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ABSTRACT
This paper shows that the performance of industrial backward linkage from Foreign
Direct Investment (FDI) companies to local suppliers is largely determined by how well
incentive structure works to encourage participating parties to function properly. As
North (1990) stated, it is a well functioning institution that shapes the incentive structure
of players. It is arguable that to achieve well performing backward linkage promotion the
host country should pay more attention to institutional coordination, rather than the issue
of strict or loose policy toward FDI.

Based on their experiences in implementing strict policies toward FDI such as local
contents requirement, which have led to inefficient FDI as well as local companies,
developing countries tend to change their policies to the direction of liberalization. They
believe that liberalization policy attracts international market oriented FDI companies,
which produce international standard products and capture scale economies. Such
companies give more opportunities of backward linkages to local companies and help the
locals to upgrade their technological capabilities.

In line with the global market orientation, however, FDI companies also tend to globalise
their procurement and supply chain management through global or cross sourcing
strategy. This brings local companies into severe competition vis-à-vis global suppliers.
Unless conditions exist to allow local companies to be competitive, liberalization policy
does not necessarily imply the above opportunities.

From interviews with Japanese MNC investing in Indonesia and local companies it is
clear that backward linkages in Indonesian machinery industries still remain low even
though Indonesia has been implementing liberalization policy since the second half of
80s. It is largely because of the institutional coordination problem indicated by, among
others, the lack of consistency and coherence in policy and underdeveloped business
environment, such as information asymmetry, rent seeking lobby, difficulties to access
financial and technological facilities. These ultimately hinder local companies to be more
competitive.

Keywords: Institutional coordination, backward linkage, FDI, incentive structure,
partnership readiness
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INTRODUCTION
In recent years, developing countries have been moving forward with liberalization
policies concerning Foreign Direct Investment (FDI). For developing countries, FDI is a
more attractive means of developing their industries than is obtaining technical licenses
or encouraging the inflow of capital from industrialized countries. The reason for this
preference for FDI over technical licenses and capital inflow is that with the latter, either
technology or capital is provided, whereas with the former, both technology and capital
become available. Moreover, FDI provides Multinational Corporations (MNC), the
owners of FDI, with greater incentives than do other international business strategies.
That is, international business accompanied by FDI allows MNC to control its own
ownership advantage or firm specific advantage (FSA) (Hymer, 1960; Dunning, 1977).
Since FSA is, in general, intangible (Caves, 1971), it is attended by the risk of market
failure caused by overseas uncertainty or free riding. What is more, the larger the market
failure, the higher the transaction cost (Coase, 1937; Williamson, 1971). Such
transaction, however, can be internalised with FDI, thus FDI is considered the optimal
method to avoid this type of risk (Rugman, 1982; Dunning, 1977). Because of such
directivity from both parties, FDI flows increasingly into developing countries, raising the
hope that it will fulfill a crucial role in the economic development and industrialization of
the host country.

Nevertheless, because the objectives of MNC and the host country do not coincide, FDI
does not automatically lead to benefits. The MNC’s objective, on the one hand, is to
expand its ownership advantage using the fixed capital of the host country, while the host
country’s objective is to use the ownership advantage of the MNC to promote its own
economic development. Meanwhile, both try to control FDI in order attain their own
benefits, which makes compromise between them difficult. Research concerning FDI in
recent years has focused on these problems. In the present research, the problems facing
host countries when attempting to obtain benefits from FDI are regarded as the
Institutional Coordination Problem formalized through Comparative Institutional
Analysis (CIA). Using the case of FDI by Japanese company in Indonesia, this paper
analyses problems accompanying the formation of backward linkage (i.e. linkages to
upstream industry through local procurement) through FDI.

Policy Changes Concerning FDI
The presence of FDI provides economic benefits in addition to the inflow of capital,
including job creation and the inflow of foreign exchange obtained from product exports.
However, the most important benefits are technology transfers to the local employees in
the FDI companies, the development of local related companies, and technology
spillovers through labour mobility. These technological benefits lead to an improvement
in the industrial technological capabilities of the host country and the formation of
industry clusters, resulting in an overall maturation of industrial structure. This local
industrial development is essential to sustainable economic growth. However, the success
or failure of such local company development depends on various factors, the principal
one being, it has been noted, the host country’s policy toward FDI.
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In the past, developing countries implemented import substitution policies in order to
develop local companies with international competitive potential. Under these policies,
the host country imposed restrictions on imports, protected domestic markets and offered
favourable treatment toward FDI companies. The host country then, in turn, required that
the FDI companies procure supplies from local companies at a fixed percentage.
However, such policies tended to drive the FDI companies into a high-cost economy,
with no improvement in the technological capabilities of local companies. This outcome
was due to the fact that because the FDI companies entered were almost all directed
toward the domestic market, economies of scale could not be developed, and thus
production was inefficient. For local companies, moreover, the targets of supply were FDI
companies oriented toward the domestic market, generating no motivation to manufacture
products that meet international standards. Consequently, incentives that would have
stimulated an improvement in technological capabilities did not come into play.

