 million Indonesians were working abroad in 2016, increasing to 3.65 million people in
2018. This resulted in remittances of $10 billion in 2016 (10% of the foreign exchange reserve)
and $12 billion in 2018 (11% of the foreign exchange reserve).® The total value of remittances
from foreign workers is $12 billion (2019), highlighting the importance of the contribution of

worker remittances to foreign exchange reserves. In comparison, the number of foreign

8 See Bank Indonesia (2019).



workers in Indonesia decreased from 97,000 in 2016 to 94,000 in 2018. In terms of skills, most
of Indonesia’s migrant workers are low-skilled domestic workers, while the foreign workers in
Indonesia working in foreign companies come from the home country of the FDI. Expatriates
in Indonesia are skilled workers who mostly work for foreign companies or international
organisations. Indonesia has restrictive policies on foreign workers and talent. A recent
estimate showed that foreign immigrants comprise only 0.1% of Indonesia’s population — the
lowest in the region — compared with 6% in Malaysia, 8% in Thailand, and 45% in Singapore

(United Nations Department of Economic and Social Affairs, Population Division, 2015).

3. Factors Behind Indonesia’s Options in Globalising Its Economy

In the context of Indonesia’s unilateral economic liberalisation, many political
economic analyses point to Sadli’s Law: ‘bad economic conditions drive good policy and good
economic conditions drive bad (inward looking) policy’.® The different episodes of economic
openness are depicted in Figure 2. Historically, bad economic conditions during the old order
regime and the transition to the new order regime in 1966 led to massive regulatory reform and
unilateral economic liberalisation, with a significant positive impact.

During the oil boom years or the Dutch disease period in the 1970s and 1980s,
Indonesia had a trade surplus and the real gross national product growth rates were
considerably high, at 7.5% in 1978 and 8.6% in 1980 (Juoro, 1993). During this period,
Indonesia continued to pursue an import substitution policy to support industrialisation by
increasing the tariff rate of final goods more than that of inputs — leading to high levels of
effective protection — whereas consumers and producers had to pay a higher price due to the
increasing rate of protection.!® An increased role was given to state-owned enterprises and
certain well-connected private sector enterprises linked to the inner circle of the New Order,!

which received special business privileges, access to financing, and monopoly over the import

% <Sadli’s Law’ refers to the late Mohammad Sadli, Indonesian economist and Minister of Mining (1973—
1978), Minister of Manpower (1971-1973), and Director of the University of Indonesia’s think tank, LPEM-
ul.

10 T this case, the Dutch disease refers to Indonesia’s misallocation of subsidies and protectionism. Indonesia
applied an import substitution policy, using tariff protection, instead of building the competitiveness of its
supply side. The Dutch disease of the oil boom, moral hazard in subsidies, and misuse of the import
substitution policy made economic liberalisation in Indonesia unsuccessful in improving domestic supply
competitiveness. This stimulated rent-seeking activity and economic inefficiency in Indonesia.

11 Another example of such abuse of the trade liberalisation schemes was the exemption of import and luxury
taxes for the national car company. This incurred the wrath of international automotive companies, as the
holding group enjoyed the advantage of importing completely built-up cars.



of strategic goods. By the mid-1980s, more than 200 enterprises were state-owned, many of
which were being used for rent-seeking by cronies (Robertson-Snape, 1999). The policy stance
was somewhat mixed because some measures were also undertaken to increase non-oil exports,
such as subsidies for exports and the relaxation of foreign investment restrictions for the

promotion of exports.
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Figure 2: Indonesia’s Trade Balance and Trade Openness, 1967-2018
($ billion and (export + import)/GDP (%))
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The collapse in oil prices in 1986 led to major reforms and deregulation to diversify
away from dependence on the oil sector. The government undertook rationalisation of tariffs;
a concerted focus to increase exports by removing obstacles to the movement of goods, such
as the closure of the corrupt customs department and a substantial improvement in the
restitution mechanism to allow duty- and tax-free access to international inputs; and relaxation
of restrictions on export-oriented investments. The result was an increase in export-oriented
investments and Indonesia’s exports of manufactured goods in labour-intensive products such
as garments and footwear, as well as electronics. By the 1990s, Indonesia had reduced its
dependence on oil exports from 80% to about 40% of total exports.

