
Indonesia in the Era of East Asian Economic Integration: Toward Reinventing Indonesia’s Industrial Competitiveness

Speech by Osamu Watanabe, Chairman and CEO of JETRO

At the symposium on Reinventing Indonesia’s Industrial Competitiveness

On March 1st 2005

Hotel Nikko Jakarta, Indonesia

1. Introduction

Your Excellencies, Economic Affairs Coordinating Minister Aburizal Bakrie, Trade Minister Dr. Mari Elka Pangestu, distinguished guests, ladies and gentlemen, good morning.  I am Osamu Watanabe, Chairman and CEO of the Japan External Trade Organization, or JETRO, and it is indeed a great honor for me to welcome you to today’s symposium on “Reinventing Indonesia’s Industrial Competitiveness”.  I would also like to extend my sincere gratitude to Mr. Jusuf Wanandi, co-founder of the Center for Strategic International Studies (CSIS), who, together with the support and cooperation of his staff at CSIS, helped make this event a reality.

Before I begin, I would just like to express my deepest condolences to the people of Indonesia suffering from the unprecedented destruction that followed in the wake of the December 26th earthquake and tsunami.  A few weeks ago, I asked our JETRO Jakarta President Director to visit Aceh province.  His report provided me with a first-hand understanding of the immensity of the tragedy, which has no precedence in modern times.  
The Japanese government immediately dispatched its Self-Defense Forces to affected areas, and JETRO ourselves donated US$ 10,000 to the Indonesian Red Cross as an expression of our profound sympathy. 

I visited Indonesia in 1989 for the first time, accompanying the then Japanese Prime Minister, Noboru Takeshita.  We met with the then President Suharto at the Merdeka Presidential Palace.  Indonesia at that time was pressing ahead with its fifth Five-year Development Program―which utilized the country’s abundant natural resources such as oil and natural gas.  Indonesia seemed to me to be a country full of confidence as the leader of ASEAN.

But move ahead some eight years, to 1997, and Indonesia is reeling from the effects of the Asian financial crisis.  I remember this period very well, as I was then working as the Vice-Minister of International Trade and Industry to extend every possible assistance to the affected countries including Indonesia.  

And in October 2004, President Yudhoyono made it clear, both in Indonesia and abroad, that his administration would meet Indonesia’s economic problems head-on. 

This morning I’d like to share with you my views on the Indonesian economy and suggest what I see as being necessary steps on the country’s road to recovery.

2. Changes in Economic Circumstances surrounding Indonesia
For roughly 30 years, from the late 1960s to the financial crisis in 1997, Indonesia enjoyed a strong and prosperous economy, with an average annual GDP growth rate of 7%.  Indonesia during this period was exerting its leadership among the original five ASEAN members in uniting the region behind a common goal of economic development. 

The 1997 crisis had a devastating effect on Indonesia’s economy, industries and the daily lives of its people.  I will not go into detail here about the many effects the crisis had on Indonesia—and equally on other countries in the region.
However, following the crisis, Indonesia differed from its Asian neighbors in that the country underwent roughly seven years of trial and error political reform, which were admittedly a necessary process.  But these years of reform—which were not marked by strong leadership—resulted in continued economic chaos, and proved devastating to the reputation of Indonesia in the eyes of foreign businesses and investors. 
As the crisis passed, levels of foreign investment in the region recovered somewhat, with the exception of Indonesia, which continued to languish in an environment of business and economic uncertainty.  And as capital continued to flow out of Indonesia—and with very little investment coming in—the country descended further into a spiral of unemployment and diminishing investment in manufacturing and infrastructure.

And while this was happening in Indonesia, the rest of East Asia was undergoing a dramatic transformation.
3. Emergent China, Changes in ASEAN and Indonesia in the East Asian Business Area

China’s rapid rise is being fueled by foreign capital　inflow, solid growth in fixed asset investment and rising exports.  The takeoff of China’s economy, which began in full force following China’s accession to the World Trade Organization (WTO) in late 2001, sparked a flood of foreign investment from all over the world.  ASEAN members, at one time, overwhelmingly viewed an emergent China as a direct economic threat, fearing they would not be able to compete with the country’s competitive edge, such as abundant low-cost labor, in attracting foreign investment. 