Since the latter half of the 1980’s, the globalisation of the production systems of MNC
has accelerated, leading many host countries to implement liberalization policies toward
FDI (UNCTAD, 1997). The large amounts of FDI companies drawn in by liberalization
were directed toward international markets, captured economies of scale, and established
advanced plants to perform production meeting the market needs of industrialized
countries. Such characteristics have raised hopes that FDI companies directed toward
international markets will lead to major technology spillovers toward the host country’s
economy and foster backward linkages to local companies. Moran lent support to this
idea in research concerning the automobile industry in Mexico and Brazil in the latter half
of the 1970’s and in Thailand in the mid 1980’s (Moran, 2000). According to Bishop,
however, almost all of the APEC country governments, which agreed to the liberalization
of investment, had expected FDI companies to stimulate local company development, but
this result still has not been achieved (Bishop, 2001). Although it is true that FDI
companies contribute to job creation and import growth, there is insufficient evidence to
support the argument that it contributes to the development of local companies (Thomsen,
1999).

The Dual Nature of Liberalization
As a result of liberalization, FDI companies oriented toward local markets as well as
oriented toward international markets have faced tough market conditions and must
possess QCD (quality, cost, delivery) that meets international standards to gain an edge in
the competition. Under these circumstances, the FDI companies have the choice either to
procure parts and components locally or to import them from overseas or manufacture the
parts themselves. When importing parts and components, FDI companies have the choice
between importing from suppliers affiliated with the parent company of the FDI or from
independent suppliers, and when procuring parts and components locally, FDI companies
have the choice not only to procure from local companies but also from their affiliated
companies or from other foreign-affiliated companies. The decision as to which source of
supply to select is determined by whether the result will be competitive superiority in
terms of QCD. Consequently, backward linkages are formed by the FDI company only
between it and local companies that meet these standards. When no such local companies
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exist, parts are procured through some other channel. As a result, procurements by FDI
companies have become global, causing local companies to face extremely severe
competition. On the other hand, local companies that have managed to form backward
linkages with FDI companies can access international markets and gain opportunities to
expand markets. Thus, liberalization has this type of dual nature.

Through backward linkages with FDI companies, local companies acquire new
technology and knowledge while producing parts and components required by the FDI
companies. In this process of “learning by doing” local companies gradually improve
their technological capabilities and become able to produce more complex parts. Once
these companies reach the stage where they are able to create new technology and
knowledge using this accumulated technology, knowledge flows not only from the FDI
company to the local company but in the other direction as well. If knowledge that can be
accumulated is expanded through this “learning by reciprocating”, one can expect the
emergence of local companies with superior technological competitiveness. As a result,
local companies can take advantage of opportunities created by liberalization or
globalisation to access international markets and expand markets. The governments of
developing host countries place their greatest hopes in obtaining this benefit.

However, FDI companies form backward linkages only with local companies that can
meet the international standard of QCD. For backward linkages to develop, therefore,
local companies must have already acquired partnership readiness. This is inconsistent
with the purpose of inviting FDI — the development of local companies — because
virtually no local companies have this partnership readiness. Thus, the formation of
backward linkages with local companies must wait for maturation of industry itself, and,
as is the situation prior to liberalization, the formation of backward linkages is a function
of time. An example that has been given in this connection is that of the garment industry
in Sri Lanka, although liberalization began from 1977, backward linkages with local
companies have not developed (Kelegama & Foley, 1999). The most important issue here
is how to provide local companies with partnership readiness, or in other words,
determining what policies will facilitate the improvement of local companies’
competitiveness.

