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Abstract

This research sets ost to cxamine the ote of competithveness of the Indonesion
awtomaetive ndustry today; identify opportunities and challenges, facing the Indone-
sian automobile industry; address efforts made so far to develop the opportunities and
address the challenges; and draw policy recommendations that are devrmed potent and
proctical to odédress problems, obstacles, and challenges focing the autemorive indus
try. The study primarily uses @ gualitotive research appreach, asd employs research
methods including sea structaved interviews, be depth interviews, Nterature review
of government policies, reports, and statistics on outomative product production, sales
volumes, contridution to the econonmy, expovts and Lmports; research reports from the
Agency for the Develapment and Appiication of Technolegy (FPPT): reports and statis-
tics isswed by the Association of Indonesia Automitive Industries (GAIKININ), and the
Lwropean Chomber of Commerce [Automative Dnvsion),

Fiadings show that Indomesion autometive industry and market posted strong
growth of 10 percent during the 2007-2011 persod. This Is reflected in production and
sales figures that bave showed an spward tremd in lioe with the general performance
of the economy. The Indonesion outomedive indusdry in some respects & ready for post
2015 ASEAN. This is discernidle from @ number of areas such as semi-skilVed and shlied
labor; @ supportive regulatory framework thot protects domestic automotive progluct
maneufocturers from unfalr competition from ASEAN and mon ASEAN manyfocterers;
improvement in government governance as reffected in rising trunspavency, some mo-
Jor lnroads i corruption controd iImprovement (n macroeconamic management which
has creoted o low inflotion, stable exchange rote, fow sations! dedt to GOP ratia, copds
tal inflows, avnd the tax regime
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A INTRODUCTION er members of ASEAN, Is gearing up to

ndonesia, together form an ASEAN free trade area in 2015,
i ki questions are being posed, albeit at the
wrong time, as to whether the larg-
o5t economy in ASEAN s ready to take
this fendamental and game-changing

T Researchers at Center for World Trade ud-  milestone. As one of the founders and
box 2t Urndwersd tas Gadjah Mada
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the Largest economy, [ndosesia’s readi-
ness and progursdness to become a
full-fledged member of AFTA by 2015,
is pivetal for the success of the exercse.
Im that context, this study will highlight
and focus on the state of the automotive
Industry.

Indonesia’s economy grew hy 6.5

percent in the last quarter of 2011, per-
formance that has been attributed %o

sustained consumption and vestment,
This makes Indonesia's economy one of
the best performers in the ASEAN region,
as the growth of other economies in the
sab-rogion is slowing thanks maiady to
contraction in gobal demand, which in
turn has had an adverse Impact on ex
ports. Relatively high economic growth
of the Indonesian cconomy, the largest
part of which comes from private con-
sumption (Figere 1), makes It an altrac-
tive market for other ASEAN member
economies which rely on exports such
as Singapore; East Aslan economies,
heavily dependent om  exports such as
Jagan, S. Korea, Taowan and Chinx and
countries in the Buropean Union which
are facing economic distress as a result
of national debt problems that are al-
fecting countries in Southern Europe
[Groece, Portugal, faly, and Spain) as
well & ramifications of the global Aman-
cial crisis which are st evident In the
UK, Ireland and leefand. With growth
of domestic economies still anemic, and
amid ecomomic showdown, high employ-
ment, and high debt to GDP ratios, which
are parrly stribatable o government
bailout, fiscal stimedas and capitaliza:
thon packages were injected into the f-
pancial sector and economies to stave
off an even worse economic crisis,

Moreover, the US economy, though

of late showing signs of recovery (based
on the latest job Bigures redeased by the

Department of Labor), Is still weak as at-
tested by the high unemployment rate
(8.3 percent in Jassary 20127). There s
a large number of Americans still living
on welfare besefits, and the country has
a low saving-10-GDP ratso, and high pab-
lic debt to GDP ratio (above 75 percent).
The still high foreclosure rate at a time
of high household indebtedness means
that many hoaseholds still need govern-
ment support to keep their homes.

Household  sector  deleveraging
dampers efforts at stimulating private
consumption. This means that, though
the corporate sector has recovered
relatively well, its abiity to incresse
production capacity, which shoudd in-
crease thiring, Is undermined by stll
Jow private conssmption, ba short, many
eccomomies, both developed and devel
oping are facing low domestic demand,
which Is forcing them to look for safety
values elsewhere. This s why, thanks to
its large domestic market, lndonesia has
been able to maiatain its relatively high
ecanomic growth path and has become
the destination of various exports of ag-
ricultural commodntics, manufactured
poods, and thanks to its relatively liber-
alized financial sector, Bnancial services
as well

ladestiry constitutes 476 percemt

' Payroll sumbers lncreaned by 257,000, and
have shown an Increase of 200000 2 month
oz average siace Seplember 2011 Nooethe-
less, Gary Durtiess, notes, employtrent 8 the
2554 age beackess Is enll 43 peroent lower
San dering bl economic eapansion, Pure-
fess, G “Labor Market Continwes 1o Streagthen
Economic Studies” The Brockings Smvitution
Avalloble at: MIp [ Swww brpolcngs odu fopin-
0ns /200 2 /0200 _jobs_bartiext g Febwuary 7,
Wil
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Figare 1.  Trend in structere Indonesia’s of GDP expenditure by function, (billon

Rupiah) 1990-2009
Sourge: ADR 2011}
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Figure 2.  Structure of the economy of Indonesia by sector (%)
Source: ADS 2011
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2009

Sowrce: ADB 2011
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of Indonesia’s GDP (2009), which is a
significant increase from 1999 figure of
43.4 percent which marks the height of
the 1997-1999 economic crisis. The sta-
tistic also shows a searked Improvement
from the 1997 figure (443 percest),
which was prior to the onset of the dev-
astating economic crisis of 1997-1999.
To that end, the performance of industry
has long recovered from the economic
crisis and Is certainly buck o the long-
verm development trajectory  (Figere
2). In other wonds, the structure of the
Indonesian ecomcmy has changed over
time from being heawily dependent ca
agricahure to Industry and services.
Manufactuning contributed 2638 pct of
GDP (at current prices) in 2009, which
is slightly lower than the 1997 figere
(2679 par). In other words, thowgh
manufacturing as a percentage of GOP
showed #n upward trend during the pe-
riod of 1990.2001, there s little doubt
that from 2002, the trajectory depicts a

Trend in the contribution of the manufacturiag sector to GDF, 1990-

Yeur

change in course (Figure 3).

The downward trend In manefac
turing as a percentage of GDP also has
complicated for the comtribution of the
Labor Sorce in manufacturing to total em-
ployed labor force. The labor force em-
ployed in manufacturing shows a down-
ward tread from 29 percent in 2001 to
26.30 percent in 2009, and based on
available statistics this trend is highly
bikely to continwe (Figure 4),

Produection In the manufactering
soector grew by an average of 445 per-
cent im 2010, which Is far higher than
1.34 percent registered in 2009 (Figure
5). Nonetheless, the manufacturing in-
dustry Is exhibiting increasing variabil-
ity. This s attested by high production
variabiity om a month to month basis.
Figures for |anuary -june 2011 aiso
show marked variability.

Factors responsible for the beighted
level of variability obwiously Impact on

josrnal of World Trade Studies



the performance of the manufactering
sector as well as the Indonessan econo-

my if they apply to other sectors of the
economy. Apparently, this may be the
case If the World Bank Indicators oo
Doing Business 2012 for Indonesia are
angything to go by (Fgure 5). Indonesia
lost three positions on the Doing Busi-
ness Index in 2012 In 2012, Indonesia
was ranked 126 out of 183 countriex
surveyed, but dropped 1o 129, With the
exception of the Philippines, Laos, and
Cambodia, Indonesia’s close competi-
tors In the ASEAN region such as Thal-
land (17), Malaysia (18), Siagapore (1),
and Vietnam (98), fared better:

Problem arcas inchade the length
of starting a busimess (rank 155), diffi-
culties in getting edectricity (rank 161),
obtaining credit (rank 126), paying tax-
es (rank 131), enforcing contracts (rank
156), and resolving Insolvency {rank
146). The relatively good arcas include
the number of permits required to un-

dertake comstruction work (rank 71),
protecting isvestors (rank 46), and trad-
ing across boeders (rank 39) (Figuree 7).

A mamber of problems have been
cited as hampering activitics of the non
financial sector, ranging from physical
infrastructure that needs improvemem
and extension (roads, termimals, rall-
ways, terminals, public facisties, fre-
quent electricity outages due to overbur-
dened electricy grids acrimsonious Mbor
disputes, and high cost of hiriag and fir-
ing workers; to low manpower compe-
tence and skill. With reference to manu-
facturing problem areas cted, there i3 2
lack of linkage between upstroass and
downstresms, This has created an anom-
aly whereby Indonesia exports iron and
steel but has to import steed for use in
the manufacturing sector. This creates
another problem, which is becoming in-
creasingly serious for Indonesian manu-

facturers: -high dependency on imports
of raw materials aad intermediate sma-

Figare 4.  Trend in contribution of manufacturiag to habor force, 1990-2009
Source: ADR, 2011
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Figure 5,

Monthly Production Growth of Large and Modium Manufacturing in-

dustry, Jassary 2009-June 2011

Sowrce: Economic Activity Indicatory, Statisticy ladoneua; Monthly So-
cho Economic Deto Report, Stotistics Indonesia

XN 2000 ~w-J051

terials used in the manefacturing sectoc
The high percentage of imports in prod-
ucts manufactured in Indonesia means
that the sector Is highly susceptible to
factors that affect the international mar-
kets (ecomomic performance and trade
policies of exportisg economies of raw
materials used In manufactaring sector,
exchange rate movements). Exporting a
good percentage of products produced
o the domestic sector, while smporting
similar goods for the domestic sector is
another problem, cited as characteriz-
ing the mussfacturing sector; tenuoss
Bnkages of the manulacturing sector
with other sectors of the economy; and
signs of falling comtribution to GDP. This
directly Influences the contribution of
the manufacturing sector to the satiosal
ecomomy with respect 10 employment,
incomes, national and regional govern:
ment revenues, and valued added. There

12

is one importast Bctor that domestic
massfacturers are increasiegly citing
25 real, irreversble and extromely dev-
atating to their elforts: Josing domes:
tie market to forelgn manufactured im-
ports.

Agatect that tuckdrop, the manu:
factucing sector, which is vl for sas-
taining efforts of the Indonesian govern-
ment 1o transform the economy from a
low mcome developing economy inte
a high Income industrialized nation by
2030 s facing very serious problems
that noed 10 be addressed if such a vision
i 1o be realized. The Indomesian govern-
ment plans to draft a master plan that
will promote the growth of the manufac-
turing sector by between 7 to 8 percent

fournad of Workd Trade Studen



Business Index, 2012

Compartson of Indonesia, with other ASEAN nations on Ease of Doing

Source: Doing Business, 2012 The International Baok for Reconstrue-
tion and Development / The Workd Bank

from 2013" starting from 2013 With
respect to the sutomotive industry, In-
donesia as the Lirgest economy in South
East Assa constitetes the Largest market
for autoesetive manulacturers, ranging
from motorcycles, cars of all types, to
heavy trucks. The prodection of vehicles
in 2011 hovered around the one million
mark, putting Indonesian mansfactur-
ors” Almost o par with Thailind's ssan-
ufactarers. The relatively stable socio-
economic and political conditions which
Indonesia has enjoyed over the last five

years* have impacted positively on the

' "Materplan Poosomd Indonests akan Foloss
Pada Tedasurt Manstaaner” avallibie ac hp )/
www.yoanews com fladonerian/sews / Mavter-
plan- Fronoms Iadaneda sarn Fokuc-Fada-In-
Sustrt- Marauionur L 12682009 ol Tharsday,
December 30, 2010,

b Amuneber of suleteotive manvalacturers have
not Badled 10 wiar the opportonity, with $he ris-
Ing nember of Jutomative duyers in [ndoresia
helping the muscfactures’ botions bne M 2 e
when other countries in the b region, let alone
those 0 Geveloped markets are sagnatag if e
St & econoic Jowntum. Nissas Corporation
Iz the Ltest example of 2 Sareign OEM which bas

Voluree (1L Number 1, Nowensber 2012

™
[me of Doing Benirens

performance of the astomotive industry,
which shows an upward trend. Relative
economic stabllity has transdated into
rising purchasing power for the Indo-
nesian population, meaning that an in-
creasing number of Indonesians Is now
able to afford an automobile, motorcycle
or even truck. Low inflation has been
#10 in important factor in the desand
oguation for Jautomotive more so given
the reality that masy Indonesian no lon-
ger see the need to pay cash for their au-
tomotives rather make wse the variety
of imancing sorvices (leasing, hiring, in-
stallment, and hire purchase).

carmarked w0 wrvest USSA0 mllon between
2012 and 2015, o boost i3 “prodection’ of Nis-
san vehuches ax well an eapassion of sutiets o
150 This project is esumated to penerate 1,300
poba. and tacrease e producton of Nissan ve
hickes Inchading e revarrected” Dotyen Srand
10 I50, 000 webiches per armum by 2014 (Velgn
K March 21, 2002) “Datsan ts poet of our com
paay bertage and wil sow contridote o £ -
e Ghosn saikd. Avallable at hegp/fedition
crneom /2012003721 funneis/absas datyen
rensrection tnd o e Mer! « obimilis



Figure 7,

Performance of Indonesia on Doing Business Index by category

Soarce: Doing Business, 2012 The internotional Sank for Reconstrac-
tion and Development / The World Baok

Eave of Doing Business Rank 129
Starting a Business 155
Dealing with Comstruction Permits | n
Getting Uectricity 161
Registering Property - 9
Getting Credit 126
Protecting Investors 46
Paying Taxes 131
Trading Across Borders »
Enforcing Contracts 1%
Resolving Insabvency ‘ 146
Yo that end, the availability of 2 va-  Bas increased govermment expenditure

riety of sources of fisancieg one's pars
chase moeans that it is ia some way a
buyers’ market. This condition has been
creating downward pressure on advance
payment demand, as well as monthly
payments, which can be stretched to as
long foar years. In fact policy makers in
the Indomesian goversment in general,
and in large urban centers s particalar
(for example proviece of DKI Jakarta)
consider the rate of lncrease of automo-
tives on Indonesian roads a source of
problems that need to be addressed. Ar-
tendant problems cited as altributable
to the what masy refer 10 & uncontrol-
lable rapid increase i automotives in
cties, include road traffic coagestion,
pollution (air, sound, old tires, and old
vedhicle disposal yards): difficulties for
the government to meet the rise in fuel
consumption, which being subsidized
and compounded by rising fuel prices

"

on subsidies to the detriment of poverty
eradication programs, and complicates
efforts 1o redoce the budgetary delice
to within set limits of under 3 percent.