The period from 1987 to 1992 was an exception to the Dutch disease phenomenon,
when good times still led to outward-oriented policies. The success of the export-oriented
industrialisation policy gave Indonesia the confidence to commit to the ASEAN FTA in 1991.
It subsequently ratified various WTO commitments into Law No. 7/1994 and relaxed foreign
investment restrictions when it was the chair of APEC — providing leadership for free trade and
investment. This period is an example of deregulation and reform, even though Indonesia’s
economy was performing well. It is also an example of reforms that were shaped by
international commitments. Despite these reforms, policies were mixed because many
preferential policies and import monopolies remained.

It took the Asian financial crisis to remove most of the distortive policies. The crisis
forced Indonesia to submit to an International Monetary Fund rescue package, under the fund’s
supervision. Major reforms were undertaken, such as the scrapping of special preferences for
certain state-owned enterprises and business groups, the removal of import concessions, import
deregulation, and the removal of various restrictions on foreign investment such as in the retail
sector.

Since 2004, reforms have included the passage of the FDI law, simplification of already
low tariffs, rationalisation of NTMs, streamlining of regulations, and improvement of customs
procedures. The tariff-setting process under the inter-ministerial tariff team was improved, with
clear evidence-based policymaking, and a similar attempt was introduced to increase
transparency in the setting of NTMs. As part of the commitment to trade facilitation under the
ASEAN Single Window, import procedures were simplified and standardised. However, since
2012, we have seen the return of protectionist measures — mainly through the increased use of
NTMs, some of which are not consistent with the WTO and which have been taken to the WTO

for dispute settlement. The percentage of imports subject to some form of restriction increased

12



from around 20% to 48% (Ministry of Trade, Indonesia, 2018) of tariff lines from 2012 to
2018, even though some of those NTMs are valid for health and safety standards.

4. Indonesia’s Recent Trade Policy and Globalisation

To reduce the reliance on imported inputs, as 50% of intermediate input and raw
material is imported, Indonesia introduced a local content requirement (LCR) policy in the
1980s. However, the discriminative implementation of tariffs on the final product and
intermediate input, and the government response to the LCR — without domestic supply-side
support — have not led to an increase in local intermediate input production and have been
counterproductive to investment flows. The LCR policy keeps Indonesia in the so-called
‘hollow middle’,*® as it is competitive in the production of raw materials and the assembly of
manufactured products, but weak in producing intermediate inputs and machinery. The LCR
is one type of NTM that Indonesia has implemented, i.e. in the automotive and electronic
industries, which had to be eliminated in 1995 upon ratifying the WTO agreements. In recent
times, Indonesia has tried to introduce the LCR in several sectors and manners on various
occasions, e.g. LCRs for mobile phones in 2012.

As an alternative to implementing the LCR, the government should improve the quality
standard of domestic local content and stimulate the local production of intermediate inputs by
opening up FDI inflows to the production of intermediate inputs. If domestic producers can
create high-quality intermediate input, producers will buy local intermediate inputs. To
encourage investment in intermediate products, it is possible to use incentives rather than
mandatory requirements. Currently, the shift in policy aims to increase the intermediate product
supply from the domestic market, and recognises the need for supply-side supporting policy.

As a result, the ERP for final products has been decreasing (Marks, 2017; Widodo,
2008). The average nominal tariff fell during 1995-2008 in Indonesia, while the average ERP
rate increased then decreased (Marks and Rahardja, 2012). The study by Marks and Rahardja
also argued that whilst protection using tariffs has fallen, protection policy has shifted to the
use of NTMs, which are less transparent, tend to be inconsistent, and are susceptible to rent-

13 Indonesia has a high comparative advantage in both raw materials and assembly but a low comparative
advantage in producing intermediate inputs. The lack of comparative advantage in the middle is known as
‘hollow middle’ industry.
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seeking activities.** Some examples can be found in the import of key food products such as
rice and sugar, where import licensing procedures have become much more restrictive in the
name of price stabilisation. In fact, prices rise — hurting the poor whilst benefiting importers,
including the state-owned logistics agency and other state and private sector companies.
Another example is the restrictions on imports of horticulture imports entering via certain ports

for quarantine reasons, although the intention is to protect local fruits from imported fruits.