THE BUSINESS OPERATIONS OF FDI COMPANIES

Selection of examples
To what extent can FDI companies offer local companies opportunities for backward
linkages? To consider the question as to what degree of backward linkage can be
achieved at the present time, we will present here the case of the Komatsu Indonesia (KI).
KI is one FDI company that has held special production rights from the initial stage of
heavy machinery industrialization. In the current domestic Indonesian market, KI
occupies the first rank with a 40% share of sales and is playing an indispensable role in
the localization of production. KI also fulfills a crucial role in Komatsu’s international
business strategy, it serves as a construction machinery production base along with
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Komatsu’s facilities in the U.S., Brazil, Germany and the U.K., and conducting global
sourcing with other production bases.

Komatsu Indonesia (KI)
KI, a producer of heavy equipment, represents the FDI of Komatsu in Indonesia, and was
established through a joint venture between Komatsu and a local partner. KI became a
public company in 1995. At present, Komatsu is the controlling stockholder with 55%
ownership of stock, with the remaining stock owned by general investors and companies.
Upon its entry into the Indonesian market, KI served as a base for exports to Indonesia. In
1983, however, the Indonesian government devised a plan to localize production and
granted special production rights to three foreign-affiliated companies including
Komatsu, marking the start of local assembly and production. Initially, the Indonesian
government imposed no duties on the import of parts for assembly uses and 30% import
duties on completely built up products, thereby providing an incentive to assembly
companies. In place of paying import duties, assembly companies were required to
localize the procurement of parts and components as specified each year. At that time,
Indonesia was implementing an import substitution trade regime, and for this reason,
most of the FDI companies, including KI, were oriented toward the domestic market.

With this change in Indonesia’s industrial policy, KI began to localize the procurement of
various parts and components. This shift to localization was executed by procuring
supplies from companies affiliated with KI in addition to procurement from local
companies. Although, at that time, there were no foreign-affiliated suppliers established,
KI had already set up two affiliated companies. For the standpoint of costs, however, this
method of procurement was more expensive than importing, since the technological
capabilities of local suppliers were still low and they were unable to meet the required
specifications. Consequently, rejection rates were high, which caused costs to rise.
Moreover, even though parts and components were produced by KI affiliates, the scale of
production was small. Thus, the rate of return on investment was low, resulting in higher
costs. Even if local companies have no technical difficulties in producing certain parts or
components, the same problem of cost arises in connection with economies of scale. For
KI, the cause of obstructions to localization were not limited to the immaturity of
industrial structure mentioned before, another obstruction arose when the government, at
its own discretion, lowered import duties on completed products after less than one year,
diminishing the incentive to manufacturers with special production rights. As a result, KI
and other FDI companies with special production rights could not achieve localization as
specified by the government, and, in the end, revised localization plans through
negotiations with the government.

Later, upon increased pressure from government, KI put more effort into localization.
Beginning in 1987, parts and components were not used solely by KI but also exported
overseas in order to obtain the benefits of economies of scale. At that time, the Indonesian
government began to shift its trade regime toward exports and to offer favourable
treatment to export-orientated companies. In order to further promote local procurement,
KI organized a localization team at the end of 1986 whose tasks were to gather
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information on local suppliers and to provide technical assistance to promising local
companies. KI was able to acquire information on local suppliers from government,
although much of it was inaccurate. Nevertheless, KI still had to find information largely
through its own effort. Consequently, large transaction costs were incurred due to
information asymmetry. This asymmetry also posed a major obstruction to procurement
from local companies. Through the activities of the localization team, though, KI was
able to advance localization little by little, and at the end of 1980, ten local companies
were supplying KI.

The appreciation of the yen brought about by the 1985 Plaza Accord grew increasingly
serious at the beginning of the 1990’s, escalating the pressure to shift to localization
concerning parts and components that had been imported from Japan up to that time.
During that period, Japanese companies had to move forward with localization regardless
of whether government required this or not. To cope with the yen’s rise, KI established in
its organization a casting plant in 1991, an affiliated company to manufacture forged parts
in 1992 and two affiliated companies to perform cutting plate operations in 1995. These
affiliated companies were suppliers of Komatsu those formed a tie-up with KI to enter the
Indonesian market. During this period, exports further expanded, and from 1995, KI was
exporting completed products. The government then lowered import duties on completed
products from 20% to 10% to remove domestic market protection and moved forward
with an export-oriented trade regime. At present, 70% of the buyers of completed
products are in the domestic market, while the remaining 30% are in overseas export
markets. Meanwhile, all parts and components are exported except for those used within
KI.