Going back to the dynamics of the
Indonesiam automotive Industry, any
ohserver of the industry kas to be en-
thuxed at the rapdd progress made so
far, especially ¥ such cbservation &s con-
lined to number of astomotives that join
the basy roads every year  Nonethe-
less, plandits become criticism, when on
doser analysis the wider picture of the
industry takes shape. Some of the prob-
lems that come to light include, bot are
by no means limited to, the seemingly
uncostrolled Increase I the number
of vehicles, espedially private automo-
tives (motorbiies and cars), wisich adds
to an already large number of automo-
tives that serve private intevests rather

Journal of Warkd Trade Studie



than those of the general public (publi
transportation); the increased stress on
roads, which means higher mastenance
costs per year; the minimum efforts
tailored toward controlling astomotive
poliution, reflected in the large num-
ber of old automotives, especially those
used for public trassportation purposes;
the large pumber of automotive brands
on Indosesian roads, most of which sell
completely bullt wp (CBU) sstomotives
on the domestic market, which in fact
means that they are i effect vendors of
commission agests fdistributors rath-
or than manufacturers; generally high
prices of astomotives on the Indoaesian
market (attributable to high import tar
Iffs but also the oligopolistic nature of
the aulomotive market, with few com-
panies controlling the distribution/as-
sembly of ssany brands) and strong de-
pendency on imports of auto parts for
assembly plants as well as CBU units
Another problem, which though not of
tem cited by practitioners in the astomo:
tive industry, & the recurrent peoblem of
smuggling of automotives, both second
hand or reconditioned and new, from
neighboring countries, through the po-
rows borders isto the Indonesisn msar-
ket

B. RESEARCH QUESTIONS

In Bght of that, there s 3 need to
undertake an analysis of the automotive
manulactering indestry In general and
its component sub sectors in particular
to identify the state of the automotive
indestry, the natere, composition, strat-
egies pursued by practitioners; identily
factors that are attributable to the na-
ture, composition, and buasiness strat-
egies adopted by practitioners In the
astomotive manufacturing Industry in
Indomesia; delineate the micro and mac-

Volume 1L, Number 1, Novesaber 2012

ro kevel obstacles and challenges that
automotive manufactures face and that
based on their perspectives ane causes
and possible solutions to sohw them;
sentify measures that need to be taken
to enbance the competitiveness of the
Indonesian automotive manufacturing
industry which will be drawn in policy
recommendations. To that end, the re-
search questions will be as follows:

1. What is the state of compettiveness
of the Indonesian automotive indws-

try today?

2. What are the opgportunities and chal-
lenges of the Indoaesian automobile
industry today?

3. What efforts have made so far to ex-
ploit the opportunities and address
the challenges the automotive manu-
facturing Industry faces in Indone-
sta?

4 What policy recommendations for
the practitioners and policy makers
are necessary to address problems,
obstacles, and challeeges acing the
astomotive industry?

C  CONCEFTUAL FRAMEWORK

Indonesia’s manufacturing sector,
which contnibutes more than 30 per-
cent of GOP, has experienced a decline in
performance since the onset of the 1997
economic crisis. Itis an important source
of employment, lax revenue, exports,
and inputs for other important sectors
of the ecanomy such as agricultare, It
s evident from production statistics in
the manufactering sector that the sector
is more vulnerable to economic shocks
especially those that eriginate from ex-
ternal sources. The industrial sector
registered & significant decrease In pro-
duction duriag the 1997-1998 economic

15



crisis as well as during 2008 global finan-
clal crisis. The industrial sector grew by
3.7 percent, 4.1 percent, and 4.6 peroent
in 1997, 1998 and 1999, respectively,
compared to GDP growth of 4.3 percent,
6.7 percent, and 6.4 percent, during the
same period. The same trajectony seems
to apply during 2008 fimancial crisis
during which industrial sector postod
growth of just 3.9 percent (2008), which
was a dramatic decrease from the peevi-
ous year's figure (9.5 percent).

Nonetheless, unbike the agriculteral
sector which appurently takes a long
time to rebound from the effects of ori-
sis, the indestrial sector does not take
loeg 1o do s0. This is evidenced by the
recovery of industrial production in the
aftermath of the 1997-1998 economic
crisis and 2008 financial orisis. With the
exception of 2001 which was another
year when Indonesia experienced the
impact of 3 weeld recession, as well as
2003 and 2005 indwstrial production
has posted a growth rate higher than the
average GOP growth (64 percent com-
pared with 4 4 percent (2000): 7.1 per-
cent compared with 38 percent (2002)
74 percent compared with 85 percent
(2003); 10.3 percent compared with 7.5
percent (2004); 9.3 percent compured
with 95 percent (2005); 12.7 percent
compared with 9.7 percent (2006) and
9.3 compared with 7.4 percest (2009).
From the vantage point of the contribu-
tion of the industrial sector to GOP, the
prodection of goods and services in the
industrial sector has ranged between
25 percent and 29 percest of GDP dur-
Ing the 1990-2009 period with the most
recent data for 2004-2009 period hover:
Ing betwoen 28 percent and 29 percent.
To that end, indications are poipting to-
ward performance bedow potential ost-
put in the industrial sector:

Some of the factors actributable to
such a development, as cited from Emter-
national Institute for Management Devel-
opment (IMD) sources, include, smceg
others, the generally pooe performance
of the Indonesian economy as reflected
in international trade, iInvestment, bhbor
and cesployment and price stability; in-
eflicency of governmest instittions
and public service as reflectod in poor
management of pablic fimances and fis-
cal policy Insbility to develop requisite
regelations on the business climate; in-
effichency in the business climate which
& reflected i inadilicy to mamage and
preesote prodactivity and innovation re-
sulting Into low productivity, a subopti-
mal labor market, low Jcoess to sources
of finance, and unprofessional manageri-
al practices; infrastroctural bottlenecks
that are physical, sechnokogical, and ba-
sic (Trs Widodo, endated®). Indeed, mot
a few pundits have described the trend
of production in the industirial sector as
de industrialization. Based on the trajec:
tocy of capacity utilization the industrial
sector has shown a decrease during the
reformsation era This is because while
in 2002 capital utiization in the indes-
trial sector was 80 percent on average
in 2002 1t had decreased 1o 60 percent
Meanwhile from the wantage point of
number of firms or enterprises i the in-
dustriad sector, lndications are pointing
toward a geseral decrease as well,

Prior to the 1997 economic crisks
the number of medium and Lirge scale
enterpeises n the industrial sector was

' Tet Widodo, 2010, "Petres lndustn Mamsfak-
tar Indonests Sebelum dun Pasca Nrisls (Sete
pendekatan fargsl prodeksd  Cobb-Douglas )’
Mizhitry of Fmasce. svadable at hatp/ fweblin-
Kl Nakeal deploru goid /2010 adobu /T 20wt
bowo_Petrer J01adusori% 20Manudaictar pdf
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ZZ997 units, which by 2002 kad de-
creased to 1,600 waits, Another indicator
of deindustrialization is the general de-
crease in the index of production in the
industrial sectoe The preduction Index
for medium and Large processing emter-
prises decreased from 12654 m 1997 o
10029 in 2002 (Tri Widodo, 2010). The
downward trend in the performance of
the industrial sector is attributable 1o a
significant decrease in competitiveness
of Indonesian processing and manufac
tured products, which is a resolt of the
performance of the Indomesian econo-
sy s general on varions dimessions of
competitivensss ranging from prodblems
In starting a business, getting electric:
ity, obtaining credit, paying taxes, en-
forcing contracts, resolving Insolvency,
the state of infrastructure, performance
of the bureaucracy, and regulatory cer-
tainty, among others. Economic inel(S-
clency translates into Mgher production
costs, which ia tarn lead to high product

prices.

What is troe of the industrial soctor
in general, is equally tree for the aeto.
motive industry The importance of the
autemotive Industry is underscored by
the fact that it has deep backward and
forward linkages, which moans that
the development of the sector bas high
spillover elfects on other sectors of the
economy. As regards backward linkag-
es, automotive production induces the
demand “for steel, aluminum, coppes.
plastics, eloctrosdcs, capital equipssent,
trucking, warchousing and logistics*”
while with respect 10 forward linkages,
the development of the autometive In-

' Astamaetive Mbsions Pan 20062016 A Mis
woa for Develcpment of ladun Astomotive In-
fastry. Minkstry of heavy lndustries and Peblic
Enterprises” Coverrenent of ladia, 2006
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dastry promotes or suppocts the deovel-
opesent of “dealorship retaders, crodin
and financial services, logistics, advertis.
ing, repair and maintenance, petroleum
products, refucling stations, Insurance
and service parts” The establishment
of 2 competitive automotive industry
requires amoong other things, trained,
skilled manpower and thas bage invest-
ment in human resources; state of the
art R & D cemters to promote inmova-
tions {inbound foreign direct investment
= FOI has been identified as an important
factor in the development of automsotive
industries in India and China); a level
playing fleld for automotive producers,
through guarantecing fair competition;
supportive labor lawy; fiscal policies that
support automsotive design and develop-
ment, R & D, sustainable demand, and
thus purchasing power derived from a

rove in incosse per capiti pood infras

structure;, transportation, promotion of
autoreative related education; and in-

centives to automotive manufactures.

The astomotive Industry among the
Industries that have begome globalized
thanks to globaltzation drivers such as
transportation, information and com-
munications technology; GQlling trade
harriers; econcanic and Nimancial liberals
lzation; and falling trassaction costs. To
that end, domestic astomotive manufac-
turers have 1o deal not only with domes-
tic competitors but also forvign based
OEMs. To remain competitive even in
the domestic market, which in many ec-
onomically iberalzod cconomics s now
the arena where intermational competi-
ton occurs, automotive manufoctures
must go global in their business strate-

pres (Jeverage technologies through es-
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tablishing R & D, product design and de-
velopment, production, marketing and
branding alliances with foreign OEMs);
have to deal with a changing and in-
creasingly complex policy environment
(fued effickency demsand, pollution limits,
safety and secerity requirements).

Studies on competitiveness have
used Porter’s damond model” It de-

fines the competitiveness of an indus-
try of country based on factor condi-
tions sub-divided into basic (natural
resources. climate, location, unskilled
labor, semusiclied labor, and debt cape
tal), and advanced (un-inherited fc-
tors sech as skilled manpower); demand
conditions, which refer to the extent to
which consumers for the products pro-
duced by the Industry are sophisticated
or demanding on guality; related and
supporting industries; and business
contest, which relates o conditions of
emerprise organization and competi-
tiveness or rivalry (reflected in firm
strategy. structure and rivalry). “Each of
these four determinants defises a point
on the diamond and constitutes the sys-
term where each point also has influence
on the others.™ Porter’s damond moded
inchodes governmest and chance as ex-
ogenous variables. The extent to which
an indwestry has competitive advastiges
over internatiooal competitors deter-
mines its competitiveness in the interna-
tional market, The drawhack I Porter’s
singfe damond moded lies In its fadure
10 account for the role multisational

companies” play i Influencing the four

' Seeiy M and Fetscheria, M. A Double Dis-
reond Coapansen of e Amanative Indestry
of Chiva, India, and South Korea” Rolbins College
Publicanons, Peblications enline. 2009

*  Sandy and Fetscherin (2009). Op. OL

determinants of industrial or a country’s
competitiveness.

To that end, various researchers on
determimants of competitiveness such
& Rugman and D'Crux, 1993; Rugman
and 'Cruz, 1993; Cho and Moon 2000;
and Dunning 2005, cited in Sardy and
Fetscherin  (2009), modified Porter’s
single dizmond model, creating the dou-
ble diamond modd (DDM). The double
diamond model uses the determinants
of competitiveness as postulated by Por-
ter in his single dlamond maodel, to which
they supplement and complement the
maltinational company activities and
government, Thus, the double diamsond
model, in addition 1o the four factors in
Porter’'s dizamond model, adds two fac-
tors; multmational company acthvities
and government. The implication of the
modification to the siegle dlamond mod-
ol Is that while the single diassond mod-
o is a0t fixed as it is influenced by the
four factors that determine competitive-
ness at the domestic level, the external
diamond, which is the global diamond, Is
fixed,

The automotive Industry & not only
capital intensive but also labor intensive,
which is why average labor coat serves
as a pood measure of competitiveness
im the industry. In a study that compares
the level of competitiveness between
China, India, and S Kocea, Sardy and
Fetscherin (2009) find that a country
which has huge Lbor supply (low labor
cost, transhiting into low average mase-
facturing wages), has 2 higher compety-
tive advantage over oae that has high
labor cost and thus high average mano-
facturing wages (developed coustries,
Including South Korea face stIfY compe-
tion from China and India). Other fac
tors that impact on the lactor conditicns
include level of expenditures om RAD to

Joumal of World Trade Stdies



GDP, the growth competitiveness index,
which is computed by combining macro-
economic, techaological and government
Hcrors, adult Bteracy rate as a proxy for
baman capital investment and skill bevel
in the labor force, and the mwitiplicity
productivity index, which & a measure of
the joint prodectivity of Labor and capital
and outbound and inbound FOL

Meamwhile, as regards demand con-
ditions, Sardy and Fetscherin (2009) use
the size and rate of growth of demand,
GDP per capita, growth rate per capita,
and education attalnment to proxy con-
samer sophistication. Larpe domestic
demand indoces investment In technol
ogy and thus promotes innovations and
modern production processes and fos-
ters the construction of large automotive
plants enabling large economies of scale
that penerate cost advaniages that in
turn bead to lower product prices. Mean-
while, dessand Lctors as viewed from an
isternational perspective are measured
by the number of units exported as well
as the growth rate in number of wnits
exported. Related and supporting indus-
tries constitute firms that coordinate or
share activities in the value chain when
an industry is vertically, foewardly, or
backwardly integrated. Related and sup-
porting industries generate benefsts in

terms of fostering “innovation, upgrades,
nformation Now, and shared techaology
development which create advantages
in downstream or upstream industries”
This implies that a country which has
a competitive advantage In Industries
that are related and support automo-
tive industries is highly likely to have &
high competitive advantage compared to
one that does not have such advastages.
Good examaples are the automotive com-
ponests industries, transportation and
commumécation industries. The concen-
tration of automotive producers (meas-

Yolume UL Nunber 1, Novestber 2012

sured by Herfindabd-Hirschaman Index)
and the count of astomotive prodocers
producing 150,000 or more units per
year (measare of efficiency In the auto-
motive Industry), are used 10 measure
domestic factors in the business context
Gctor, while average tariff rates appil-
cable to imports and exports of autoemd-
tives serve as international factors that
influence business context.

The global Landscape of the automs-
tive Industry s today characterized by
globad alllances or tie ups among mane-
facturers.™ Thase are dowven by the need
10 have a global strategy on production,
including R & D, product development
and marketing: relocation and restruc-
turing of factories and supply systems;
scaling up global prodection by taking
advantage of economies of scale, whille
taking account of national and regional
market peceliarities, therehy cutting
production costs through reduction of
production platforms, ratiomalization,
standardzation, employing computer
assisted engineening (CAE) and digital
CADCAM'™; out sourcing auto compo-
nesks supplies ghodally, thus facilitating
beachmarking and competitive supplies
at fairer prices and assared quality; in-
creasing the case of access to other mar-
kets, both regional and national, without

* o Shenolawa, K. 2007 "Reorpanazatien of
the Gobal Automobide Induitry and Sorectural
Cuange of the Astermobie Compenent Indutry”
Tkt Gakwen University

' The ss¢ of CAR and CADCAM made possbie

the redacton of prodection plativms theredy
lowery prodaction harrwrs between suto muns-

Gooarers. Lower harriers incrvace epportusitien
for sharing of variews actvities of the valee (il
among manulaxcturers prodection, purchasing
adwinstrason, R & D prodect develepament
(anifying Dasic compatents and transmissions
for ranple)
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the need to sake huge lvestments In
production capacity, distribution net-
works, and brandieg (Eastern Euro-
pean markets after the end of the Cold
War, emerging Asan, Central and South
America astomotive markets, and ris
ing Chinese and Indian markets); reduce
operational and fisancial risk by diversi-
fying production plants, 310 parts sup-
pliers, and markets; take advantage of
glohal finance which can belp to reduce
fand Increased R & D, product develop-
ment, production and distribution.