But even against the backdrop of a rising China, the major countries in ASEAN such as Thailand and Singapore, recognizing the need to appeal with their uniqueness to foreign investors, continued to push ahead　the policies formed around each country’s competitive edge. This has not only done much to help these countries regain confidence, but also benefited ASEAN as a whole.

Looking at East Asia as a whole, economic integration is progressing at an unprecedented pace.  Companies, mainly from Japan, US and Europe have been building dynamic cross-border manufacturing networks in the region.  

Japanese companies are employing a new business model of optimal production and procurement that utilizes the network they have built that extends across the whole of East Asia, including Japan, China, which continues to attract enormous amounts of FDI, and ASEAN, which has a long partnership with Japan. 

Following years of economic sluggishness proceeding the bursting of the bubble economy in 1991, Japan finally began on a recovery trend in 2003.  This upward trend is in large part due to growth of the East Asian economy, with which Japan has worked to integrate itself.  And this integration is both inevitable and logical course for Japan, a country that is rapidly moving toward an aged society.

The pace of integration is quickening as countries rush to conclude EPAs and FTAs to remove the hindrance of national borders and further link a region that is fast-becoming one single market and one manufacturing base.  The fact that countries are rushing to conclude economic agreements is another significant change that has marked East Asia in recent years.  Countries realize that these steps will strengthen the international competitiveness of companies in the region and increase the attractiveness of the region as a whole in the eyes of foreign investors; they also recognize the increased prosperity these steps will bring.

These factors such as an emerging China and the rapid rise in economic integration in the region propelled ASEAN to regain its competitiveness, but actually served to weaken Indonesia’s comparative standing in the region as an attractive investment destination.  Looking at levels of overall Japanese FDI in the region, the amount Japanese firms have invested in ASEAN is still three times that made in China to date.  However, the amount of Japanese investment in Indonesia is comparatively low, which should not be the case for a country of Indonesia’s size and prominence.  

President Yudhoyono’s election to office has come at a crucial moment.  Now represents the best opportunity—and perhaps the last chance—for Indonesia to regain its former luster, which is why there is so much hope being placed on this new administration both in Indonesia and abroad.
At a JETRO-hosted symposium on the East Asian economy held in Washington D.C. this past December, I described the current state of East Asia’s economic growth and the progress of the region’s economic integration.  The speech received an overwhelming response from the audience.  A senior US government official shared in my opinion that Indonesia’s revitalization is the key to the development and progress of ASEAN as a whole.  We also concurred that the Yudhoyono administration should receive full support and cooperation. 

4. Towards the Reinvention of Indonesia’s Industrial Competitiveness

In order for Indonesia to stay on the growth track while curbing unemployment, the country needs to grow at an annual rate of at least 7%.  I think you all will agree that such high growth cannot be achieved without an improvement in the investment to GDP ratio, which is currently low.

Indonesia’s trickling inflow of foreign capital and sluggish domestic investment can be attributed mainly to the following four factors: 1) delays in infrastructure development; 2) labor issues, such as the steep hike in wages that exceeded improvement in productivity; 3) corruption and other so called “unclear costs”, and; 4) weakened industrial competitiveness. 

Regarding the first factor, infrastructure development, the Indonesian government has already sent a very strong and clear message that it is determined to tackle this problem, making this point before a large international audience at this past January’s “Infrastructure Summit 2005” in Jakarta.  I believe that relevant schemes will be proposed as soon as possible in order to invite real investments.
I am sure that the Indonesian government will appropriately address the second and third factors—labor issues and unclear costs—which are both domestic matters.  President Yudhoyono himself pledged during his recent visit to Singapore to tackle these issues.  I think that no matter how much opposition he faces, these issues need to be addressed.