KI has devoted considerable effort into setting up the design department that is essential
to localization. With this department, KI not only designs various attachment parts itself,
but in 2000 began designing completed units as well. At that time, KI assigned design
staff to participate in the localization team and was able to procure the parts needed for
the products it designed from numerous local companies. As part of Komatsu’s
international business strategy, moreover, KI has been cross-sourcing parts and
components with Komatsu’s production bases throughout the world. KI has been
introducing promising local suppliers to other production bases, and if they are well
regarded, KI and other production bases procure parts and components from these
companies jointly. As a result, KI can now enjoy the benefits of economies of scale,
which in the past was problematic. For local companies, this system of procurement
provides opportunities to access international markets and to expand markets. On the
other hand, however, because KI can procure parts and components from competitive
suppliers through introductions from other Komatsu facilities, local companies
sometimes get cut out of the market. At present, KI’s local contents have reached 40%.
The remaining parts and components are imported from Japan (55%) and procured by
cross sourcing with other production bases (5%). The products imported from Japan are
mainly critical parts such as engines and hydraulic parts.
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THE BUSINESS OPERATIONS OF LOCAL COMPANIES
One of the districts in Indonesia with a long history of development in the metalworking
industry is Tegal (in central Java), where two small enterprises that were case-studied
here are located. The number of local enterprises in Tegal is more than 27,000, of which
about 10% operate in the metalworking industry. Although metalworking involves a
range of processes, the sector is dominated by the plate forming business, mostly for
household appliances and handicrafts, but also for furniture, and, to a lesser extent, for
parts and components for the general machinery and automotive sectors.

In general, the technical capabilities of the industry have derived from a long history of
family experience in metalworking or similar industries. Most of the products do not
require either precision or consistent quality, which renders prior technical drawings
unnecessary. Only in a few companies whose core businesses cater to large
manufacturing enterprises does the need for consistent product quality become a concern.
In such companies, the ability to translate technical drawings and to manufacture products
according to listed or drawn specifications is actively developed. Suppliers of heavy
equipment components to KI are a case in point.

There are four small enterprises supplying parts to KI. Contracts were initiated when KI,
and later Natra Raya (NR), an affiliate of U.S. Caterpillar, came to the area in search of
potential suppliers.  Many suppliers were tested through a few initial batch orders to see if
they could meet the stringent delivery times and quality requirements. In the end, only
four local enterprises were able to meet KI’s satisfaction, including Prima Karya and
Karya Paduyasa, two cases presented here. If the local companies could produce a certain
product item on a regular schedule and consistent quality, they would then be granted a
license for manufacturing different product items, thereby expanding their product lines.

Prima Karya (PK)
Company profile and history
This company is located outside of LIK (a small enterprises estate) and specializes in
making parts and components for heavy equipment. PK was formally incorporated in
1983, beginning operations with the manufacture of spray cans and agriculture machinery
such as hand tractors. Currently, the company has 42 employees, of which 40 are high
school graduates or under and two are university graduates. In 1985, PK won a contract
with a large local conglomerate for manufacturing large quantities of ‘coffee peeler’
machines (the contract was later terminated due to the economic crisis).  One year later, it
succeeded in becoming one of the prime local suppliers for KI, an accomplishment it
repeated with NR five years later. Prior to the onset of the economic crisis in 1977, PK
had managed to expand its product lines to 110 items supplied to KI and 126 items to NR
on a regular basis. The company recorded a total turnover of Rp1.2 billion per year, and
virtually was a manufacturer of heavy equipment parts, including engine tools,
dashboards, and forklift parts. All payments are received one month after work is
delivered.
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With the drastic reduction in orders caused by the economic crisis, production by 1988
had dropped 80% from its initial level. This downturn forced PK to respond with
creativity and flexibility. The company expanded its operations to include the
manufacture of pumps, agriculture equipment, parts for scales and door railings for sale to
the general market. These jobs were merely incidental orders received along with the
routine work the company did for KI and NR. Total turnover in 1999 was Rp650 million
per year. In recent months, the business activity of KI and NR has begun to pick up,
resuming the flow of orders to PK., although turnover is still not at the pre-crisis level.
Prospects for growth are extremely favourable. However, the company is chronically
short of working capital because of the arrangement whereby payments are made only
after the final products are manufactured and delivered.