5. The Impact of Trade Liberalisation on Indonesia’s Economy

5.1. Economic Growth

Indonesia’s gains from trade liberalisation, through open trade and investment policies,
were reflected in the strong growth performance following deregulation from 1986 to 1997
(James, 2001). Indonesia increased exports in the primary and service sectors due to both
backward and forward linkages, led by increased exports of manufactured products. Indonesia
experienced increasing job creation in the primary sector because of the increase in primary
product exports. The most significant impacts of globalisation were in export volume, terms of
trade, export tax, import volume, and domestic income through increased FDI (Sofjan, 2017).
The study by Sofjan found that changing the strategy from import substitution to export
promotion was the essential factor that created positive impacts from globalisation on
Indonesia’s economic growth.

Empirically, Indonesia has experienced the benefits of globalisation since 1970, with
an increase in GDP per capita of 40% after 5 years and 76% after 10 years (Billmeier and
Nannicini, 2013). The study by Billmeier and Nannicini applied the synthetic control method
to assess the impact of economic liberalisation on countries’ GDP per capita. The time frame
is after liberalisation, and they compared countries that liberalised and others that did not
liberalise as synthetic control countries. They found that Indonesia’s GDP per capita was 40%
higher than counterfactual countries only 5 years after its first liberalisation in early 1970 and
76% higher after 10 years in 1980.

14 During the presidency of Susilo Bambang Yudhoyono, agricultural products became subject to restrictive
permits — establishing a quota-based barrier that generated rent-seeking or misuse of the import quota for
cows. This involved an Indonesian political party, whose leader was apprehended by the Indonesian
Corruption Eradication Commission (KPK) for rent-seeking activity.
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Wacker, Grosskurth, and Lakemann (2014) confirmed that trade liberalisation has
increased both Indonesia’s terms of trade and economic growth. This study showed that the
country’s terms of trade decreased at the beginning because the cost of trade liberalisation came
immediately but increased afterwards when the benefits of trade liberalisation came.

Empirically, the increasing trade balance always fosters economic growth.

5.2. Productivity and Labour

The tariff reduction on inputs doubled the productivity level in comparison to the tariff
reduction on outputs (Amiti and Konings, 2007). Their study used Indonesia’s annual medium—
large manufacturing survey and applied tariff rates from 1991 to 2001. They found that having
a lower intermediate input tariff rate, compared to that of the final good, doubled firms’
productivity against the case without tariff reductions. Amiti and Konings also found that
having higher tariff rates for imported final products than for imported intermediate inputs led
to an increase in Indonesia’s ERP. The ERP policy increases a country’s productivity if its
local producers are stimulated to compete with the imported products.

Trade liberalisation increases one of the main sources of economic growth —
productivity. Hayakawa and Matsuura (2017) calculated the impact of tariff rates on
productivity using the simple dynamic simulation method, by comparing the actual and
counterfactual scenarios of tariff rates. Their study proved that tariff reduction has improved
intra-plant productivity. This reduction generated a significant impact on productivity, as seen
in the increased quality of Indonesian products resulting from the reduction in input tariffs.
This study adopted price as a proxy for quality — the higher the price of the products (in this
case, apparel), the higher their quality. Hayakawa and Matsuura found that a reduction in input
tariffs significantly affected product quality, while a reduction in output tariffs did not. A
reduction in input tariffs would increase the import of higher-quality inputs. This increasing
higher quality of imported products would support Indonesia to produce higher-quality final
outputs.