However, other factors that Bave
driven the undercurrent of the glotal
automotive landscape indude the need
for a “lower breakeven point for a limived
production scale’” developing preducts
that are tallored toward specilic siche
markets, developing the capacity to de-
welop and release many new produects
at shorter lead times. and establishing
a fexible production system wih the
ability to produce varied product quali-
ties and quantities' for various market
piches (Just in Time production system,
being a good example). As result of the
increasing globalization of the automso-
tive manufacturing  industry s well
as other factors such s the seed o in
crease efficiency, reguirements 1o meet
demands for ‘design strength, develop-
memt strength and engineering solu-
tions” of am increasingly large number
of ghodal manufacturers. it also needs o
achleve requisite product design, devel-
opment and engineering capabilities to
sepply a0 expanded array of automotive
manufacturers that demand high quality
products, delivered guickly. at low cost,
and with requisite engineeriog complex-

W Shimakawa (2002). Op.OL
"o

20

ity. The auto components manulacturing

industry has on its own undergone glo-
balization through Integration, merging,
and network the ups

One of the key Seatures of the auto
components industry Is modulariza-
tion, whereby component suppliers are
no longer Nmited to sepplying units for
auto motives but rather modules, so they
comtribute to product technology used in
design and development of automotives
(Shimokawa, 2002). This development
has contributed to the reduction in the
number of suppliers as well as the pro-
duction cost of automotives, It is worth
noting that in this (ncreasingly global
world, there &5 no need to re invent the
whed, which Is why establishing joimt
venteres betwoen upcoming autoenotive
players and established producers (de-
veloped woreld auto producers) Is phvotal
for accelerating technological adoption,
generating inmovations, upgradisg pro-
duction processess and gaining mana-
gerial skl Moreover, alliances among
automotive manufactures and Chinese
automotive companies have been able
to make huge Jeaps In production and
competitiveness, This is also thasks to
the creation of & competitive business
climate lowering tarilfs on lmports of
atomotive component parts, allowing
joim ventures between Chinese mase-
factures and those from the develoged
world, a large and rising middle dass
that creates issatiable demand, and
making huge iovestment expenditures
in R & D. Additionally, the avadlabllity of
low cost labor as well as requisite skilled
labor, has also contributed to rising com-

petitiveness.

In light of the above arguments,
domestic factors which Include Bctor
conditions; demand conditions, wikich
relates to the size and rate of growth of
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the domnestic market, level of income per
capita and the rate at which % is grow-
ing per amnum. export performance
(automotive units sobd, and the rate of
prowth per annum of the same); busi-
ness context (lewed of competitiveness
or rivalry on the domestic market, busi
ness strategies, rivalry among automo-
tive producers, and the extent to which
domestic autoesotive manufactures are
shiclded from international prodocers;
refated and supporting industries to the
agtomotive industry (steel producers,
asomotive components masalactures
commuadcation and transportation are
important); and the role played by the
flow of capital across borders (FIN) are
also important, as are government trade,
fiscal, exchasge rate, labor relations,
monetary policies, regulatory certatnty
and property rights.

With regards to competition, there
e various ways domestic automotive
producers can deal with global compe-
tition.’* These include secking domestic
povernment for protection through trade
polickes and regulations {varsows restric-
thoms on fmports, extablathment of for-
vign based auteesotive manufacturers
in the domestic market); bullding capa-
bilities to increase their competitiveness
(such as was the case with the actions of
the Big Three automotive manufacter-
ers in the US in dealing with competition

" Maren N B, Farrell D, Croenbeerg E, Hen
L Do N, Jodles, M, Bemes, | 2005 "In-

Volume UL Number §, Novenber 2012

from Japanese,” South Korean'™ and
Germany®’ ssanufacterers during lae
19805 and 20005); and exiting the indus-
try. The US autoesotive ntarket is open to
foreign competition™ so US manufactur-
ers were In no way shielded from then
more efficient, Jow cost driven, and high
valued added manufacturers (Japasese,
Sowth Korean and Germany automotive
companies, respectively). To that end, to
continue aperating the Big Three auto-
motive manufacturers opted to invest in
various actions to smprove and enhance
their capabllities. The General Motors,
Ford, and Chrydder developed various
capabaities that esabled them to ataln

competitiveness in the US domestic au-

" ppascse OEMy [Toyora, Moeda, and Nioan)
ot competerd the US Big Three on prodection
process effichency, Sraading, Quality feel oM
choacy, and good value Sorn cntry level models
10 duwary offers

S Kerean DEMs { Hywsdat) competed on bow
ol prodecer price offers.

" Gerwmany OFMy (Daimber and BMW) com-
peied o0 design and perionmance.

T This s very maxch in contrast with Canadla,
whach opled B adopt pestective measures of its
sstorzotiw Induntry Brough Impening Hgh in:
PO tantTs and qactas on Japanewe auo Imports,
offered Lan broaks W suleesotive manulactures,
and increaned vertiment I Infrastrucure This,
coupled with e low labor cont, highly delied
Lbor force avaladle In Canada (o0 pored 10 e
US, indeced Japasess and S Xorean stanulaciu
ors 9 etabllh astrenotive axuerebiy 2 well o
i parts plants in Canada Mamutacsuring &
Canuds 2t lower cast than b US, effered 2 higher
competithe aévarrage lor Japanese a2d S Kore
20 producers I heir bid 1o wrest market thaee
on the US sutomotive market from the LS RBig
Three (Yates, € AN, aod Vrambaudl S 2006 “La-
bow s 3 Compettive Advantage in the Canadun
Astommotve Parts ladustry. A study of Canads
and Four Local Labor Markety” (Brastford, Strat-
ford. Geelph, Windsar) Labowr Studies Pragram,
McMuater University



tomotive market, whach in turs lod them
to regain some of the Jast market share.
Most of the actions that enhanced com:
petitiveness were in the area of increas-
ing efficiency and productivity in terms
of vadeed added per employee, manifest-
od In production process isnovations,
accounting for 45 percent of prodoc-
tivity Increases; introduction of higher
value added medels, which accounted
for 25 percent of productivity increases;
shifts in market share to more efficient
automotive manufacturers, sprove-
ment in existing automotive models, and
changes in product mix offered to the US
market,

Being 2 Libor intensive industry,
the amtomotive industry is considered
an important sector that can both cre-
ate employment and enhance absorp:
tive capacity (as it also requires highly
skilled manpower) the creation of which
requires the establishment and doved-
opment of requisite educational as well
as research and development facilities
As the case of the Canmadian auto parts
sector @astrates, the industry can belp
to ¢reate and eshance local /regional
capabilities that generate high added
value, but are not casy to emulate (Yates
and Vrankulj, 2006), This &s what Perter,
1990 refers 10 ax advasced capabilities
(Sardy and Fetscherin, 2009). Thas, the
dovelopment of the automotive indus-
try <am help i the decentralization of
centers of economic growth and devel-
opment, which in turm can pave the way
for lower reglonal Incomse disparity and
foster inclusive and sustaisable develop-
ment

D. CORE ARGUMENT

The current dedute in Indonesia
concerning whether Indonesia should
have an automotive brand it calls s

own, has reignited interest in this area,
which has been shelved for long since
the botched Mobil Nasiona! project mas-
terminded by Hutomo Masdala Putra
in the mid-1990s and early 20005, The
Esemba, based on tests on its emissions,
failed to meet the requirements set by
the Ministry of Emvironment. In fact, the
issue and polemics over whether or not
Indonesia needs to have a national au-
tomotive beand which struck the Mod(!
Naglonal project this time around attest
to the very decp-seated Issees that have
shaped the direction. composition, as
well as nature of the Indomesian asto-
motive Industry It Is a tale of vast poten-
tial long left unexploited and has served
as an incentive for fereign atomobile
producers of &l types and brands, the
latest being from Maliysia, India, and
Ching, which have been able to develop
their autometive industries fast enough
and have now joined the fray of brands
that are tapping the vast market, but
still limit their engagement to import-
ing most autossetive components, which
they asseadie and then sell at relatively
high prices.

With a GDP of USST07 billion, a pogp-
ulation of Z34.5 million, an Income per
capita of aroand USS 3000 in 2011, Indo-
nesha, South Bast Asta’s largest economy,
has established itself as not caly one of
the most attractive and lucrative markets
but also one with immense unexploited
potential for all maseer of prodocts and
services. This & coupled with its rela-
tively rebust and resilient performance
during 2008- 2009 global linancial orisis,
highly liberalized financial sector, pood
MACTOCCONCENE Management, impeove-
poents in Libor management through the
Bsuing of Mangower Law No.13/2003,
which though not without its drawbacks,
accommaodates employee imterests and
concerns. It also gives employees more
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room for maseuver with respect to hir-
ing and firing {which can be linked to
the ecomomic performance of the orga-
nization) and the use of contract lsbor
for cortain joby and conditions.

In Nght of that, it is Hithe wonder
that Indonesia has been an important
country that bas attracted foreign sad
rogional enterpeises pursuing loag-term
growth and stability in the Asia Pacific
region. That sad, strong performance
at the macroeconomic leved and policy
management fevel, has by and lirge,
been limited to the promotion of sec-
tors that have long served as main pil-
lars of the econcery. These include the
extractive industry (oil and gas industry,
extraction of basic minerals, and coal),
production of cast iron and steel, pro-
cessing Industries, transport and com-
musications, primary products exports
(palm oil, coffee and rudder amoog
others), automobile assembling and
completion, and financial services. With
respect to the amtomobile industry, the
Indonesian market in 2011 posted more
than 900,000 usits, clasing the gap with
Thailand, thasks makely to the devasta-
tion caused by flecds in that country In
2011. One finds all brands and types of
automobile on Indonestan reads (Sport
Urility Vehicles-SUVs and Multi Purpose
Viehicles-MPVs) such as trucks, pickups,
saloon cars, heavy tracks and earth mov-
ing equipment, and motorcyches. What
surprises any auto moblle analysis is
the fact that Indosesia primarily serves
a5 a market for sutomobiles, with most
high valued added activities carried out
vlsewhere. The core of activities that are
carried in Indoaesia include assembling
some but not all astomoblies, and put-
ting fimal touches, which do not add as
mch value added to Indonestan econ-
omy as would be the case were maost,

though not necessardly all, key activities

Volune L Netder 1 November 2002

of manufactering vehicles doae in Indo-
nesta, In that regard, by mainly provid.
ing finishing touches to give automotives
an artificlal impression of being made-
in Indonesia, the economy loses out on
many things, including but not limited
toc

The automotive Industry bas deep
forward and backward linkages. With
respect to activities that are induced by
or supply 10 the auteesotive industry
(backward linkages), these lnclode the
production of steel, aluminum, copper,
plastics, electronics, capital eguipment,
trucking warchousing and logistics.*™
On the other hand economic activities
that are promoted or induced by the lev
ol of activities that relate to the manufac-
turing of automotives (forward linkages)
include, the development of “automotive
dealershup retailers, credit and Nnandial
services, logistics, advertising, repair
and maintenance, petroleum prodects,
refueling stations, insurance and service
parts.

* The automotive industry has the po-
tential 10 generate avoch needed em-
ployment, in ‘various’ growth points
that are spread out, rather than con-
centrated In one part of the country,
This is due 1o the Dt that advasces

make it possible to produce auto
components in different regions,
which are then sent or converged o
a single location for the linal stage of
assembling the vwhicle,

¢  Absorptive capacity eshancement,

" Astornotive Mission Plan 200620 Le A Mis-
son for Developrnont of Iodias Astoreoaive 1a-
duntry, Miaintry of heavy loduitnies snd Public
Ecterprises” Government of indla, 2006



which would ocour were key produc-
tion activities established in Indone-
sia, rather than sourced out

o Humas resource development to
support  automobidle  production,
which would enhance the cagability
and competence of Indonesian hu-
man resources in penerating ideas
refated o aute conception, design,

development and improvement.

o Spillover effects from acquiring skills
and knowledge on auto manalacturs
ing to other sectors of the economy.

¢ As the astomobile industry depeads
heavily on a stroag competitive
ron and steel ndustry, production
of most of the compoaents of ve
hickex outside the country deprives
the country of the opportumsity to
develop Industries that sepport the
automobdle industry (both forward
and backward linkages). This denies
Indonesia the opportusity to deepen
as well as diversity ies development
10 make it more Integrated, more
resiient, and Jess dependent on im-
ports of components and steel used
to produce cars, while at the same
tiee exparting the same (bems

¢ Strong disconnects between the up-
stream and downstresss sectors of
the economy undermine the emers
pence of & strong automobile indas-

try.

The argument, this stedy makes &
that Indonesia has all it takes to develop
a strong, resilient and integrated auto-
mobile industry. But to date, develop-
ments in the Indestry are still not show-
ing pood signs of changing i from being
past 2 vast market to sell stomotives,
which by and Large contribute value add-
ed dsewhere, 10 2 robast one, character-

fzed by an istegrated upstream to down-

stream and high valee addiag sectors. In
other wonds, there ks need to "dream’
about the likelihood of creating an au-
tomotive industry that owes much of its
existence, survival, and trajectory harge-
Iy to domestic factor condithons and de-
mand conditions in terms of the nature
and character Indonesis also has 10 take
advantage of the globalized, decentrads
teed, value chain of automotive indastry
prodoction to tap R & D resources, new
technological developments, requisite
capital isvestment, and management ca-
pabilities. To that end, there is an urgent
need to identify the doepseated prob-
lems that have shauped the Indonesian
automotive indastry to be what i Is to-
day. Weaknesses or shortcomiegs of the
automotive industry as reflected in and
Induced by the business context sttested
by strategies, business outhook, level of
competition and the state compasitson
and performance of refated and sepport-
kng indastries, should shed some hght as
10 why such a dream Is still elusive, and
perhaps not easy to bring to reality.

Yo that end, the study sets its self an
enormous task of answenng such diffs-
cult questions as: Why have auto manse-
facturing corporations adopled strate-
pes in Indoowsia which prefer to use
Indoaesia a3 & market for their products
racher than a place where to both pro-
duce and sell their products (comtribute
more to value added, employment, spill-
over effects)? Are problems related to
poor poliy Initiation and coordination
among policy makers and ministries o
blame? 1s it the lack of sulfickent incen-
thves for investors in the auto industry?
Are Laibor related issues to bdame? Why
there a disconnection between what
would be backward linkages to the au-
tomotive industry (sech a3 from, copper,
aluminum on and $0 on) and the auto-
motive industry? Is there also a discon-

jorarsal of Werkd Trade Studies



nect between the automotive industry,
and what about related and supporting
industries as well? If so what are the fac-
tors that have been responsible for tha
condition? Is the Indonestan automotive
industry fragmented? If so, why have
these situtions come about? Agaimst that
backdrop, there Is a need for serious,
coordinated, well thought out eforts
to entify and examine the underlying
problems faced by the astomobile in-
dustry, and the iron and steel insdustries
that Bave hampered the peoducts of the
Litter from being used by the formes
whille the former relles on more expen-
sive smports, the disconmect factor, as |
profer to call it here. It asvwors some of
the difficult questions above and many
maore, which this stedy expects to pro-
vide by the time it Is done.

E  RESEARCH METHODOLOGY

The research will try to extend pos-
sible to use mixed rescarch methodol-
ogy. This means that both guulitative
and guantitative methods will be used,
Nonetheless, as the thrust of the study
is by and large to identify and examine
Issues, factors, problems that underpin
the nature, composition, and direction
of the Indonestan aulomotive industry,
qualitative methods will form the back-
boee of the techniques to be used, with
quantitative methods merely plying a
supplemsentary, if complemsentary, role.