Innovative capability
The fact that the company was able to advance from making relatively simple products to
supplying metal components with higher grades of precision on a consistent basis
demonstrates its ability to learn and increase its skills. This ability is largely attributable
to the owner who has been vigilant in solving on-site technical problems. As noted
earlier, the company reached a milestone by being accepted as a prime KI supplier, a role
which requires in advance the ability to translate technical drawings and to work toward
the final product. Another prerequisite fulfilled by PK as a prime KI supplier was a level
of quality that ensured that no rejects were classified as fatal ones; the company was able
to correct defects easily and ship the products back to KI.

PK reached another milestone when it was presented with the challenge of supplying a
large complex piece associated with engine hoods. Making the first sample proved to be
quite difficult using the non-NC machinery available at the time. Even with several days
help by an expert from KI, the company was still unable to produce a satisfactory sample
according to specifications. After several trials driven forward by the persistence of the
owner, PK finally sent the finished sample to KI at the end of the week. Approval was
achieved not long afterwards.

All jigs and fixtures that allow assemblage and welding on a consistent basis are built by
the company itself. Much of the machinery is developed in house, such as large bending
and pressing machines, with up to 70% local contents. This level of accomplishment
demonstrates the experience and skills the company acquired — largely in tacit or
unspoken form — as it overcame each major challenge. One of the benefits obtained by
working with KI is the opportunity to send employees to be trained at KI’s facility in
Jakarta. One last significant indicator of PK success in upgrading its technological
capability is the interest expressed by Komatsu Logistics Corp. in Japan recently in
sourcing directly from PK some of the items it normally imports from KI.

Karya Paduyasa (KP)
Company profile and history
KP has three plants located outside of LIK, each with a specific production objective. One
site is dedicated to casting, principally hydrants and fire monitors. Another site is for
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incidental job orders, usually in small lots. The third site is a stamping process especially
for large parts and automotive components. The enterprise began by making textile
equipment and parts in Jakarta in the 1950’s. Following the move to Tegal, the enterprise
diversified into making agriculture tools and machinery. While rapidly diversifying its
product base, it improved its productive capability. Among the important achievements of
the company was the development of the casting capability to produce hydrants. Hydrant
manufacturing was driven by government contract. At the peak of production, the
company made around 200 units per month. One major milestone for the company was to
be selected as one of the few local prime suppliers for heavy equipment for KI and NR.
Furthermore, because of its ability to deliver the products in timely fashion with
consistent acceptable quality, KP’s base of product lines in the heavy equipment business
expanded rapidly. Before the economic crisis, it was manufacturing more than 70 items
each for KI and NR.

KP has been severely affected by the economic crisis. Production of casting products,
mainly the hydrant lines, was drastically reduced. On average, the company produced one
to two units per month, down from around 200 units per month prior to the crisis. The
number of employees had to be scaled down from around 80 to about half that number.
Even some of the machinery had to be sold to finance compensation for the dismissed
workers. Recently, a sign of positive growth emerged as hydrant orders began to increase
to 10-20 per month, with a similar increase in orders from KI and NR. However, because
of the arrangement under which payments are sent only after the final products are
manufactured and delivered, the company suffers from shortages of working capital,
especially after the substantial layoff of workers. Through successive negotiations with
KI, the company was able to obtain a promise that payment would be delayed only one
week, although payments were not actually received until after two weeks. Nevertheless,
these payments did not entirely meet the company’s capital requirements for conducting
operations, without which final goods could not be produced.

Innovative capability
KP has ample facilities for metalworking operations, which range from casting to welding
to finishing, though the company has no NC-type machinery. What is more impressive,
however, is the company’s ability to make an increasingly complex range of products as it
acquires experience over time. As noted previously, this ability was a key factor in being
chosen as one of the regular suppliers of KI and NR. The company’s most recent
accomplishment was its expansion into the manufacture of automobile components for an
automaker. This move was soon followed by the construction of a plant dedicated to the
stamping process. KP equipped the plant with its own dies and fixtures, and also set up a
small crane to make a large heavy bottom piece for a tractor.

KP manufactures many of the machines and tools it uses in this plant. Its dedication to
efficiency is also demonstrated by its efforts to minimize waste from paint spraying by
constructing six large fans directed at a pool of water to capture paint droplets. The
stamping plant’s overall facilities are well organized and maintained. Finally, the
company devotes considerable attention to skill development. It provides incentives to
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employees to participate in various training activities at other locations by covering their
travel and accommodation expenses.