In order to address these and other issues concerning Indonesia’s investment environment, Japan and Indonesia launched the “High-level Government-Private Sector Joint Forum on Investment” this past December.  Japan’s Minister of Economy, Trade and Industry Mr. Nakagawa was in Indonesia for the kick-off of the Forum. I think Japan can contribute concrete suggestions on these issues through this joint forum.

The fourth factor, industrial competitiveness, is the most important issue, which I would like to discuss in detail today. 

In my view, the first step toward improving Indonesia’s industrial competitiveness for the country is to foster supporting industries and local small and medium-size enterprises (SMEs).  Manufacturers are striving to enhance their price competitiveness by reducing production costs, mainly through sourcing local parts and components at lower costs and with shorter lead times.  So by developing local supporting industries, Indonesia can not only meet the needs of these manufactures but also lay a firm foundation for solid growth in other industries.

The second point I would like to stress is the importance of having a strategic perspective when working to develop a country’s potential.  In Indonesia’s case, industries can be divided into three groups: the first consisting of capital-intensive industries, such as autos, electrical and electronics manufacturing; the second consisting of labor-intensive industries such as textiles and apparel manufacturing; and the third group is built around the country’s natural resources, such as food processing and manufacturing of products derived from palm oil.  

Therefore, a single strategy will not work across all of these uniquely different industries; the current condition of each group must be closely examined, followed by the development of a strategy, and then of course its execution.

To look at one specific example, I would like to cite a proposal for Indonesia’s textile industry, presented to Coordinating Minister Bakrie by two executives from two Japanese companies: Mr. Yasui, Chairman of Teijin, and Mr. Sakakibara, President of Toray Industries. I had a chance to hear about this proposal from Mr. Yasui himself. Their proposal presented an analysis of the Indonesian textile industry, in which they suggest that Indonesia’s textile companies lagged behind in modernizing or replacing production facilities and in inviting technological innovation following the crisis.  

Encouragingly, however, their report pointed out that the industry has strong potential to regain its competitiveness through appropriate measures if appropriate measures were taken.  They gave several recommendations that they feel—if implemented with unyielding determination—would strengthen Indonesia’s textile industry, including: the development of human resources, replacement of production facilities and government efforts in settling labor issues and tightening controls on smuggling.

As for industries that utilize natural resources such as palm oil, a way must be sought to increase the value added of products and thereby raise export earnings.

Against the backdrop of a rising China, as I have mentioned earlier, each of the other major ASEAN members is employing its own strategy to give their industries prominence in the East Asian economic sphere.  Indonesia must do likewise.  The country first needs to examine the relative strengths and weaknesses of its industries—as well as their standing within the regional economy—in order to draw up a comprehensive strategy around the right industry.

It goes without saying that such efforts should not be left entirely in the hands of the government.  Only through lively discussion—that includes the Indonesian government, industry and academia—will measures to improve the country’s industrial competitiveness be identified. 

In that sense, the implementation of joint policy recommendations by KADIN, JETRO Jakarta and the Jakarta Japan Club, which stressed the importance of improving the country’s investment environment and strengthening industrial competitiveness, is the best way forward for Indonesia to turn its potential into reality.

My third point is that I believe that EPAs should help Indonesia strengthen its industrial competitiveness.  Based on last December’s agreement between the Japanese Minister of Economy, Trade and Industry, Mr. Nakagawa, and the Indonesian Minister for Trade, Dr. Mari Pangestu, Japan and Indonesia launched a joint study on EPA.  The ultimate goal of this study is to conclude a far-reaching and mutually beneficial EPA that would increase trade and investment not only by liberalization and facilitation, but also through comprehensive rules regarding intellectual property rights protection, energy investment and other issues that lead to improved investment environments.

The same is true for the upcoming negotiations on the ASEAN-Japan Comprehensive Economic Partnership, which start this April.  This partnership agreement is intended to create an environment that would increase the competitiveness of businesses investing in the region, and serve to attract continued foreign investment.
5. JETRO’s support programs for Indonesia—a message
JETRO is committed to doing its utmost in supporting the new Yudhoyono administration’s efforts to revitalize the Indonesian economy.  I would now like to briefly highlight some of the projects that JETRO will be working on toward this.