This study & largely explorative,
Lt finding in nature, making qualitative
research methods better able to get to
the source of the problem. To that end,
the study used in-depth interviews with
key informasts who are keenly inter-
ested knormlodpeatde and well informed
abostt Bsues and problems that affect
the automotive industry in general and
the Indonesian automotive industry n

Vedume I, Nusther 1, Noversber 2012

particular, including relations and  de-
volopenents in the iron and stedd indus
try, &8 the key backward linkage to the
industry. Informants tocloded officlals
of the Ministries of Trade and Industry
and a sample of small spare parts and
components manufacterers. Secoadary
sources will be used to depict the state,
compaosition and trajoctory of the s
tomobile industry, based on figeres on
prodection, number of prodecers, and
production cost dynamics (M avaable)
Corredation and cross tabwlation will be
used for this purpose. Meanwhile, the
scope of the research covers 2 purposive
sample of automotive and auto compo-
nems manufacturers in indonesia Since
most of these companies are spread in
and around greater Jakarta, the DKI Ja-
karta will serve as site of fiedd work for
the study.

The assumption, which underlies
the sclection of greater jakarts area and
leaving out other regioas with some au-
tessotive massfacturing activities such
as Sarabaya &s that the general nature
of isswes, problems and dynamics that
relate to the Indomesian automotive
Indestry can be gleanod or ‘extracted’
from an in-depth examisation of prac-
titosers, experts, and policy makers,
most of whom are based in greater Ja-
karta, In any case, most automotive and
auto compoaents manufacturers, ke
manufacturers of others products in -
donesia, have offices in greater Jakata,
It is also worth seting that as the issue
under examination has been highlighted
for long since the Suharto era, reglonal
Issues, which have increasiagly become
important since 2001 &3 & resolt of the
big bang decentralization policy, no
doubt play some robe, fundamental (s
sues relating 10 autoesoblle (ndustry
have not changed avach. in bight of thae,
the role of regionalism In fssues, prob-
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lems, and dysamics which are to be in-
vestigated here s at best limited,

Mecaowhile, the iron and sted In-
dustry i studied here not for its sake,
but with respect to @ts costribution to
the auteenobide Industry. Resposdents
were drawn from automotive and asto
components manufacturers, policy mak-
ers (Mimistry of Industry and Trade, re-
searchers/observers of the related and
supporting industries for astomotive
industry). Primary data were supple-
mented by secondary data on automo-
tive players (automotive manufacturing,
spare parts and components manuface
turing), developments in micra, mediam
and large enterprises in the automotive
indastry, povernment policy that relates
to the automotive industry {in the form
of laws and regulations), and povers.
ment commitments in bilatersl, region.
al and Isternational trade agreements
Secondary data were obtained from the
Nations Bureau for Statistics (BPS)
the Misistry of Industry, and Ministry
of Trade documents and statistics, The
Agency for The Development and Apli-
cation of Technology (BPPT) reports,
reliable domestic and international data
and statistics providers (open source)
wwch as the Aslan Development Bank,
and The World Bank. Meanwhile, pei-
mary data collection employs such tech-
niques as in-depth interviews using semi
structured and unstructured questions
which were carried out with Ministry of
Industry officials, LIPI (Indonesian In-
stitute of Scieaces) rescarchers, aod 2
limited survey of small Rabricators (is
Tegal, Solo, Klaten, and Magelang). With
respect to data analyxss, the study uses
various trend and trajectory methods,
both qualitative and quastitative; while
sentifying devp-seated, short-term and

Jong-term kssues, challenges, and prob-
Jems that face Indomesian automotive

industry. Approprate data and informa-
ton Interpretation was used,

F  PRESENTATION OF RESEARCH
RESULTS

1. The state of the Indonesian auto-
motive industry and government
policy

in the medium torm (2010-2014),
GOl Is implementing programs that ine
volve the development of the domestic
market through varkous initiatives that
first are wallored toward promoting do-
mestic market development through
impeovement (n policies that relste o
automotive taxes, promaote the sse of Jo-
cal /domestic autommotive prodects, fos.
ter policy on the development of energy
effickent, ecologically friendly. and af-
fordable peice automotive prodects, and
proesote the policy on domestic aulomo-
programs promote export expansion,
which is being achioved through provid-
ing necessary facilities for automotive
components industries and raw maters-
Al suppliers to producers of ausomaotive

components for export,

Thindly, the povernment |s proeot-
ing the harmonization of internationa
echnical standands and  regulations
through the ratification of UNECE 1958
international agreement and impiement-
ing regulations. Fourthly, it is enhancing
competitiveness by reviewing and re-
forming policy on offering Incentives in
the form of tax bolidays for raw maens.
als for automotive companents industry.
Fifthly, the government is strengthening
the capacity and capability of the aoto-
motive components Industry through
sepporting and promotieg the automo-
tive components industry.

Sixthly, GOI is increasing peoduc-
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tivity of automotive components indas-
try through enhancing the provision of
pedance and assistance On vanous as-
pects of productivity; Seventhly, haman
resource capadiities and capaciey are
being enhanced; Eighthly, the programs
are strengthening/deepening technol
ogy capacity through the development
of job trainieg and skunk works/loca-
tions for automotive Industry and serv-
ing conters for automotive prodocts, and
the encouragement/pramotion of im-
provements in the tax incentives policy
for hamana resources and research and
development. Ninthly the government
is eshancing imfrastructure techaologl-
cal capacity through increasing rescarch
and development capacity i relation to
the automotive indastry, enhancing the
capacity and capabality of testing labo-
ratories for automotive components,
encouraging cooperation and collabora-
tion between the business sector and re-
search asd dovelopment institutions in
automotive related arcas and develop-
ing design and engineering centers for
automotive component products.

The implementation of the afore-
mentioned  Initlatives s expectod o
achieve vanious quantitative targets In
the production. sales, and exports of
four wheels and two wheelers, Produc-
tion of four wheel wehidles i project-
ed 10 increase from 550,000 (2010),
675000 (2011), 1,000,000 (2013), and
1,250,000 {2014). Meamwhile, sales are
projected to immcrease from 542,000 units
by 2010, to 840,000 units by 2012, and
10 1,300,000 by 2014, while expocts will
increase froes 108,000 units in 2010 o
260,000 enits in 2014, Scaling up pro-
duction Is expected to gencrate Rp &l
billion in 2010, Rp225.4 billion in 2012,
and Rp.S84.78 bidlion by 2014, The per-
formance i the two whoel segment ix
projectad to be oven mare spectacular,
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with production expected to Increase
from 5.6 midbon unnts (2010) and 6.5 mil-
lion in 2012 1o 7 million in 2014, which
will generate Rp56.72 billion, Rp.70.31
billion, and Rp.75.74 billion in valee in
2010, 2012, and 2014, respectively.

Meanrwhile, in the long term, GOI
has sot its sighas firse, at first, continug.
ing policies cn improving/ reforming -
tomotive tax policies, promoting the use
of domestically produced products, con-
tiouing the policy on the development
of vehicles that are emerpy officient,
coologically friendly, and affordable);
secondly, strengthening the export base
for automotive products, by increasing
cooperation on standards and the har-
monization of international technical
standards and by increasing the qual-
ity of automotive products and compo-
nems; enhascing competitiveness by
endancing the policy on the provision of
tax holidays for raw materials for the au-
tomoteve componests indwstry; thirdly
strengthening the components industry
by continuing the promotion of invest:
mest in the autessotive components
industry and lacreasing productivity of
the automotive compoaents (ndustry via
the provision of guldance and assistance
on productivity; fourthly, increasing hu-
man resowrces tochnology capacity and
capadility by strengthening the capace
ity of job/work training centers for the
amtomotive Industry and service centers
for automotive products, and enhanc-
Ing cooperation and collaboration be-
twoen business sector and research and
development lestitutions in the field of
astomotive products; Nifthly, strengthen-
ing the technology Infrastructure capac-
ity by enhancing the capacity of testing
laboratories for automotive compaonents
and strengtheniog the capacity of design
and devolopment centers of automsetive

products,
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The implementation of the above
initiatives and policies Is expected to in-
crease production of four wheel vehicles
from 1,610 million units (2015} to 2593
million units (2020) and 4.177 million
units in 2025. As regards exports, in the
Jong term, exports of four wheeled vehi-
cles are expested to reach 622,000 units
(2020) and 1,002 million usits (2025).
Meanwhile, the production of motorcy-
cles is 10 rise to 7.031 million
units (2015), 7575 milllon wnits (2020),
and 7.575 milbion umits (2025)

Specifically, in the Jong term, the au-
tomsotive industry will focus on gradual-
ly increasing the local content of motos
vehicles that are sold in Indonesia; raise
the quality of componests and vehicles
imported, manufactured and used In In-
domesia; and promote energy efliciency
and eco-friendly transportation indus-
try. Some of the key regulations and
measures tallored to realizing the above
thrusts (some already implomested, and
some are impending) include but are by
no means limited to:

1. Revision of the Ministry of Finasce
Regulation No176/PMX.011/2009
on Exemption of Import Dety of
Machines, Goods, and Materials
for the Establishment or Develop-
st of Industry in the Frame-
work of Investment (MOF Regula-
tion Nol176/2009) [(EURDCHAM,
2012.)* The objective of the revision
of the regulation is to encourage in-
vestmend i manufacturing capacity
in the automotive Industry as # of-

* EUROCHAN, 1012 "Pesiticn Paper Aslocso-
they 2012, Buropean Besiness Ohamber of Com-
meece 1 Indonesia” Avalable st Wity / fwvew

fers investment incentives lor auto-
motive manufacturers who increase
imvestasent (n existing production
capacity or establish new capacity
by at least 30 pervent for two years.
The regulation s comsidered good
and timely for the automotive indes
try as & is intended toward increas-
ing production capacity , technology
and maspower capacity eshance-
ment, all of which will comtribute to
higher quality products and, higher
competitiveness of products both in
the domestic market and abroad;

2. The revitalization of the Incomplete:
Iy Knocked Down (IKD) scheme. The
new KD regiose covers all types of
vehicles which will face zevo percent
import duty (EUROCHAM, 2012)
This means that the new KD scheme,
i which non-truck vehicles are sub-
joct 10 an mport tax of 7.5 percent,
will be reduced to zero percent. The
pew IKD scheme is intended to ap-
ply incentives that are tailored to
proamnte local comtent to all types of
vehiches, which in tum Is expected to
contribute to the development of a ds-
versified auto components sndustry,
assembling industry. manulacturing
Industry. foster varied research and
devvlopenent, promote the aoquisi-
thom and application of a wide range
of technology based om the use of ve-
hickes, and hased om various nations
that are producers of vehicles that
are produced and sold ca the Indo-
nesian auto market;

3 New dassification of electric car,
which Is embodied in Ministry
of Finance rogulatioa No213)/
PMK/011/2011 on classification of
products and impoet duty tanf¥s im-
position, effective Jamsary 1, 2012
(EUROCHAM, 2012). The regulation

journal of Workd Trade Stisdies



states that electric cars im a2 Com-
pletely Kmocked Down (CKD) form
with industry cassification code
HS Code 8703901300 will face an
Import duty of 10 percent, and no
luxery tax{an indocemsent to imports
and use of electric cars in the domes-
tic market due to dower resad prices)
imports of dectric car in the form of
Completely Built Up vebicles (CBLUSs),
with an lodestry classification code
HS Code B703.90,19.00, will face an
import duty of 40 percent, and lux-
ury tax of 0 percent, which is aimed
M promoting the use of dectric car
in the domestic market while at the
same lisse allowing am increase in lo-
<cal comtent in the assembling of such
Cars.

The probles s that incentives to al-
low the importation of electric cars
are not accompandied by effonts o
promote the development of electric
car recharging stations, which may
hamper and dissuade potential buy-
ers and gsers. Since the acguisition
cost &5 still high, the decrease in the
price of the imported cars attribut-
able to lower inspoet taxes, may not
provide sufficiest Inducement to
those who today wse cars that use
Sossil fuels. In any case, the potential
contridaation fram the increase in the
use of edectric cars may be tempered
by the fact that the source of elec:
triciey i many Indonesian aties still
comes from fossil fuels (petroleum
o, ratural gas, and coal). Efforts to
increase imvestasents in hydro-elec-
tric power plants, peothermal plants,
and bio feel, If they were (0 accoes-
pany such a measure or be carried
out In simultancosly are likely to
comiace pessimists that the indo-
nesan governaent s very serious
in promoting clean enengy initistives

Volerne [, Namber 1 Novesider 2012

4.

racher than a gimmick 10 show other
nations that Indonesia 100 Is follow:
ing sult whea it comes to prometing
preen economy programs;

Regelation of the Minister of Indestry
No L 1/M-IND/PER/1/20/1 /2012
(M1 Regulation Nod1/2012), is-
sued on March 1, 2012 with amost
immidiste effect, which requires the
placement of am SNI label on tires by
embdossment Of permanent stamp
rather than sticker as had been the
practice. The regulation gave only 30
days for admstment [BEURDCHAM,
2012) The substance of the regula-
tion, theugh commendable imposed
a stringent tese limitation on aute-
motive manufacturers as it had to be
implemsented almost immediately
The time needed for tire manufac-
turers to change from the old system
10 the new, and attendant cost, were
taken into consideration in the fore
mulation of the regulation. This re-
flects noninvolvement of automotive

representatives i the formulation of
the regulastion. Disquict among avlo
sanulacterers with the measure
was reflectod by the woeking group
oa automotive indestry (represen.
tatives of Buropean manu

in Indomesia) to request the date 2t
which the regulation was to come
into effect be extended from March 1
to July 1, a sugpestion that the Mis-
ister of Industry agreed to (EURD-
CHAM, 2012);

Misister of Trade Regelation No.
39/2010 on lmport of Finished
Goods by Massfacturer, which was
revoked by Sepreme Court Decision
No. 19P/HUM/2011 o Jume 2011
(EUROCHAM, 2012). Setsequently
the Minister of Trade ssued Regu-
Ltion No. Z7/M-DMG-PER/S5/2012



on Import Licenses ("MOT Regwls-
tion No. 27/20127). The regulation
imposes Bmitations om importers
with respect 1o the nature of im-
ported fimished poods (limited to
goods of complementary sature as
well &3 these meant for testing par-
poses); limitation of the definition of
the relationship between domestic
automotive Indastry impocters and
source of imports abroad; and Neni-
tation of awtomotive importers (o
specific sections, meaning that not
A imports that are needed by the
manulacturer can be mpocted). The
regulation imposes hawts that ham-
per importation of goods that may
be crucial in the production process,
complicates Hcensing of importation
due 10 the provision's ambiguity on
vechnical licenses and does not give
manufacturers time to change from
the old regime 10 the new;

Revision of Government regulation
No52/2011 on Income Tax Facilities
for Investment in Certain Business
lines and for Specific Arcas, Thia reg-
ulation excludes car assembless from
enjoying income tax dedection, while
car componests manufacturer still
do (comtrary to Government regula-
tion No.62/2008, in which both car
assemblers and automotive compo-
nents manufactures enjoyed sech an
vestment inceative (automotive in-
dustry shoudd be eligible for In come
tax allowance Gaciity ).