Trade liberalisation also increases labour productivity (Kis-Katos and Sparrow, 2009).
Their study investigated the impact of trade liberalisation on child labour in Indonesia by
analysing geographical differences due to the trade policy of import tariff reduction at the
district level from 1993 to 2002. They found that trade liberalisation generated a positive
impact on the declining number of child workers, in particular those aged 10-15 years old. The
strongest impact of import tariff reduction occurred on children with a low-skills background,

older siblings, and those who work in rural areas. Kis-Katos and Sparrow showed that trade

15



liberalisation opened more job opportunities for skilled workers, so the demand for unskilled
child labour declined.

The positive impacts of trade liberalisation on competitiveness are affected by product
quality, firm size, capacity, and strength (Narjoko and Urata, 2019). Their study adopted both
developed and developing countries, including Indonesia. Rahardja et al. (2015) found that
Indonesia’s economic liberalisation benefited from the global economy since economic
openness to trade improved Indonesia’s competitiveness. This study showed that trade
competitiveness increased through export promotion, distributor creation programmes, and
intermediate input liberalisation, which supported Indonesia to engage with the global value
chain and keep its economic growth sustainable.

Beaulieu and Pakrashi (2013) examined an econometric model to test the correlation
between child labour force participation and WTO membership. They used panel data analysis
for 94 countries with data from 1980 to 1999 and found that WTO membership had a negative
correlation with child labour. In addition, the higher the price of rice, the higher the amount of
child labour. Less restrictive rice import policies increased rice imports and reduced its price.
This decreased the amount of child labour.

Reductions in the tariff rates of imported inputs resulted in increased participation of
women in the labour force and a rise in work hours, but no significant effect on working men
(Kis-Katos, Pieters, and Sparrow, 2018). The decreasing cost of imported inputs was
transformed into increasing job creation for female workers, who had lower wage rates than
male workers. Their study found that tariff reductions had a positive impact on the female-
intensive sector, while the male-intensive sector dropped because they found that tariff rate
reductions in Indonesia are more female-biased than skill-biased. Intensive female-labour
participation sectors in Indonesia are textiles, clothing, and footwear (Pangestu and Hendytio,
1997). Kis-Katos, Pieters, and Sparrow (2018) also found that trade liberalisation declined
Indonesia’s marriage rates for women aged 20-29 and men aged 30-39 because it increases
job opportunities for women and decreases subsequent marriages.

Labour market changes are gradual and hinder different groups of workers (Edmonds
and Pavnick, 2005). In the short run, employees are less flexible across industries, so tariff cuts
benefit jobs in sectors that adopt a flexible labour market. In regions where labour is
concentrated in sectors that are losing most of their protection from imports, tariff cuts create
regional wage loss and unemployment in the short run (Hasan et al., 2012).

As for the comparison in reducing output and input tariffs, Hayakawa, Matsuura, and

Takii (2017) found that reducing output tariffs created a lower impact than that of an input
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tariff reduction. They confirmed that the application of tariff discrimination between the final
product and intermediate input would be beneficial for Indonesia’s trade liberalisation. Such
trade liberalisation, through the introduction of FTAs, has contributed to the rise in high-quality
imported materials. The significant impact of the quality improvement of imported products
creates spillover effects. Local suppliers benefit from the increased quality of products. The
study of ERP confirmed that trade liberalisation of inputs is more beneficial than that of
finished goods. This policy motivates firms to produce the final product in the domestic market

rather than importing from abroad.

5.3. Poverty, Inequality, and SMEs

Kis-Katos and Sparrow (2015) estimated the impact of trade liberalisation on the
poverty line in Indonesia. They used regional poverty level data for 1993 and 2002 from 259
districts in Indonesia. They also used labour market data and found a decrease in poverty,
particularly in districts with sectors that were more exposed to intermediate input tariff
liberalisation. This study found that trade liberalisation of intermediate inputs by lowering
import tariffs increases demand for low- and medium-skilled worker participation, and this is
a driving factor for poverty alleviation effects.