To begin with, we will work on helping Indonesia form strategies to enhance industrial competitiveness, including building up supporting industries, and then help implement these strategies.  JETRO and Japanese industry will do everything possible to support Indonesia.  Here, I would like to mention that, will be sending a Japanese expert to Indonesia, who will be stationed as an advisor to the KADIN secretariat as a part of our assistance.

To promote supporting industries, we will be conducting several projects, which I will be talking about here, and refer to collectively as the “Supporting Industries Promotion Plan for Indonesia”.  I ask for the kind support of the Indonesian government and local businesses in making these projects a resounding success.

As a first step, we are conducting a survey of Japanese manufacturers in Indonesia to find out which parts and components they find difficult to source locally.  We will then offer technical guidance to local suppliers of parts and components, focusing on metalworking and other fields identified in the survey.

Our second project aims to provide a platform for business opportunities for suppliers and buyers.  This October, JETRO will organize many Japanese companies to participate in a “reverse exhibition” held in Jakarta sponsored by Indonesia’s Ministry of Industry.  In this reverse exhibition, a large number of Japanese buyers will display parts and components they wish to procure and hold business talks with visiting Indonesian suppliers keen to sell their products. 

Thirdly, in conjunction with this reverse exhibition, we will bring in a delegation of Japanese SMEs interested in doing business in Indonesia. I intend to lead this mission, which we have named the “Investment and Market Development Mission”.  It is our hope that mission members will get a better understanding of the current state of Indonesia under the new Yudhoyono administration, and discover business opportunities for technical collaboration, joint ventures or even possibilities of setting up factories here in Indonesia.

Fourthly, as a means to promote investment into Indonesia, our overseas investment advisor stationed in Jakarta will seek out and identify potential Japanese investors in Indonesia, and provide them with information and advice on how to make a smooth start with their business in Indonesia.  However, to make a truly smooth start, the support and cooperation of the Ministry of Industry, BKPM and other relevant Indonesian authorities is essential.
Lastly, as coordinator of the industrial cooperation activities of Japanese governmental organizations in Indonesia, JETRO will continue to work with the Japan Overseas Development Corporation (JODC), the Association for Overseas Technical Scholarship (AOTS) and other relevant organizations to provide technical assistance to companies in need, through dispatching Japanese experts to companies for consultation and guidance, and by inviting trainees to Japan.

6. Closing

I believe that the future of Indonesia depends on how much work it can do in the coming few years.  It is time for the whole of ASEAN to become truly united and work closely together to enhance its overall competitiveness and strengthen the region’s industries.  Whether or not ASEAN can become stronger very much depends on Indonesia’s development.  I am confident that the government and the private sector have the motivation to achieve this goal.  And I assure you that Japan will spare no effort in supporting your endeavors.
Indeed, it is my sincere hope that Indonesia will soon regain its position as the leader of ASEAN, and that ASEAN as a whole will achieve prosperous growth while maintaining its competitiveness.  Japan, China and the Republic of Korea cannot alone maintain the peace and stability of East Asia; a stable ASEAN is essential.

At the beginning of my speech, I mentioned the recent earthquake and tsunamis in Sumatra. This tragedy reminded me that this year also marks the 10th anniversary of the Great Hanshin-Awaji Earthquake that struck Kobe and the surrounding region in 1995.  We will never forget the kindness and generosity of the Indonesian government and its people who sent plywood to the affected area.  As it is often said: “a friend in need is a friend indeed”.  The relationship between Indonesia and Japan has always been so, and I hope we always remain true and faithful friends.  The friendliness and affinity that the people of Indonesia have shown us over the years makes me feel that it is truly a delightful duty of JETRO and Japan as a nation to do our utmost in supporting Indonesia.

Thank you very much. 
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