. Minister of Trade Regelation No.
48/M-DAG/PER/12/2011 oo Impor-
tation of Second Hand or Used Capé-
tal Goods, which in effect nullifies
Minister of Industry and Trade Regu-
Lation No.756/MPP/Kep/12/2003
on Importation of Used Capital
Goods, which tunned the importa.

ton of CHU used trucks. The rege-
lation has dad no effect as ports
of used trocks continue despite the
new regulation (EUROCHAM, 2012);

Minisser of Flmance Regulation
NoOI47/PME04/2011 on  Bond-
ed Zome as amended by Minis-
ter of Finance Regulition Nods/
PMEO4/2012 istroduces & major
change in the sale of goods from
customs bonded 1ones 1o domestic
customers. The regulation raised the
limitation on the threshold of goods
produced in bonded zones from 50
percent to 25 percent of the value
of exports achieved in the previous
year. Meanwhile, Mintster of Finance
Regelation No.d44/2012 allows the
Importation of capital goods Import-
od prior to the Issuing of Minister of
Finance Reg No.147/2011 to be de-
livered from cestoms bonded areas
to other cestoms arvas. The maxi-
mum limit was rased 1o 50 percent
until Decemnber 31, 2012 as Jong as
such peoduced goods require further
processing, cannot fanction peop-
erly without further combination
with other goods, or cannot be used
directly by findl cessumers (EURD-
CHAM, 2012);

. The impending regelation which |s

dmed at promsoting the develop-
ment and manufactering of a low
cost envirommentally friendly car
While the regulationis considered
pivetal for promoting lsvestment
in fuel efficient and eco-friendly ve-
hicles (tramsmission, engines, and
acvodynamics), the regalation will
have the adverse effect of putting the
cart before the horse. In other words,
the regulation will have the effect of
promoting the development of ve-
hicles with fud efficient and eco-
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friendly technologies at a time when
Indonesia still allows the prodection,

salo, and use of high sulfur content
(low quadty Mocls. This means that
even If technologically efficient and

eco-friendly cars were to be avall-
able, castomers will be hesitamt to

buy them because 2 will cost them
moce in terms of senk (nvestment
cost, and relatively higher operation-
al cost as they will have to buy low
octane, marked indexed fuel, which
is far more expensive than the sub-
sidized high sulfar feel. The demand
for vehicles in Indonesia, ke other
ASEAN suto markets, s still driven
by low cosE, passenger and commer-
clal vehicles;

10. The requirement by the Indoaesian
povernment that auto components
and vehicle masmlictures must
comply with Indosesian standards
certification, even If they fulfill the
intermational standards, Some of
the automotive components which
require Indonesian certification in-
clude braking systems and rear view
mirrors; and In the not too distant
future CBU cars and components
will follow (rear view mirrocs, tires,
windscreen, safety beits,  plastic
seats, brake systems, safety glass,
battery, noise leved and emissions).
While application of Indomesian
certfication Is considered wital for
ensuring the guality of auto compo-
nents and vebicles that are wsed on
Indonesian rouds, the imposition
of such a2 measure on producers of

components and vehicies with high-
er standards than SNI is coasidered

coumterprodective as s likely to In-
crease costs and delays. The other
problem is that Indomesta has yet to

develop state of the art testing labo.
ratories, which is 2 hurdle that Mr
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Prabowo and Maryu” highghted as
a major conatraint in offorts to raise
the quality of compoments and vehi-
cles produced In Indonesia

Paradoxically, decentralizatson and
democratization decried by detractors
of reform as beckoning nationsl disin-
tegration have boen effective in mitigat.
ing most of the sources of conflicts that
characterized the country since the fll
of Seharto in 1998, Political stability im-
proved sipatficantly in 2002, a year after
regional decentralization policy, and sta-
bility has been sustained. In comapari-
son, Thailand in 2010/201), showed
peolonged and acrimoaious public dem-
onstrations which wreaked havoc i that
country prior to the election of Yingluck
Shinawatra as the country’s premier
adversely affected the country™s paliti-
cal stability On top of that, Boods which
battered the country s 2011 took thedr
ol as well. Nooetheless, Indonesia’s
performance contiovees to lag Malaysia,
and given the current political new lease
on life the country enjoys, puts Indone-
sia on the back foot as a laggard in politl-
cal stability s the region

On government effectiveness, the
“logisiature-heavy”™ political system has
had serious implications for the pers
formance of the burcaucracy, local gow-
emnments and central governments, in-
cleding the President. This s because;
most key policies that are made by the
executive arms of governenent have to
be made with either the consultation

or approval of the legislature. Such a

B The two persosaliies are officlals of the
Loading Seciar in the Trasaportation and Eng-
neering Department of the Minhary of Indostry.
hémeva
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process has led 1 2 siteation whereby
interests of members of the legislature
and not those of the public take conter

stage when it comes to approving pebiic
policy decisions. The consequences that
have become widespread include grid-
lock in deliberations on key policy Issues
as local government and central govern-
ment bedgets (efforts by members of
the legislature 10 ensure that programs
and projects In thelr constituencies ro-
ceive ample budget allocations), and
politicization of public policy decisions,
Including but not limited to recrultment,
trainisg, and promotion in the bureau-
cracy. Indonesia’s ability to promsigate
good laws suffered a dramatic setback in
1998, hit it the lowest point in 2002, a
year that marked the first anniversary of
the implementation of the big bang de-
centralization policy The decestraliza-
tion policy deveolved authority te enact
Jocal regulations on most public service
delivery issoes with the exception of 6-
nance, foreign affairs, defesse and sece-
rity and rebigious affairs to reglonal as.
semblies.

The problem has been the pocr
institational capacty of Jocal govern-
ments to exercise the right to effect lo-
cal regulstions™ that improve public
service peovision without jeopardszing
interregional trade, conducive basiness
climate, and social security. Many local
regulations came into being, which were

5 In a wide ranging Interview o0 October 16,
2010, Dr Kristiadl, notes the Lack of grand design
2 e formudation and enacting of bath rationsd
Lawy and regalations, i well o local repdations
a0ed rebes This has reszited (n owerlagping, com
plicaned reguidtions that are prose to change
overtime even before they Ink" pets dry With
ever chonging laws and reyalations, uscertalaty
paien foothobd, which is not gaed for Suvises,
peblic service and privete SeClor 0perations.

n

in the main wilored to promoting the
well-Deing of one reglonal government,
without considering the adverse impact
they have oo other regons.  Wesk (in
terms of quality and quantity) heman
resource cagacity to formulste laws is
found among politiciass who are mem-
bers of rogional and matiosal legisia-
tures, a problem that &s rooted in politi-
<3l party recruiting process of its cadres,
which in the main puts more esphasss
on the capacity of the individual 10 con-
tribute %o the party sapport base and
financial resources than competence o
contribate to national issues, including
enacting laws and regulations. Weak ¢a-
pacity of members of legislature at both
the mational and sub national leved, has
meant that at the corv, the old players
with their mentality of betng served and
self-important rather than servants of
the public are more keen on entrenching
their positicas and perks than Hoha-
ing higher and better access of the gen-
eral public and the economically disad-
vantaged in particslar, to public services
are s2ill very much in control.

Moreover, with the collapae of a
highly centralized, ssthoritarizn admsin.
Istration system, the public burcaucracy,
having 2 well established, (nternal orga-
nizatiomal structure, Is having a field day
as they have the chance to play other
players in government against one an:
other (political dites, regional and wa-
thonal; members of ¢ivl society, national,
local, and insersational). Comparison of
the performance of Indonesia with other
neighboring countries shows that Indo-
neada &s still a ggard oa government of-
fectiveness and |s lower than Singapore,
Malaysia, and Thailand,

Oa regulatory quality, Indonesia
still faces an uphill task to make sig-
nificant improvement, This & because
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in comparison with other key South-
east Asian sations, Indonesian still Ligs
behind in reguiatory quality. This is
doe the onset of a fledgling desmocracy
which was compounded by the imple-
mentation of decentralization of mast of
the authority to administer and manage
the delivery of basic services, induding
the formulation of regulations, from the
experienced tried and peoven central
government burcaucracy to the Inexpe-
rienced, husnan resource deficient sub
mational units, Lacking suffickent haman
resource capabilities and wurking in
a weak institutionsd esvironment tha
stll lacks chear-cut definitions and de-
ncations between devolved authorities
and powers and those that remain with
the center helped to aggravate regula-
tory uncertainty in all aspects, incloding
starting and operating a business.

The pursuit of higher local govern-
ment revense At all cost has plunged
masy regional governments isto ssuing
all manner of ordinances on local gov-
crament levies, jurisdiction over con-
tentious border areas, espechlly where
these are endowed with abundant re-
sources, management and exploitation
of matural resources, including forestry,
mining rights, Lbor, and tourism at-
tractions, among others. Llaw enforce-
ment has been weakened relatwely as
local government clites attempt to twist
rules in thelr favor (recruitment of civil
servants, issuing of mining rights, &
suing of dogging rights in local forestry
estate, recruitment and management of
local government emerprises, procure-
ment of goods and services for various
local government offices, among others).
Moceover, direct elections for  local as-
sembly members and local government
Beads, have addod 10 the already fragile
and fuzxy situation with respect to rule
of law, over which local assemblies and
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Sdupoti and provincial governors, have
latle If any swbstantive cootred, » mis-
giving that hax spawned new correp-
tion opportunities as woll &s aggravatisg
those already in place.

Yo that end, it is very chear that with
respect (o regulatory quabity, Indonesia
Lgs Thailand and Malaysia, which &
cause for concern given the fact that the
two countries are Indomesia’s compets-
tors In ASEAN In the realm of attracting
investment dollars in the automotive
industry Moreover, such differences in
regulatory guality, which are compound.
od by the stll pervasive uncertainty In
rule of L, Bave pat Indonesian automo-
tive ladustry at a disadvantage vis-a-vis
Thatland and Malaysta, Buropean beves-
tors in the sutomotive Indssiry prefer
to lowvest their mooey in Thailand and
Malaysia xs they consider the business
climsate is the two countries better and
guarantees policy certaimty, which is of
crucial Importance in business (ELURO-
CHAME, 2012).

With regards to controlling corrup-
tion, the Indonesan government hax
been on the upward curve since 2003,
an indication that measures ranging
from the extablishment of the powerful,
sulficiently fisanced, Corruption Eradi-
cation Commission, the establishment
of anti-corruption courts that are sepa-
rate from general courts at the contral
and regional government lovel (albeit
prowing evidence that local corruption
courts are &8 susceptible to corruption
as peneral courts, which (s based on sev-
eral magistrates of local anti-corruption
courts having been caught in the act of
recelving bribes relsted 1o cases 1hey
are handling, passing lesdent sentences
1o individuals accused on corruption,
oracgeitting those accused of cormep-
thom accusations). However in with com-
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parison other countries the undentable
fact emerges that despite achicvesents
made so far, Indonesia still lags its key
competitors In attracting investient
and capital such as China, South Korea,
Malayxta, Thalland, and Singapore.

Thus, Indonesians have the task of
pushing the performance of Indonesia
on virtually all dimessions of gover-
nance with the exception of voice and
accountability, albeit to varying degrees,
back to their pee-reformation levels
(1996). The trajectory of most indicators
points to that direction, albeit a1 a slow
pace, given the fact that the country is no
longer ruled by decree but governed by
the will of the people. In other words,
the performance on other dimensions of
good governance at the national and lo-
cal government Jevel has been woefully
wanting Government effectiveness has
yet 1o regain the performance & once
had prior 10 the onset of the reformation
era, the same applies to the rule of law,
regulatory quality, control of corruption,
and political stabalty.

As regands manpower issues, In-
donesia has the requisste quality and
quantity of mampower  both skilled
and otherwise for automotive industry.
However, the olustacies Be in  Indone-
shan labor Laows, whisch are considered
too rigid, allow much leverage for the
government in trade unions in setting
minimum wages (which are st once
every year), and allow froquest worker
demonstrations that dssrupt operations,
all of which make labor costly and In
turm production costs high for employ-
ers. With respect 1o research and devel-
opment, Indonesia’s research and devel-
opment expenditeres a3 4 percentige of
gross domestic products are stll below
the East Asia and Pacific reglon average,
let alone the world average. Such perfor-

mance will compiicate efforts by Indo-
nesia to compete with Ohiea and India,
which are showing an upward trend in
R & D. Other concerns point to 4 rise In
the tax burden for employers, 4 probless
which has been witnessed since 2007.
Spedifically, Indonesia das dgher tax as
a percentage of value added of goods
and services o revenue regime than in
regimes In Singapore, India. Malaysia,
and the Philippines. However, the upside
Is that Thadland and China bave higher
tax regimes on goods aed services. This
means that on this score, Malaysia out
performs Indomesia, but Indonesia is
well positioned to outcompete Thailand,
which is the main direct competitor as
regards automotive industry compo-
pents and CBU production.

On fmance and development, it is
very apparest from statistics on msar-
ket capitalization that Indonesia st
Lags other countries in the East Asla and
Pacific region. As market capitalization
measures the volume of stocks traded
on a country’s capital markets times the
average prices of such shares, the indica
tors gauge the depth of the capital mar-
ket as 2 source of funds for investment
On that score, Indonesia continues to be
overshadowed by Its direct competitors
in the automotive industry: Malaysia and
Thalland. Thus, if 2l other factors are
considered mot as vital in inflluencing an
automotive producer to locate the pro-
duction Ene in a country as ratsing funds
from the capizal market, then Indosesia
would lose out to its regiomal neighbors
The hurdles faced in ressing funding in
Indonesia are compounded by the high
variabdty of the Indonesian stock mar-
ket, It is very apparent from statestics on
market captalizacion that indonesa still
lags other countries in the East Asia and

Pacific reglon.
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On case of doing besiness (2012),
Indoneshan’s performance seems to trafl
by a wide margin that of key competi-
tars in the aatomotive industry sech &
Malaysia, China, Japan, Thailand, and
South Korea. Thalland s Indonesia’s
direct competitor in the automotive In-
dustry In South East Asla, which is why
a comparison of the performance of the
two comntries on the Index provides ex-
tremely uselul and redevant infocosation
Taking a closer look at Thailand a5 lado-
nesia’s direct competitor in the automo-
tive Industry, it Is evident that while the
former s ranked i the top notch at 17
out 1683, the Latter s in lowly rungs of the
case of doing business ladder, 129 out of
183. Problem areas that hamper doing
business n Indonesia include difficulty
of getting electricity (rank 161), obtain.
Ing credit (rank 126), paying taxes (rank
131), enforcing contracts {rank 156). re-
solving insolvency (rask 146), The rela-
tively good areas inchede the number of
permits required to undertake construce
tion work (ranks 71), protecting leves-
tors (rank 46), and trading across bor-
dery (rank 39).

On logistics performance, with the
exception of timeliness, all indicators of
logistics management show deteriora-
tion Between 2007 and 2010, Poor logis-
tics management and adminkstration, in-
crease the cost of doing business, which
in tumn translates into high production
cost, and Joss of customer trast and oy~
alty to firm prodocts, all of which play
well isto the hands of competitors.

When it comes to human develop-
ment performance, the Human Devel-
opment Index value for 2010 and 2011
shows an improvement in ladonesian’s
human development (literacy, Income
per capital, life expectancy) from 0.6 to
0617, Indonesia’ rank decreased from
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108th to 124" (16 places) froem 2010
to 2011, An adequately educated Libor
force and disposable income (ellective
purchusing power o buy goods and
services) have the potential to provide
retums for investors (through saving
and time deposits, purchase of financial
mstruments such a8 securities, boads,
commercial paper, company stocks, and
s0 on). To that end, a decrease in HDI
rank from 108 (2010) to 124 (2011) Is
5ot just 2 value but a testament to seri-
ous problems In some basic fundamen-
tals that underpin education and health
service provision; and the modes, types,
and compeosition, of economic activities
and share of factors of production there-
of, which should inflsence how prodec-
tion gains are distributed among the
population of 237 million (the degree to
which economic growth is both inclusive
and sustainable),

Ralsing private equity, based on a
comprehensiveness and inclusive VOPE
index, serves as a gauge of the perfor-
masce of an economy with respect to
how It is viewed as a place to start, do
and, If one dkes, close business. The in-
dex shows that simoe 2008, the venture
capital and sttractiveness index for In.
donesia (ranked 55 oo 2012 PYCE ine
dex) das only been able to impeove its
rank by five positions. Malaysia starting
from an already high position (ranked
25) lost one slot during the same period;
Thailand [ranked 34) gained a positiong
Singapore (ranked 5) the highest among
ASEAN members in 2012, gained a po-
sition; South Kovea (ranked 13) gained
four positions; and India {ranked 32Z)
gaimed 2 positions durteg the 2008-
2012 period.