In the long run, trade openness reduces poverty, income inequality (as measured by the
Gini coefficient ratio), and open unemployment®® in Indonesia (Agusalim, 2017). This study
examined secondary data from 1978 to 2015 on import value, GDP, income per capita, open
unemployment, and the poverty rate.!® Agusalim argued that trade openness has a significant
impact on poverty reduction in the long run. His impulse response function model showed that
the poverty rate decreased in the first 2 years and recorded the most significant negative
response in the fifth year. In the predicted error variance decomposition analysis, trade
openness starts to have an impact in the seventh year, with the highest impact in the ninth year.

In terms of inequality, using data from developing countries and the Organisation for
Economic Co-operation and Development (OECD) countries, Urata and Narjoko (2017)
showed that globalisation reduces wage inequality gaps between developed and developing

countries. This shows that globalisation enables economic convergence and equality between

15 Open unemployment is the number of unemployed people divided by the number of people in the labour
force.

8 1n terms of dynamic time series tests, this study examined the vector error correction model (VECM).
Before examining the VECM, it applied stationarity, optimal lag, stability, and cointegration tests. The
VECM applies both short- and long-run modelling analysis, with the impulse response function and forecast
error variance decomposition model, accordingly.
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and amongst countries. Three essential factors leading to a decline in the wage inequality gap
were found: the labour market, capital inflow, and policy reform — suggesting a direction and
focus for government policy to improve human capital and establish a well-functioning and
flexible labour market. Indonesia is experiencing rapid changes in its international trade and
related policies as a consequence of its participation in numerous bilateral, global, and
multilateral FTAs (Revindo and Gan, 2017). Free trade increases competition in the domestic
market for SMEs through cheap imported goods and the growing presence of international
enterprises. On the other hand, it provides an enormous opportunity for SMEs to export and
venture abroad.

Sandee, Isdijoso, and Sulandjari (2002) concluded that the macroeconomic
environment affected by international trade policy was an essential determinant for the stability
of SME operations. They confirmed that, in the long run, the free trade system creates more
advantages than burdens for SMEs.

Tambunan (2011) argued that SMEs could not be sustained without globalisation. He
discussed the implications of domestic product scarcity on international trade liberalisation and
how trade protection on imports of raw materials has generated difficulties for local SMEs.
Several times in the 1980s and 1990s, metalworking SMEs in East Java had to close their
businesses due to lack of raw materials. The raw materials needed to support Indonesia’s metal
industry have been imported from China due to the lack of domestic supply (Tambunan, 2007;
2008). Tambunan’s studies confirmed that imported input availability due to trade
liberalisation was important to support the SMES’ production process.

On the export liberalisation impact, Tambunan (2005) showed that most SMEs did not
export directly, but through intermediate agents. He found no strong evidence that trade
openness would hurt SMEs in the long run and no evidence that the AFTA of 1992 would be
harmful to Indonesia’s SMEs. Furthermore, a strong correlation between trade liberalisation
and plant size was found by Takii (2014), suggesting that the larger the size of firms, the higher
the usage of imported inputs and more orientation for exports. This proves that large companies
have driven exports and imports in terms of value instead of small ones. Both Tambunan (2011)
and Takii (2014) proved that globalisation is essential for firms of all sizes — small, medium-

sized, and large — in Indonesia.

5.4. Trade Impacts on Tourism
Trade creates movement of people, which is indicated by the flows of foreign tourists.

Sugiyarto, Blake, and Sinclair (2003) argued that globalisation and trade increase international
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tourism. They also found that tourism increases trade, as tourism increases demand in the
domestic market. The depreciation of the rupiah against the US dollar has made tourism more
competitive. Combined with the government’s prioritisation of tourism, the improvement in
infrastructure (e.g. airports), increased number of countries receiving visa exemptions, and
enhanced promotion increase the number of foreign tourists and foreign currencies in
Indonesia.