DISCUSSION

Liberalization and opportunities for backward linkage
FDI is the pursuit of profit based on the cost-benefit approach. Decisions to localize the
procurement of parts and components in a host country are also based on this approach.
Initially, KI gained the incentive to localize as a result of the government’s imposition of
30% import duties on completely built up products, but this incentive was diminished
when the government lowered duties to 20% after less than one year. Although not the
only cause, this reduction significantly affected the ability to continue business and the
extent of localization. In view of the social and political conditions in Indonesia at the
time, the government’s move to lower import duties was probably spurred by third-party
rent-seeking lobbies, which had not obtained special production rights. In this way the
government’s stance was not consistent. As a result, it was unable to impose penalties on
FDI with special production rights, which had not achieved localization as prescribed by
government. Consequently, the government had to reschedule localization.

At the beginning of the 1990’s, however, KI moved ahead with localization
notwithstanding government restrictions. Such factors as the presence of a localization
team, in-house design of attachment parts and completed units, and access to international
markets are thought to have provided local companies with a wealth of opportunities to
establish backward linkages. By newly investing in the construction of advanced plants
and establishing a variety of affiliated companies, KI most likely delivered a
demonstration effect to local companies. As shown by Blomstrom and Sjoholm from an
analysis of statistical data of Indonesia, industries with a large presence of foreign-
affiliated companies are able to increase the production capabilities of local companies
(Blomstorm & Sjoholm, 1999). As the technological capabilities of local companies
improve, backward linkages toward local companies can be expected to increase. In
addition, KI is a public company, and because it invested huge sums, it becomes less
footloose, and thus it proved useful to the process of maturation of local industries.
Finally, KI, in line with the international business strategy of the Komatsu Group, moved
forward with localization not only in product procurement but also in management. The
current president of KI is an Indonesian, and of the 786 employees, nine are Japanese and
the remainders are local people.

As can be seen in the “Table 1. Percentage of Suppliers of the Local Contents of KI”
below, however, local suppliers increased only slightly after liberalization (27
companies). As mentioned previously, moreover, KI uses 40% local contents, of which it
produces 10% itself and obtains the remaining 30% from outside local procurement. In
addition, an analysis of detailed data on local suppliers reveals that the percentage
accounted for by local companies is slightly more than 50% in terms of the number of
companies (27 out of 50), but in terms of the value of procurements, only slightly more
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than 5%. Thus, local companies are probably not taking full advantage of the
opportunities mentioned above.

Table 1. Percentage of Suppliers of the Local Contents of KI

KI Affiliates Other Foreign-Affiliated Companies Local Companies
No. of companies 6 17 27
Amount (Rp billion) 105.35 12.55 6.40
Amount (%) 84.5% 10% 5.5%

Source: Calculated from Komatsu Indonesia Procurement Department data

Of course, the causes of low backward linkage formation are not restricted to local
companies but can also be attributed to MNC (Iman & Nagata, 2001). The populists1 of
host countries point out that the behaviour of MNC can be explained not only by
economic benefit but is also affected by the industrial outlook of the home country. In
other words, there is concern that if the entire business line is localized in the host
country, the home country will experience a “hollowing out” of industry. While
localization is economically more efficient, it does not necessarily progress when it
threatens to lead to a hollowing out of the home country’s industry. Naturally, MNC
consider the economic outlook of their home countries, while local partners and
companies consider that of the host country. The key issue, however, is how to coordinate
localization so that benefits are shared.

Causes of Obstruction
Although local companies’ technical capabilities are generally low, some companies have
the technical prowess to do what is possible at the initial stage of backward linkage
formation, as demonstrated by the KI suppliers presented here. These local companies are
promising ones, they can supply parts and components that meet the specifications
required by customers, have the ability to learn and accumulate knowledge and
technology from their experiences and customers, and are highly motivated to improve
their technological capabilities. If, starting from such companies, technology and
knowledge should spread through demonstration effects and labour mobility, local
companies that can become suppliers will spring up in succession, further stimulating the
formation of backward linkages. As mentioned previously, however, the formation of
backward linkages is still at a low level. This lack of progress is because the use of
promising local companies, the spread of technology and knowledge, and chain-reaction
formation of local suppliers has been obstructed. From the cases presented here, the
following factors have been identified as posing obstructions to the improvement of the
technological capabilities of local companies and the formation of backward linkages.