On competitiveness, based on the

Global Competitiveness Index 2011-
W12 Indonesia registered & decrease in



its rank from 44 1o 46 whie the average
score remained unchanged. Perform-
ance of Basic Requirements showed an
upward trend from rank 60 to 55 Im-
provement in Infrastrocture was reflect-
od by a rise in the rank from 82 to 76,
A better macrorconomic environment
registered a sigaficant iprovessent in
the rank from 35 to 23, though this was
tempered by the performance of Insty-
tutions, which showed a decrease from
rank 61 to rank 71. Health and primacy
education deteriorated from rask 62 0
64. With regard to the efficiency sub cat.
egory, Indonesia’s performance showed
» decrease from 51 to 56, while scores
remained anchanged. This was attribet-
able to a decrease In the performance
of higher cducation and trainisg, goods
market efficiency, Lbbor market, and fi-
nancial market developesent. The apside
was limited to technological readiness
(which may corroborate findings on a
surge in the cost of communications and
information technology imports regis-
tered since 2007). [ the area of insova-
tion and sophistication, Indonesia regls
teved a decrease in the rank from 37 %o
41, atribatable to a deterioration in the
rank on business sophistication. Prob-
lem areas that hamper global compets-
tiveness inchade infrastructure impedi-
ments, policy instabality, nadequacy of
the educated Mabor force, work ethic in
the national labor force, and taxation
(tax rates).

Findings of the global competitive-
ness index are confirmed by the World
Competitiveness Index which indicated
that Indonesia experienced a decrease in
competitiveness during the 2010-2011
period, falling from rask 35 10 37. Based
on the Enablieg Trade Index 2011, Indo-
pesia registered 2 decrease in its rank
from 62 t0 63, which was attributed to
deterioration in market access (signs of

protectionism, border administration,
transport and commenications infra-
structere, and mo change in the business
environment), What is interestiog, how.
ever, is the Gt that Indonesia posted
lesprovement in all but one of the Indica-
tors used to compule the Enabling Trade
Index (market access, border adminis-
tration, transport and communications
infrastructere). but this performance
fell short of the ackievements made by
other 67 mations in 2010, which rel-
egated Indonesia to a bower rank. This
underscores the importance of bench-
marking performance on indicators by
either using best practices as guidelines
or emulating the performance of those
best in the Mield' within the same re-
gooal setting or sharing a simiar level
of economic development. Problem ar-
eas cited Include inefficient government
bureaucracy (ranked number oo on the
list of magor huddles) inadequate sup-
ply of infrastructure; difficult access to
feancing: policy instabity (high un-
prodictabllity); signs of rising inflation;
poor work ethic in national labor force;
and government instability

2. Diamond Model Findings
a) Factor Conditions

With regard to factor comditions,
the Indonestan astomotive Industry has
vast potential as reflected in:

*  The large captive market of 240 e
tom population; relatively low I
fltion, abundast semni siolled, une
skilled labor, and increasingly skolled
labor; avallability of raw materials
such as trom and steel, rubber ftires/;
plastics and paints/petrochemicals,
electronics industry (production of
additional features 1o wehicles); and
textiles and so on, which caa reorient

Journal of World Trade Studies



to suppoet the production of domses-
the cars,

Priecipal auto manufacturers have &
monopoly over research and devel:
opment, standards on specifications
and quality; automotive technology.
auto-components, and spare parts,
and control finascing of aute pur-
chases.

Current government imtistives on
boosting imvestment in infrastruc-
ture, prodect standardization, gual-
ity improvessent, have increased the
atractivencss of the Indonesian au-
tomotive market.

Moreover, the still low car owner-
ship Jevel coupled with rising Income
per capita and dow cost of purchasing
mtomotive products makes the In-
donesian automotive market attrac-
tive aad pves it a lot of unexploited
potential. Though bely to prove a
headache in the short run, mew regu-
Iations such as the ome that requires
exporters of certain mineral prod-
uets 1o undertake processing in In-
donesia peior to export should prove
beneficial

Relatively Jow cost of energy (elece
tricity, diesel, coal), which makes
production cost low.

The regulation on certification of ae-
teenctive products, includieg those
embedded In CBU vehicles.

Lower import duthes on o wider range
of IKD and CBU vehicle maports,

lsvestment incentives for investors
who iscrease production capacity by
30 percent over two-year period and
establish mew production capacity,
usang clean and efficient technology:
Rising local content, and buy-indo-
nesian instiative, will in the long term

Voluree 111, Namber | Novernber 2012

enhance and diversify the produoc
tion capacity, human resource skills
and competence, thus belping to
deepen and widen forward and back-
ward linkages with other sectors of
the ccomony, while at the same time

strengthening the captive market,

o  There is no doubs that projected in-

vestment 1o the tene of USD 470
billion, by the private sector and
through govermment and private
partnership in the six- corridor-Mas-
ter Plan for the Acceleration and Ex-
pansion of Economic Development
2015-2025, which is complementary
to projected annual increases (n state
expenditare on Infrastrecture, edu-
cation, health sesvice facilities, aod
the military, will contribute to high
economic growth that will sustain
incoene growth through private con-
sumption.

The problematic labor Laws that have
become a source of costention, dis-
pates, and threats of relocating labor
mtensive industries from [ndomesia
dye 10 rising cot amid low labor
productivity

b) Demand conditions

Has a strong. cconoemy growing M
an average of 6.4 percent, which has
made the automotive market grow a2
10 percest per year during the last
five years.

Growing components industry, which
15 2 vital supporting industry for ve-
hicle assembling and production as
well as a vital source of exports.

Risiog incomes and rising middle
clat, growing national wealth aad
low wehicle ownership create favor-
able conditions for a buoyant auto-
motive industry in the foresecable
futere,



Stable curremcy. The value of the
Rupish in terms of hard carrencies
has been stable within a band of IDR
8600-9650 per USD, which Is good
for manufacturers who are import-
ors or exporters; also being branches
of parent companies abroad does not
create serious translation expasure
for them.

Rising income per capital (USD 3000
per person In 2010 aad rising),
which has comtributed to an Increase
in the ranks of middie income cam-
ers (estimated at 140 million). mais-
Iy young, urban consumers

The automotive indestry produced
more thas 830000 units In 2011

(from 500,000 units in 2009) and is
projecied to produce 1,250.000 by
2015. 890,000 units of four wheoled
vehides were sold in 2011, as where
8 milllion two wheelers

Exports showed an annual iscrease
of 766 percent during 2007-2011
period from USD 2.0 billion to USD
3.0 billion Mmuribetabie to the high
growth of imports of vehicles which
has contributed strongly to export
increases of by 2741 percent per
year. XD four wheelers by 36.16
percent), millitary vehicles (77.47
percent), awto componests [4.59
percent ), two wheelers (motorbikes)
23A7 percent, and motorbike com-
ponents (6.19 percemt).

lmsports, on the other hand, showed
an asweal growth of 2875 percent

per year during the 2007-2011 pe-
riod from USD 28 bilion to USD 93

billion (2011). The growth in im-
ports was attributable to the high
growth in the importation of special
vehicles, which increased by 2741
percent. CKD four wheelers by 28.00
percent, non CKD wehicles by 34,15

percent, millitary vehicles by 80.93

percent, automotive components by
2832 percemt and motorbike com-

ponents by 1649 percent.

High demand. though tempered by
recently implemented policies aimed
® cerbing excessive crodit sales
(Larger advance payment of between
25-30 percent of the price of the ve-
hicle/motorbice ) likely to face stifl
competition from foreign imports as
ASEAN AFTA takes effect in 2015,

¢) Related and supporting In-
dustries

Emphasize of increasing local con-
teat of the car body production, In-
cluding tires.

Use engimes that are ocutsourced
from other sources (by and large Im-
ported).

There & litthe if any lakage with auto
componeats producers. There s a
problems of quality fenrellability of
suto components and spare parts
(including body wnins),

Not eseugh sopport from BPPL
which is charged with applied re-
search and development, techno-
logical development and application.
Most of its research ks basic, which
means that applytng it requires a
very long process (regular input isto
the product development process of
automotive manufactures is Bot evi
dent).

Little support from the fimancial ser-
vices sector In providing auto insar-
ance and auto credit, The regulation
which once tssued will ensure the
provision of incentives for automo-
thve ssanulacturers who invest in en-
ergy officient and clean energy tech-
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nologies in ether new or expansion
of existing prodection facilities or
both by 3t least 30 percent of exist.
ing production capacity is seen as 2
major blow to lecal, low technology
(erergy ineflicient), low cost prodoc-
ors. as they fack the hamnan resource,
techuology, and Snancial capacity to
meet the reguirements of the regula-
o, Morvover, the regalition, once
Issued, is Hikely to crowd out local au-
tomotive brands, which emphastze
functionality and Jow cost in thor
product offers.

There Is lictle linkage between up-
stream (Iron and steell tire manufac-
twring, doasestic paints, componests,
and spare parts and e downstream
sector (especially firms that are not
part of the supply chain for principal
avtomotive manufacturers). In oth-
er words, the automotive industry
ix highly sepmented first based on
sive of snomotive companies (large
principal manufacturers are vert
cally integrated as they own or deter-
méne standards, of suppliers through
the bockward linkages. own, operate
and control financing of astomotive
imdustry seb soctors sech as spare
parts production, componests, ve-
hicle purchase and beasing (auto-
motive linance companies/houses).
The retaller/distnbution cham s
controlled o influenced by priaci.
pol sunufacturers. Small, mainly lo-
el manufactarers, such as those In
NUSA aad other independent opera-
tors follow their standard, which are
based on matiomal guidelines, have
tenuous i aoy linkage with princ-
pal manufacturers. They thuas hive
limited opportussties to benefit from
technclogy transfer which principal
manulacturers have.

Vobume U1, Nusber 1, Novernber 2012

«  The principles of operating and run-

ning businesses used by principal
masnfacturers must comply with
those of parest companies, which
influence their cooperation and col
Laboration with ether principal autor
motive manufacturers and domestic
spare pasts and compoaents fabrica-
tors The relations between princi-
pal and saall domestic astomaotive
players s complicated by the fact
that many local spare pasts and com:
ponesis manefactures are by and
large free riders who derive benelits
from “hot selling” astomotives and
components {which constitute intel-
lectual propesty and trademarics of
principal manufacturers), by reverse
engineering them and selling them
without permission from rightful
rights owners, This problem creaties
suspicion between the two groups.

Infrastructure is stil! 2 problem that
hampers the realization of the huge
market potential Indosesia has
{though roads are In good condi
tion on Java, this &5 not the case on
islamds outside Juva). Electricity Is
still a probdem due to outages that
are increasingly freguent, liable to
short circuits, leakages {and theft)
and rising charges, which will come
inte effect in line with the proposed
phased lncrease in electricity charg-
€5 10 take effect In future. EMuent
disposal is still problematic and can
causes tensions between Jocal com-
munities, Lctory workers and local

povernunents,

Regulstions on operations, liad ac
quisition, employee woeking con-
dithons wikich differ from one local
government to ancther are a source
of uncertainty. Regelations on im-
ports-exports and applicable taxes
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have become a major source of con.
cern for practitioners in the Jutomo-
tive Industry.

Coordination among ministries such
as Ministries of Industry, Trade,
Transportation, Research and Tech-
nology. State Oweed Exterprises, Fi-
nance, Energy and Mineral Resourc-
¢s, Manpower and Transmigration
Is very vital to ensuring that opera-
tons of automotive manufacturers,
assemblers, spure parts and compo-
nents manufacturers and fabricators,
and activities of distributors go on
without dissuption, that raw maters-
als meoded are available in the qual-
ity and quastity required. In practice
this is casser said than dooe. Policies
issued by defferent ministries, Rave
often led to confesion and delays in
operations doe o high unpredict-
abalty of policy (public policy unpee-
dictabinty ).

d) Firm Strategy, Structure, and
Rivalry

The astomotive market is dominated
by large, principal brands that are
well connected, vertically integrated,
well financed peiacipal mansfac-
turers, who represent global value
chains. There are few forward and
backward linkages between lirge
principal automotive and component
manufacturers and  independent,
small producers of siesilar prodects
This creates a dichotomy in produc-
thon metheds, wechnology sophistica-
ton, market segment served, pood-
uct quality, and orentation of final
products,

The largest assemblers are Japamese
owned, and linked to Japanese auto-
motive masafactures through jodst

vestures (EUROCHAM, 2012).

80 percent of the astomobive mar-
kot i for commercial vehicles and
multipurpose vehickes (EURDCHAM,
2012)

Small, domestic producers, use bech-
nology that can be bearned by trial
and ervor, and Increasingly via the
internet, while large manufacturs
ers have well established, regular,
systematic R & D activities that are
fimanced and suppocted by parent
companics.

Moroover, key players have world re-
mowned track records im production,
connected, both domestically and in-
tersationally, and are well financed
and leaders in quality, technology,
distribution chamnely, and R & D.
The astomotive saarket is dominated
by Japanese, Korean, and Earopean
brands, and slowly but sarely, Malay-
sian, Indian, and Chinese mamufac-
turers. Malaysia is Wkely to benefit
greatly from the ASEAN AFTA as itis
the only nation that has a sigaificant
locally initisted and owned astomo-
tive industry.

The business dimate strongly favors
principal extablished players due to
strong firuacing, access to technol-
oy, and access to centers of power
(iactoding ministries in case therw
Is meed to convey complaimts about
certain policies), while sssall epera.
tors just follow policies as they are
Issued without any leverage In in-
fluencing the content, direction and
targeting, Rivalry among domestic
producers means that it &s difficult
for cach of them %0 mobilize sufli-
clent investment needed to establish
production lines, increase rescarch
and development, fasten Jead time
betwoen concept development and
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product release oo the market.

Ever stiffening competition from
new entrants into the domestic auto
industry (Malaysia's Protor; China's
Panda; India’s Tata Motors), which
is on top of strong dominance Mer-
codes  Ber, Mitsubishi, Hyundai,
nd Astra Internationdl of estab-
lished automotive producers and
distributors,

¢) Government

The Indonesian government has
provided a strong macroeeconomic
framework to support economic
prowth of between 6.0-64 percent
in 2012-2017; annual growth in in-
vestment aondd low inflation; rela-
tive policy predictability since 2004-
2014, and |5 Mxely to remain that way
due to supranational commitments
whach Indonesian entered imto with
the ASEAN regional framework from
2015 onmwards,

Governmment has Issued regulation
intended to promote the use local of
content in autametive products; the
Ministry of Industry is imvolved in el-
forts to bridge the gap between the
banking sector as lenders and small,
domestic spare parts and compo-
nents and body manufacturers, as
well as providing techaical and peac-
tical guidance on kmproving the qual-
ity of products.