The continued growth of international tourism increases the country’s international
reserve and decreases its reliance on trade in goods. Sugiyarto, Blake, and Sinclair confirmed
that tourism had become a major source of international reserves for Indonesia, whose tourism
yield reached about $14 billion in 2018, up from $10 billion per year in the last 5 years. Tourism
is Indonesia’s only trade in services account with a positive net trade balance. Indonesia relies
significantly on international tourism for its trade in services foreign exchange reserve. Data
on Indonesia’s trade balance show that the source of trade in services is tourism, as Indonesia’s
transportation, insurance, and banking services are always in deficit. International tourism,
which contributes to trade in services, has become an essential factor of globalisation for

Indonesia.

6. The Economic Impacts of Foreign Direct Investment

6.1. Investment Liberalisation and Economic Growth

Sinha and Sinha (2002) found a positive relationship between openness in trade-related
investment and economic growth in Asia, including Indonesia. They found how trade
influences investment and economic growth, and in turn contributes to higher technological
advancement and savings. There are three connections between economic growth and
globalisation from trade to investment. First, while industrialisation is crucial for economic
growth and domestic supply is higher than domestic demand, then exports provide an outlet
for the excess production and generate international reserve revenue (Colombatto, 1990).
Second, export-led growth shows that exports lead to more technical progress and additional
savings, which increases economic growth (Krueger, 1978). Economic growth improves a
country’s credit ratings, which increases foreign investment inflows. Third, export promotion
policies improve total factor productivity (Balassa, 1978). All these trade competitiveness

improvements increase investment incentives, including from abroad, i.e. FDI inflows.
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Ramstetter and Sjoholm (2015) showed significant differences in revenue, productivity,
and trade between multinational corporations (MNCs) and local plants. Evidence also
suggested that MNCs do not appear to target high-wage industries or take over plants in
Indonesia, but they increase the wage level. Ramstetter and Sjoholm produced substantial
evidence that Indonesia had a significantly higher export preference for MNCs, since MNCs
have created significant positive impacts and benefits in Indonesia in terms of higher wages,
productivity, and exposure to export markets.

FDI has had a greater impact on economic growth than domestic investment (Okamoto
and Sjoholm, 2005). In the first half of the 1990s, FDI was a driving force for growth in both
employment and production. The presence of foreign firms is also likely to increase
profitability in domestic firms through increased competitive stress and technological
externalities. Sjoholm (1999) found these productivity spillovers in the Indonesian
manufacturing sector. The contribution of foreign plants to the aggregate total factor
productivity is relatively high, but the contribution to labour productivity is relatively low due
to the high numbers of low-skilled workers. However, the foreign contribution to productivity
growth has been substantial in some sectors (e.g. electronics and automotive) because of the
availability of high-skilled workers.

Economic models of endogenous growth have been applied to examine the effect of
FDI on economic growth through the transfer of technology. Khaliq and Noy (2007) examined
the direct effects of FDI inflows on economic growth in different economic sectors using a
fixed effects model with sectoral data of FDI inflows, collected from Indonesia’s Investment
Coordinating Board (BKPM) for 1997-2006. They found that FDI can promote economic
growth through the creation of dynamic comparative advantages that lead to technology
transfer. Investment from foreign countries also accelerates economic growth by strengthening
human capital, the essential factor in research and development (R&D), while an increase in
competition and innovation results in technological progress and increases productivity — thus
promoting economic growth in the long run. It can accelerate economic growth either directly
or through spillover effects. The effects of FDI on economic growth vary across sectors. From
the BKPM data, the secondary sector (including the food and textile industry, paper and
printing, machinery, chemical, plastic, rubbers, and metal industry) always had the highest
annual and cumulative FDI throughout 1997-2006. On the other hand, the tertiary sector (e.g.
electricity, gas and water, trade, hotels, construction, transportation, and communication)

received lower FDI inflows than the secondary sector.
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6.2. Investment Policy, Spillover Effect of Technological Transfer, and Technological
Progress