The governmest isseed regulation
on promoting products peoduced in
the domestic economy rather than
imports; another driving factor s the
Master Man for the Acceleration and
Expansion of Development of Indo-
nesian Economy (MPIETD) lassnched
in May 2011, which serves &5 & starnt-
ing point for domsestic auto prodocs

Yolume UL Nunber 1, Boversber 2012

ers (corridor based promotion of
economic growth, harmonteed and
synchronized through strengthen-
ing sectoral, regiooul and aationad
connectivity; the short term and long
term developmens plans (2010.2014
and 2015-2025, respectively) Jend a
lot of support for local competence
and potential enbancement and de-
velopment of potential based eco-
nomic growth aad development,

Also to become an incentive for au-
tomotrve manufacturers, once an-
derpimning regulations are in place
is the Low Emission Carboa Project
(LECP) (OTO.COM, Now 22, 2012)
which is almed at providing Incen-
tives for maswfacturers in the form
of redeced valoed added tax for bex-
ury vehides for Jow carbon emission,
hyteld energy use, and pure electric

eoergy techaology to lndonesia and
2 rero value added tax on baxury ve-

hicle imports o such manufacturers
transfer their energy effidency to
lewvels that will he determined by the
Indonesian government,

However, regulations on reducing
car sales such as reducing car emis-
sions and Incressdng the efficiency
of energy use, have created formi
dabde obstaches for nascent local car
industry; the regulation om restrict

ing auto buying (larger advance pay-
ment) has reduced demand. Impead-

ing regulation on energy efficiency
ad cean, which once issued will
gve astomotive manufacturers who
invest in producieg energy oficient
and environmentally friendly cars,
as well as the widening of IXD auto-
motive segments that can enjoy low
import duty. while tallored toward

promotisg an increase in the propor.
thon of local content in manufactured
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vehicles sodd in the domestic market,
will no doubt Impose Hmils on the
nascent, weak, diverse, highly seg-
mented local brand whicle manulac-
turers.”

¢ The governament shows ity comenit:
ment to strengthen the valued added
capacity of the automotive industry
throegh the ssuing of the Minerba
Law in 2009 and tax incentive based
local content requirement

e Mimistry of Finance Regulation
No176/PMKOIL/2009 on Exemp-
tion of Import Duty of Machines,
Goods, and Matenals for the Estab-

lishment or Development of industry
in the Framework of lnvestment,

= MOF regelation No.213/
PMK/.011/2011 on Classification of

Products and Import Duty Tarfls lin-
position, effective January 1, 2012,
which in effect reduces Import taves
on imports of electric cars both IKDs
and CBUs, is Nely to boost local de-
muand for electric cars as well as the
trassier of technology to the domes-
tic automotive industry, which will
have Imevense spillover effects on

the economy,

e Regolatton of  the Minis:
ter of Industry No.ll/M-IRD/
PER/1/20/1/2012[M01 Regulation
No.11/2012) e certification of au-
tometive components, intermed)-
ate goods, and vehicles while sosnd
in principal, its implessentation s
likely to Increase costs to produc
ers and other players i the Indus-
try. and Jead to delays in production

" Dewa Yustardl, “Excerpt of TV Komgpas TV
with Notsonal secretary of NUSA” on Seplember
P ) b

as the red tape iovohved in testing
various components parts in Indo.
nesha and paying visits to offshore
locations where mecessary, may end
up increasing the attractiveness of
Malaysta and Thailand ws o ws In-
donesia as the destination of future
investment in the avtomotve indus-
try despite the huge market potential
Indonesian has %o offer. Minister of
Trade issued Regulation No. 27/M-
DAG-FER/S /2002 on Import License
"MOT Regulation No. 27/2012°),
which revoked the Minister of Trade
Regulation No. 39/2010 on lspest
of Finished Goods by Manulacturer
on lmport of Pinished Goods by Man-
ufacturer was revoked by Supreme
Court Decision Ne. 19P/HUM /2011
In june 201 1, imposes restrictions on
the imports of manufactured goods
tailored toward production process-
es, assembling and manufacturing
automotive products.

The lasistence by the Ministry of
Manpower and Transmigration to
lend government support to the
workers' demsand on tussing out-
sourcing (thosgh in fact the Mindste-
rial instruction is a reconfirmation
and reiteration of the provisions in
the regulation to that effect) is soen
by employers as another Blow to
their efforts to reduce the impact of
the provisions of Maspower Law No,
13/2003 on the cost of hiring. paying
and firing workers, which Is unduly
bigh and rigid

The low cost green car [LOGC) pro-
gram bas its oritics teo. The problem
with the low cost green car les in the
fact that it is seen as telling manubac-
turers o stop off varous features
and fumctions of a modern car which
helps to reduoce both cost of produc
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thom and energy consumption. In oth-
er words, the low cost green car s

casier to realize o low cost technol-
ofy Is used, and the green concept
used Is limited to redocing energy
consumption rather than wsing high
quality, low carbom emission tech-
nology (as has been shown by risieg
interest in then program by prinogal
wehide manufacterers in Indonesta
such as Toyota, Daidatsn, Suzuki, Nis-
san, Hooda who have 3o far pledged
nearly USSZ.1 Bilion in investment
to develop and market vehicles that
meet low cost green car program
Thus the problem mainly bes in the
combination of two concepts which
are comtradictory in terms. Whaile
ow cost cars are often associated
with low techaslogy, hence mseanm
to produce a cheap car (a policy that
should be adopted If the problem Is
the high cost of wehicles (increase
<ar ownership)), the green car con-
cept, is tallored toward the use of
technology that both makes possible
high energy efficiency (high foel ef-
ficiency, and low emissions of CFCs),
which is still expensive and highly
protected and  patented  technol-
ogy. The result may be development
of & low cost low horse power car
(51500 c¢) that does not use air con-
ditioning and s therefore efficicat
om energy wse [but uncomfortable)
The LOGC program thus will encosr-
age the production of cheap cars,
which though uncomfortable will be
welcome news Sor individaals who
40 mot own cars, but very much in
contradiction with current govern-
ment policy on promoting the use of
public transport and thus discosrag-
ing private car ownership, Moreover,
the LOGC program would costribute
significantly to emissions if the pro-

Volurne L Nomber | November 2012

gram is preceded by efforts at reduc
ing the use of high selfur gasoline

which ix the couse of high emissions.
Even if sunufocturers were 1o man-
ulacture green cars for the dossestic
market, the fact that gasoline that is
still being used has high sulfur com-
tent would Increase the cost of using
such cars due to a mismatch between
gasoline used and low salfur and low
carbon emission technology.

Another program, which awalts in-
auguration. is the Low Emissions
and Carbon Progect (LECP). The pro-
gram entads the provision of invest-
ment Incentives to principal many-
facturers to Import which Is aimed
at providing Incentives for manufac-
turers in the form of reduced valued
added tax for haxury vehicles for low
carbon emission, hybeid energy use,
and pare electric energy technology
to Indonesia and zero value added
tax on baxury vebicle imports if such
manufacturers transfer their energy
efMaency to levels that will be de-
termined by the Indonesian govern-
ment. This program, attests o the
fact that the ndomesian government
will depend oa princpal manufac
turers who are expected to respond
to imvestment mcentives that will be
kid out in regulations %o the effect
of bringieg their low carbon, engine
and trassmission hybrid, and ehec-
tric technology:

The problem is that the domesti
market, both with respect to pur-
chasieg power and Infrastrocture

(high quality gasoline EURD 3 and
EURO 4). has yet to become the stan-

dard in Indomesia (EURO 2 s In use),
This means that manufacturers |
even i they have the capacity to re-
spond pasitively to  the Low Emis-
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stons Carbon Project, gves the hugo
investaent they must make into the
project, will think twice before any
concrete plans take shape (demand
conditions mot favorable, as are In-
frastructure, supporting services for
instance quality gasoline, electricny
charging stations for electric cars
The high price of vehicles, given the
Righ investment cost made into their
production, will make thess unaf
fordable to most Indonesians, who
still do not own a car). This project
also underscores the reality that the
government of Indomesia coasid.
ers low Cost green car program as
merely tailorad toward peoducing a
rw cost, energy efficient car based
on comventionad /generic technology,
while the low emission carbon proj-
ect is tallored toward reduction in
respomse to climate change concerns
(vehide techaclogy that makes pas-
sible low carbon emissions and low
eneryy use (from any source)).

G. FINDINGS ON SMALL, DOMESTIC

PRODUCERS AND SELLERS OF
AUTOMOTIVE PRODUCTS

In general, local Gbncators of auto-

motive components and spare parts fce
various problems that include:

increasiogly burdensome taxation
regime

Inability to obtain sepport oo prod-
wct standards, and  peevailing rege-
Ltions from governswent officials
charged with sech responsibilicy.

Difficeities obtainieg access to finan-
clal sepport from the banking sectoe

Workers who have rddevant degrees
but do not have the knowledge
needed to undertake work or taks

and thes reguire additiomal tradming
which increases costs for employers,

Influx of cheap foreign products,

No advice on improving product
quality (never Bad the epportusity
to hoat any official charged with im-
proving product quality).

There bs no indication that micro op-
erators soe the meed for better idea
geoeration for thelr peoducts. This &s
because, many of them fall into the
me-t00 category, which implies that
they do not see the need for planning
in advance what they will produce
in two or throe years to come sies
ply Because big producers out there
do such work for them. What willl be
prodeced (n the future will depend
on what will be selling well on the
market

lLacking ample knowledge about the
importance of producing products
that have requisite standards (some
follow national standards, others use
their own standurds, but most do
not sev the importance of standards
because what they do is to produce
peroducts that are found to be selling
well on the market so they buy the
product, reverse engineer i1, and re-
produce the same),

Related to the aforementioned i the
fact that although Indonesiun auto-
motive industry peactitioners are on
the verge of entering ASEAN AFTA,
which among other things will re-
quire member countries %o comply
with standards and guidelines on
prodect quality, which for automo.
tive products will be hased on UN-
ECE 1958 standards, at the micro
level, there are lndications that such
information has been disseminated
to those who need it most. Many fab-
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ricators of automctive products, for
instance, do not see anything wrong
with reverse enginecering an automo-
tive component or spare part that is
selling well on the market, 35 a means
of producing replicas of the same and
enjoying higher reveswes as o result
Yet such & practice s In contraven:
tion of prevailing law on intellectual
property rights, which the Indonesia

government has in place,

Financing 10 improve product qual-
ity, expand their businesses, or diver-
sify their business lines is not casy %o
come by This Is because of difficul-
thes small businesses face in mecting
the stringent requirements of hasks,
sech a3 streamlined firm manage
maent, book keeping practices, sepa-
rating Issues and activitles that re-
late to the business from household
concerns (keeping separate accounts
for bousehold and business and Lick
of adequate collateral security to ob-
tain sullicient loans for working, and
imvestment purposes, among oth-
ers).

There is po indication that sssall firms
soe the need for collaboration as they
consider the virtees and benefits of
preserving the independence of the
family firm %o outwuigh benefits
of forgeng cooperation with ethers
(easier to acquire external financing
due 10 enhanced collateral secarity
capacity; sharing ideas on improving
product guality and marketing: cas-
ler to obtain practical guidance on
running their businesses from exter-
mal sowrces  [regional government,
autamotive association, experts on
automotive industry); Information
on current trends of the astomotive
industry in Indomesia, other ASEAN
members, and the world,
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1. Producers /fabricators who sell
products on the domestic mar
ket:

This category offers interesting in-
sight because:

o They do not sec any problem with
the market. This is because what
they produce is by and large, driven
by what sells on the sarket.

¢ Busipess cimate s porcieved as
having no impact on their business-
es (perhags Because of polat one
above),

¢ They do not see amy problem with
the gamut of regeirements they are
required to fulfill in the process of
rumming their businesses.

¢ Though some showed indications

that raw materials were a problem,
many did not see it as such.

But like others, they perceive:

¢ Taxatiom as Increasing the burdes
they face.

o Rising energy costs attributable 10
frequency of outages.

o Dificedties in financing their opera-
Lot

o Rising labor cost, secing the flood of
cheap inputs as a problem that needs
handling If their busimesses arv to re-
main going concerns.

o Lack of efforts from local govern-
ment to support them in smproving
product quality and standand,

2. Producers of automotive prod-
wts that sell at home and abroad

See advamtages in the Indomesian
ato-market:

o See the importance of producing
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products that are based on either na-
thomal or international standards.

Consider the Indonesiam damestic
market as profitable et under se-
rlous ‘attack’ from cheap foreign
imports, hence call for government
measares to control and curb such
Impoets.

See benefits in estadlishing collabo-
ration with input suppliers, large
automotive producers (with whom
they have working collaboration in
designing and supplying automo.
tive components, other small firms
in the industry (to share ideas on
strengthening their business line,
product gquality, exploit existing
market opportunities), and the local
aed central government (sources of
technical guidance on pradact stan:
dard, existing market opportunities,
expanding Nesanciag opportunities,
training of workers, which would
help in reducing costs they Incur in
increasing readiness and capabilnties
0 contribute o firm operations and
performance)

Meanwhile, highlights of problems

this category faces inclode:

Basiness climate is considered to be
fraught with challenges emanating
from:

¢ rising competition from Imports
of cheap products;

¢ burdensome taxation regime;

o burdensome regulatory require-
ments (having to deal with many
offices); increasingly  burden:
some labor laws; dfficulties
faced in raising fands to run their
busizesses;

o  difficulties in obtaining riw ma-

terials (steel and Intermediate
peoducts); fectuating exchange
rate of the Jocal currency, which
means higher transiation expo-
sare,

o  &ifliculty in recruiting ready-to-
wse workers, meaning that often-
times, they have to spend maore
money to train gradustes from
technical colleges and waiversis
ties before they can contritwte to
the petformance of their firms;

o Difficeities to acguire land are

also prublematsc when they need

o expand their operations.
Price of energy is considered a prob-
lem that affects the peofitabiity of
their businesses, as is the frequency
of outages which has (nduced many
to buy gencrators at high cost,
Product standard &5 considered 2
probless that neods support from
the government If they are 1o gain
a strong foot hold on the domestic
market

Some use doonestic standard In pro-
ducing their products which are
meant for the foreign market (need
for technical support from relevant
authorities in areas of standardiza-
ton, product guality, and worker
tralning).

Many see theie masket prospects as
fraught with uncertainty.

H. CONCLUSION AND RECOMMEN-

Conclusion
The Indonesian ausomotive indas-

try In some respects is ready for post
2015 ASEAN. This is discernible from

journal of World Trade Stidies



a number of areas such & semi skilled
and siolled labor; 2 supportive regula-
tory framework that peotects domes
tic automotive prodect manufacturers
from unfair competition from ASEAN
and noo-ASEAN manufoctarers (buy-
Indonesia product policy, Jocal content
requirement, compulsory certification
requirements based oo [ndosesian stan-
dards); improvement n government
governance as reflected in rising trans-
parescy. some major Inroads in corrup-
tion contred, improvement in macroeco-
nomic management which has created a
low inflation, stable exchange rate, low
natiosal dete to COP ratio, and capinal
inflows, (FDI and portfolio iawestment).
This is coupled with the rapid growth
of the automotive market, which is sup-
ported by high private conswmption,
low Bnancing cost for vehicle parchases,
povernment commitment to Increase in-
vestment in infrastructure ia the medi-
um and long term (2010-2014 medium
term development plam and 2015-2025
long term development plan), as well as
in the multitrillion dollar Master Plan for
Acceleration and Expansion of Economic
Development in Indonesia.

Nonetheless, weak areas remain,
which makes the high potential domes-
tic automotive market an easy target
for other key ASEAN automotive manu-
facturers (Malaysia and Thadand). as
well ax non ASEAN countries such as
China, India, European Undon mombers
[especially Germany, France, Exgland
and Sweden), thasks to bilateral agree-
ments  as well as ASEAN-Dased agree-
ments to which Indonesia is a signa-
tocy. Such weaknesses include among
others, some companents of the regula-
ey framework that increase the cost
of operations, production, distribution,
Import-export, hiring and firing work-
ers; compulsory certification based on

Yoluse I Number L, November 2012

Indonestan standards even as Indonesia

(though ot yet a signatory) like other
ASEAN members reached an agreement
in principle 10 base quality standards
of automotive products on the UNECE
1958 agreement which are recognized
and i sume aspects used i determining
quality of automative prodects (vehicle
emissions). Another area that is becom-
ing a cause for concern is the tax regime,
Though In somse areas, the tax regime
shows a tendency of coming down, in-
dications are that the tax rate based on
valued added and revenue, is on an up-
ward trend, a8 a time tax regimes among
key rivais are on the way down,

To that end, grven the highly lucra-
tive and relatively liberalized Indonesian
stomotive market** [USD500 billion
cconoery, 140 million middle income
and rising, growing by 10 percent on
average over the last five years), make
competition from massfacturers which
have their operations based in other
countries (Malaysia, Thailand, South
Korea, Chima, India, and even the Euro-
pean Unlon) difficult to beat. It Is pers
haps because of this realization that the
Indonesian povernment has over the last
few years taken 1o protectionism (albeit
mildly) of the Industry, which soene of

the regulations strongly point to.

2. Recommendations

¢ There is a need to strengthen regu-
latory certainty and predictability In
that light, there Is 2 need to Imple-
meet as on as possible regulation
on low cost green car (LCGC) and low
emission and carbon progect (LECP),
This is because the two programs are

® Compared with Maduysis soed Thadlasd
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game changers as far as the futere di-
rection of the Indonestan automotive
industry is concermed. On the other
hand. there is & need to review or
If possible rescind regulations tha
oblige all astomotive manufacturers,
irrespective of thelr track record in
manulacturiag setomotive products,
to undertake certification based on
Indonesian standards.

Indonesia as a member of ASEAN
has in principle expressed commits
ment to use UNECE 1958 standards
as reference in determining techascal
standards of autessetive products.
To that end, instead of re Inventing
the wheel, wiich will cost a ot of
time, energy, and financial resources,
o develop its own certification stan-
dards, the Indosesian government,
should embark on kiying the ground-
work on developing and implement-
ing UNECE 1958 measares, develop-
Ing requisite facilities such as testing
laboratories, establishing linkages
with EU and indonesta educationad
institetions, techoical colleges, and
the BPPT to train manpower on cer-
tification techmigees and necessary
streamlimang procedures.

UNECE 1958 standands are already
internationally recognized, which
means were Indonesia to adopt the
same that will make (mports and
exports of automotive prodects not
only among ASEAN members but
also between Indonesia and Europe
and other parts of the World easter.
Considering the growing Importance
of the components industry at both
home and ia export trade, adopting
an internationally recognized certi-
fication &s highly recommended as
it will provide quality axsurance for
importers of Indonesian sutomotive

products. Indonesian  cevtification
will mvean that exports of Indonesian
automotive peoducts will have to uns-
derpo testing In destination markets,
which will increase cost, and lower
competitiveness in a market that is
marked by small operating and net
profit mangins,

Nonctholess, given the stark dif-
fereace In technology capacity and
capabilities, the implessentation of
the certification should allow some
forbearance , with established and
foreign based manufacturers and
exporters of automotive products to
Indoaesia required to adopt the cerr
ufication fmmediately, which Is not 2
probles & they are already required
to do so in their countries of origin,
while small, domestically based and
market focused manufactures of
spare parts and components would
be requared to implement such mea-
sures gradually, and with the sapport
of the government in stresgtheming
their prodect quality assurance, pro-
duction process improvement, R& D
capabdiies, and provideng product
vesting facilities,

Labor law issues. Inflexstde Libor Law
and implementing regulations have
been cited by experts on comspet
tiveness, the World Bask, and mem-
bers of the Indonesian employers as-
sociation. There s 2 need to resolve
the now very costentious issue of
outsourcing. The current law does
sot allow employers to use contract
workers for work or tasks that are
core in the production of goods and
services but rather in tasks that are
of supporting satare such as chean-
Ing services, securty, catering and so
on. However, employers have used it
as & way 10 reduce on the wage bill,
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with the result that employers have
shown growing preference of em-
ploying temporary workers to per-
manest workers. The irony & that
both permanent and contract weork-
ers, for differest reasons, agroe on
one thing that all workers must be
employed on 2 permanent terms.
Contract workers want to enfoy the
munificent terms permanest work-
ers engoy, while permanent workers
do consider the use of contract work-
ers by employers as detrimental o
their interests as they reduce their
bargaining power for better working
condithons and |s intended to crcam-
vent complisace with Libor law The
setting of wages should be loft to the
wages committee, which includes
representatives of employers and
workers, and be submicted to the lo-
cal government only for Implemen:
tation, In addition for prodictability
purpases and 0 reduce the disrsp-
tion to production caused by anaual
setting of wages, wage levels should
be indexed automatscally with infla
tion whach will avert the problem of
setting wage lovels every year

On strengthening linkages in the
automotive industry, While the gov-
ernment has Bsued regulations that
are intended o increase value added
of exports from Indoaesia, the cur-
rent regulations do not provide sul-
fickent incentives to producers in
the upstream sectors (lron and steed
producers, glass, energy producers,
plastics, copper, clectromics, rubber/
tires, textile and 50 on) 20 serve as
suppliers 10 automotive product
manufactures. It is also worth seting
that the fact that a Gactory is located in
Indomesia, the products it prodeces
are meant for the domestic market.
This is because, bused on the work-

Volume ML Nomber L, Novessber 2012

ings of a global value chain, all issges
that relate to product R & D, produc-
tiom, distribution, and marketing are
not determined in one location bt
a3 a whole taking into account all is-
sues that relate to maxisnizing value
added, competitiveness, and compa-
ny prolits for shareholders.

To that end, this is an &ssue that Is
not easy Lo resolve, gives the nature
and composition of Indonesian au-
tomotive manufactarers, who are by
and large representatives of muiti
national companies which have pro-
duction comters spread @ various
parts of the world, using global sup-
ply chaies as their production model,
an only engage domestic suppliers
as long a5 is Interested in doing so,
meets the roguisite product quality
standards set by parent companies,
and soll products based on decisions
that are net made in the domestic
market but in corporate headquar-
ters abroad. However, what can be
dooe s for the government to  do
its role of putting i place requisite
stitations that ensure products in
all sectors of the economy meet in-
termational standards. As long as the
quality of inputs meets International
standards, the task of establishing
stronger hnkages between the up-
stream sector, producers/mamefac-
tarers and the downstream sector
will be easier Government policy
on mecting domestic requirements
as a priority which producers ia the
domestic economy must meet prior
o meeting foreign export commit-
ments must be pat into operational
permits which both local and foreign

incorporated producers of goods and



services must comply with™

o There Is a oeed 1o strengthen the fo-
cus on the developenent of the com-
ponents industry. The componests
industry has shown strong growth
and has contributed significastly to
the iacrease in exports of sutomotive
products. This may be a result of the
workings of the glotal production
and supply chain a8 well as individu-
al efforts by domestic manufacturers
to increase the value of their sales by
selling to the more lucrative foreign
market. Considering the importance
of the components industry in the
Indonesian automotive ndustry as
a source of inputs and Intermediate
products for vehicle manufacturers
& in the domestic economy Seen
from the comtribution to employ-
ment, skill enhancement, technology
advancement and spiliovers, and ex-
port revenues, there is a neod for the

government to implement plans tha

TThe Goe of Idonesian companies expert
eaciag electrcity sutages Gue 0 Lack of aateral
£as supplies for the mational eloctricity compa-
ry I8 a0 iderestiag ene Nateral gas comgpunies
have no obigation W prieciiae meesing dores-
1 demand, for an proft masisvicers they sell
o beyers who pay the highest price. Meceowed
prven thelr coesritmers 16 supply natural g %o
foreign buyers uninterreptedly for Certan peri-
ods. M prices That are lower than cerrest market
eates given the long tenm natare of sech sepply
wraagementy makes It usliely and couly lor
satural gas producers to dvert some of the aats-
ral gas supplies 20 meet 3 dramatic ncrease 0
domatic demand. Consequently, PLN s forced
10 Joad shade poseer wpplies 1o avers, indhuding
marralactarers, and use 3 more coutly pooline
0 produce chectricty. Masefacarers resent o
uilng dwesel generator engines which Is more
contly source of energy wonelable, while a5 4
resuk of aung gamelise in preducng eleciriosy,
masulictves are foeced to pay hgher cdlecinoty
By, which increases el cont of production.
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are tadored 1o develop the compo-
ments as one of the sectors orented
for the export market, as well as an
integral part of the domestic asto-
motive industry.

Research and development. The di-
chotomy of R & D between large,
principal manufacturers [regular,
advanced, well financed, integrated
into product production, distribu-
tion, and marketing) and small, do-
mestic miche market producers (spo-
radic, inadequate fnancing). There is
Jtthe if at amy transfer of technology
between large masufacturers and
small peoducers, which is under-
standable givem the fict that large
principal manefacturers have no ob-
ligation %o share and support small
producers who are In any case their
compettors and reverse engineer
thetr hot selling peoducts prioc 0
selling them without payeeg any loy-
alty to them. However, there is a way
the government can induce technol-
ogy transfer from Lirge manufactur-
ers to small prodecers. One way is to
set up & research and developesent
fund which s given to mansQcturers
that have a technical collaboration
and cooperation agrecment with
small, domestic manufacturers. This
can take the form that s ssmilar to
the nucheus-out growers  scheme in
the palm oll industry. which obliges
large firms to help small ones stand
on their feet by offering tralning and
development, financing of opera-
tons, market quality assurance and
marketing Another way is t0 insert a
requiressent in the operational pers
mits given to large companies with
operations I Indonesia or sciling
automotive products on the Indone-
slan market, to set aside some seed-

ing money (part of their corporate
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sochl citizesship responsibility) to

promote small spare parts and com-
ponents manufactarers.

Yet another way of perssading large
automotive firms &s to provide gen-

crous investment incentives for au-
tommotive firms that are ready to form
joint ventures with small spare parts
and components and vwhicle manu-
factarers, which is underpinned by
the requirement to transfer tech.
nology. masagement practices, and
product quality assurance. It should
250 be noted that the developament
of sechnology on astomotive prod-
ucts quality and production process-
€5 Is not cely confined to the walls of
laboratorses that belong to autome-
tive companies, bot Is also in labora-
tories that are located in universities
and stand-alone, Independent re-
search centers. What is neoded is for
the government to identify either the
universities, independest research
centers or both with the capacity and
competence to conduct R & D, pro-
vide traning and dewelopment on
product development, prodection,
and marketing 1o small, domestic
spare parts, components and vehicle
manufacturers. To support local re-
search centers, the government can
forge ties between local experts and
intermational autommotive experts ei-
ther on an individeal or institutional
basis or both.

Financing. It has become common
knowledge that cee of the ey ob-
stacles hampering business develop:
ment and expansion s lack of suffi-
cent financial resources. Shortage
of Amancial resources is also a major
comstraint that hampers R & D, he-
man resource development, product
quality improvement and spgrading,

Voburee HE Number 1, Novernder 2012

techaology adoption, development
and improvement. To that end, work-
able solations are required to deal
with this problem which is increas-
ingly becoming a key differentiator
between beaders in competitiveness
and laggards, me-too product devel-
opers and custom tastes and prefer-
ences driven, core business based,
difficelt to emulate products, and
success and Dilere, With special ref-
erence to the automotive Industry,
measures that need to be wtaken in-
clude intensilying eforts by Minis.
try of Industry to bridge the gap be-
tween manufacturers, vendors and
providers of auto purchase and leas-
ing fimance for automotive products
tilored toward domsestic snarket
based producers and marketers.

The playing ficdd sbould be made
more level between large, principal
manufacturers, who by and Large op-
erate their in-house financing and
imsurance services that are tied to
automotive purchases and indepen-
dent avtomotive product manufac-
tures who have to struggle to finance
their products as they depend on the
Mectuations of credit market. The
government, should provide Jimited
guarantees (in the form of opera-
tional and product risk isurance) 1o
support for manufactarers of auto-
motive produocts that are considered
pevotal to the development of other
sub sectors of the automotive indus-
try (components industry, suppliers
of raw materials, and intermediate
products, among others), as well a

having proven spillover effects on
ether sectors of the economy. The ex-

istence of such guaramtee will help i
reducing the operatiomal and prod-
wct markoting risk assochited with
new and innovative products that are
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produced by small and wpstart do-
mestic manulfacturers, Consequently,
as comtingency risk decreases, com-
mercial hasks and leasing companies
will not impose stringent covenants
in their lending agreements with po-
tential customners and manwfacturers
of astomotive products coming from
various skunk works (benghkel) that
are spread in many parts of Indone-
sia

Ancther way s 10 foster closer link-
age between activities of numeross
small, independent manelacturers
of autemnotive prodects with large,
principal manufacturers. This can be
done through collaboration between
the large and small masmfisctures
right from the start, so that prod-
ucts that are produced by small peo-
ducers are based on specifications,
standards, and pricing of large com-
ponents and vehicle manufacturers.
This will help small players bave a
captive market for their products,
while at the same time giving ample
room for large players %o influence
volume, quality and standand, and
tisving of components they noed for
their operations (oese form of Keires-
% network).

Faciitating jolat venture operathons
between domestic small players and
large automotive manufacturers s
not only good In fostering easler
and quicker transfer of technology
(China's policy on this shows that a
country with & large market can dic-
tate terms for thase intevested in in-
vesting s the economy), but the fact
that large manufacturers bave better
access 1o financial services (banking,
Insurance and reinsurance) , reduces
the burden for small players to look
for investment and working capital

for their activities. As the conditions
faced by automotive product many-
factarers, both large and ssall, are
different from those of other sectors
of the ecomomy (huge nvestment
in R & D, high risk of emulation of
products, which reduces profitabilicy
of product lines, requires updating
techsology In production process,
additional of an increasiogly sophis-
ticated assorvment of features (enter-
tainment, GPS for better navigation
purposes, devices to redece noise,
emissions, safety enhancement fea-
tares, and 0 on). the establishment
of an indastrial development bank
may be a good ides.

Flood of cheaper Imports (illicit and
legal). The influx of cheaper awto-
motive products ranging from spare
parts and components 1o CBU wnits
inte the domestic economy his cre-
ated serious problems for manufac
teres who bave production plants in
the country, have prodection plans
based on medium term and long term
market progections of the domes-
e market (etal demand, projected
supplies from legal competitors, level
of per capita income and its growth,
monetary policy parameters (inter-
est rate, Inflation, exchange rate) and
undertake boge iInvestment based on
such factors considerations. To that
end, the entry of llegal Imports &
well as unasticipated legal imports
complicates prodection plans for
domestic producers, adversely Im-
pacts on return on lavestment, and
undermines the predictability of the
investment and business climate in
the economy, Based on such consid-
erations, there is noed for the gow
ernment to tghten border crossing
‘paints” from neighboring countries
such as Singapore and Malaysia, as
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well 25 more Intensified monitoring
of imports from China o reduce Ui
legal imports of components and ves
hickes (IXDS or CBUs bat dismantied
to facilitate casier eatry). Stringest
measures on iliegal imports should
not only be made at entry points bt
also at vartous police centers where
registration of new velicles and mo-
sorcycles is made Registration must
be made upon presestation of proof
of legal lmport certificate, import
duty payment receipt, and valued
added payment receipt. Checking ve-
hicles and motor cycles in display in
show rooms is also anather effective
way, which prevests the conversion

of Wlicit imports into Jegal products.
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