The Government of Indonesia responded to an economic slowdown in 1994 by
announcing radical economic deregulation, including the liberalisation of investment policies
(Kuncoro, 2014). The deregulation relaxed foreign ownership restrictions, including allowing
100% foreign ownership investment liberalisation in the manufacturing sector, in particular
R&D. Kuncoro (2012) used a model that sets out the concept of a conditional input demand
function, which allows labour productivity to have an impact on R&D. The author observed
that less successful companies are less likely to engage in R&D operations

At the same time, the government introduced policies and regulations to protect the
poor from possible adverse effects of FDI. The policies include the closure of specific sectors,
industries, or activities to FDI; and restrictions on modes of entry. These aimed to prevent
possible adverse effects of the presence of foreign firms on local SMEs. Some examples are
batik and crafts, and small retail enterprises. Other policies include local content and
subcontracting policies, aimed at reducing the import dependency of domestic industries and
developing production linkages between FDI and local SMEs. Policies to protect labour include
regional minimum wages aimed at guaranteeing reasonable labour income and worker
consumption levels; and local community development programmes, which are required for
foreign mining corporations.

The key factor in the spillover effect of FDI inflow in four ASEAN member states,
including Indonesia, was the transfer of technology (Lee and Tan, 2006). In the case of
Indonesia, FDI has both direct and indirect economic impacts. FDI has a direct impact on
Indonesia’s output. On the indirect impact, FDI also promotes Indonesia’s output growth,
which results from technology transfers. The technology transfers into Indonesia will
dramatically increase the efficiency of production by domestic firms. Therefore, they will also
increase trade activities — both export and import.

Wie and Pangestu (1994) examined the technological capabilities of the Indonesian
garment, clothing, and electronics industries to show that Indonesian clothing manufacturers
have formed strategic alliances with their Japanese counterparts to open a critical technology
transfer stream. Likewise, business ties with foreign firms have been a significant channel of
technology transfer for electronics firms, in particular consumer electronics and electronic
components. Wie and Pangestu found that technology transfer in the textile industry was
limited to the improvement of production capacity, though Japanese counterparts pursued

significant, more advanced practices that could help local companies develop their
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technological capabilities — including pre-investment, plan execution, and technical changes in
development and service.

Wie (2001) explained that the significant channels of technology transfer to Indonesia
— including FDI, technological licensing agreements, capital goods imports, and involvement
in world trade — have generally led to specific production capabilities in terms of developing
local industrial technological capabilities.

Temenggung (2006) found a significant and robust increase in productivity in the
Indonesian manufacturing industry over the entire period. She identified negative and
significant spillovers during the pre-liberalisation period (1975-1986) and neutral and
significant spillovers during the post-liberalisation period (1987-2000). The study also found
that the spillover effect differs across the two-digit ISIC industry, demonstrating that each
economic sector experiences a different impact of the transfer of technology to local partners.
This study used plant-level data from the unpublished manufacturing industry surveys (Survei
Tahunan Perusahaan Industri Pengolahan) by Statistics Indonesia (BPS) from 1975 to 2000.

The spillover effect of FDI was reflected not only in the transfer of technology but also
in technological progress, economies of scale, R&D expenditure, and transfer of knowledge
and know-how (Suyanto, Bloch, and Salim, 2012). This study used two productivity
measurement methods — the stochastic production frontier and the Malmquist productivity
index — with data from 1988 to 2000, in investigating the spillover effects on firms’
productivity.!” The primary data source of this study was the annual survey of Indonesia’s
medium-sized and large manufacturing sector (Survei Tahunan Statistik Industri Indonesia)
conducted by BPS. Suyanto, Bloch, and Salim adopted input—output table analysis for
calculating FDI variables for downstream and upstream industries. Their findings confirmed
that the spillover effects from FDI on productivity growth are derived from technical and scale
efficiencies as well as from technology.

Based on a literature survey of the role of FDI in poverty alleviation, Tambunan (2005)
argued that FDI may have positive effects on poverty reduction, mainly through three channels:
(i) labour-intensive economic growth, with export growth as the most crucial engine; (ii)
technological, innovation, and knowledge spillover effects from FDI-based firms on the local
economy; and (iii) poverty alleviation government programmes or projects financed by tax

revenues collected from FDI-based firms. Preliminary findings based on secondary data from

7 Test procedures such as Chow and Hausman were used to choose the appropriate model amongst the three
competing models, i.e. the common or pooled effect, the fixed effect with least squares dummy variables,
and the random effect of generalised least squares.
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Indonesia find some support for the role of FDI in poverty alleviation and consumption of the
poor through labour-intensive export growth. Tambunan found that the implementation of an
open-door policy in the New Order government proved that FDI could make significant

contributions to economic development.8

7. Policy Implications and Recommendations

Indonesia experienced its worst net export performance in non-oil and gas exports in
2018. The trade surplus decreased significantly from $20.4 billion in 2017 to only $3.8 billion
due to the 19.7% increase in imports, while exports only increased by about 6.2%. Part of the
reason for the fall in exports was the decline in investment, which appears to be affected by the
investment climate, including uncertainties resulting from the increase in the use of trade
protection instruments through NTMs in Indonesia.

This paper shows how Indonesia has dealt with globalisation and the swings between
outward- and inward-looking policy in various economic circumstances. To increase its
exports, Indonesia must improve its supply-side competitiveness by supporting the
manufacturing sector to be competitive and start producing higher quality intermediate goods
that can compete with imports. Therefore, Indonesia has to commit to the AFTA agreement,
and its expansion on the ASEAN Plus frameworks in the RCEP, as ASEAN plays a central
role as the regional hub. For decades, Indonesia’s liberalisation and protectionist measures
were a reaction to global trends and declining productivity, without proper long-run
liberalisation, with the strategic purpose of gaining the long-term benefits of trade and
investment liberalisation.

This paper found that globalisation through trade liberalisation has led to a positive
impact on Indonesia’s economic growth, reducing wage inequality and the use of child labour,
and increasing labour absorption, including women’s participation in the labour market. In
terms of trade, globalisation contributes to Indonesia’s economic growth, productivity,
structural economic transformation, SMEs, poverty alleviation, reduction in inequality, and

enhanced trade in services such as tourism.

18 Tambunan (2005) adopted and adapted a linear regression method and data from the National Socio-
Economic Survey (SUSENAS), an annual cross-sectional survey of households by the BPS for 1974-2002
for poverty analysis.
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The investment liberalisation has had positive impacts on Indonesia’s economic
growth; and spillover effects from technology transfer, technological progress, know-how, and
knowledge. These improve the role of SMEs and reduce the poverty level.

The impact of globalisation is dynamic and has had an overall positive impact in the
long term, as shown through the trade and investment liberalisation channels. However, it has
also created costs, which have impacted uncompetitive sectors through job losses (Baldwin,
Muitti, and Richardson, 1980; Stiglitz, 2007; Dutt, Mitra, and Ranjan, 2009; Ranjan, 2012).
Globalisation generates trade creation with other countries at the immediate cost of non-
competitive local producers, while the benefit of globalisation through the investment creation
comes afterwards.

The challenge for Indonesia is to ensure that it keeps the globalisation strategy focused
on the long-term net positive benefits, while building a political and policy narrative to gain
public support on this longer-term strategy. Indonesia also needs to focus on how to manage
the immediate costs and transition (e.g. providing social safety nets), reskilling labour,
adopting a good regulatory framework, and improving competitiveness (e.g. reducing the costs
of doing business and improving the investment climate).

Lastly, Indonesia has to obtain the maximum benefit from globalisation at all levels of
economic cooperation — global, regional, mega-regional, bilateral, and unilateral. It also needs
to ensure consistency and make an effort to widen its markets, with the intention of allowing
for more possibility of the trade and investment nexus, and the development of regional global
value chains (Hidayat, Hidayat, and Hendrix, 2017; Nurika and Amaliyah, 2017; Sidharta and
Nihaaiyyah, 2017). Indonesia must commit to globalisation consistently and, with the right

strategy, can ensure it reaps net benefits.
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