Asymmetry of market information
In order to find local suppliers, KI had to conduct local surveys because of a lack of
information. Although the government had facilities for maintaining and providing
                                                
1 For its definition see footnote 3.
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information concerning companies in small enterprise estates established by government,
they did not function adequately. At the same time, local companies generally have low
marketing capabilities, and almost all just wait for customers. Such circumstances
increase the costs borne by FDI companies and hinder the formation of backward
linkages. Recently, the Federation of Heavy Machinery Industries (Indonesian acronym:
HINABI) and the foundation YDBA have started to take advantage of the information
facilities in small enterprise estates to maintain information on metalworking-related local
companies and to provide this information to organizations those require it. Moreover,
world market information can now be accessed directly thanks to the development in
Indonesia of the Internet and other communications tools, which was made possible by
the support of government and foreign countries. These advances can be expected to
facilitate the promotion of local companies.

Difficulty in accessing public finance
In the case of the local companies presented here, the one-month period between delivery
of products to customers and receipt of payment results in a shortage of working capital.
It is also difficult to carry out the necessary funding for capital investment when
expanding operations. Under the past economic development strategy of Indonesia, most
financial institutions gave priority to large companies in providing financing while
slighting small and medium-sized enterprises. Although, of course, the government
procured funds for small and medium-sized companies through various schemes,
amounts were small and access was difficult because of the functional bias of financial
institutions.

Functional insufficiency of technical support facilities
Two of the local companies presented here are sited out small enterprise estates and rarely
use the technical facilities in the estate. This lack of use is due to the fact that the facilities
are aging and because there are many associated business management problems. These
companies have requested technical support for heat treatment and moulds, but at the
present time, either they do the work themselves, or when high quality is required, they
obtain support through the market, even if such support is expensive. Actually, there are
two kind of technical support facilities, those affiliated with the Ministry of Industry and
Trade and those affiliated with the Ministry of Research and Technology. The former
facilities were established first in order to support general small and medium-sized
enterprises, while the latter were established for the purpose of promoting high-tech
industry. These facilities illustrate two trends in the decision-making of the Indonesian
government, that is, they reflect, on the one hand, an orientation toward the diffusion of
technology held by economists and an orientation toward mission held by engineers.
Whereas the Ministry of Trade’s facilities emphasize technological demand sides, those
of the Ministry of Research and Technology emphasize technological supply sides and
thereby are superior in terms of technical personnel and research facilities, which could
be said to constitute a technological resource pool. Meanwhile, the operation and
management of the technical facilities affiliated with the Ministry of Industry and Trade
for assisting small and medium-sized companies has been difficult due to reasons
including a lack of resources. In addition, the technical facilities belonging to the
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Research and Technology Ministry have focused their support on strategic state-owned
companies, and thus general small and medium-sized companies are still passed over.

INSTITUTIONAL PROBLEMS AND POLICY IMPLICATIONS
An analysis of the obstructing factors both before and after liberalization leads to the
conclusion that the relative ineffectiveness of backward linkages in Indonesia is
attributable to the problem of institutional coordination. Before liberalization, the
government was unable, as a coordinator, to control uncertainty, rent-seeking activities,
and the lack of economies of scale and thus was unable to provide incentives that would
encourage the economic agents to execute productive activities. Following liberalization,
coordination was left to some extent to the market, but the market was underdeveloped,
and the private sector lacked the ability to gather and process information. Furthermore,
governmental sectors attempt to correct these deficiencies were functionally biased
toward special interests. Consequently, backward linkage opportunities could not be fully
utilized.

According to North, institutions that function effectively always provide strong incentives
to the various economic players (e.g. government agencies, financial institutions,
technical support agencies, companies and foundations). Since the performance of such
players differs according to the institution, they can lead the way to development and
growth in countries with effective institutions, but cannot do so in countries with poorly
functioning institutions. The institutions referred to here are the rules of the game, which
either evolve or are created and which set and limit the choices available to players
(North, 1990).

In comparative institutional analysis, institutions are regarded as self-restraining rules
(Aoki, 2001). To create such institutions, all players must participate. Viewed from this
perspective, the following types of institutional coordination can be presented as the
necessary conditions for taking advantage of backward linkage opportunities
accompanying the implementation of liberalization policies.

Consensus and Shared Vision
This term refers to participation by numerous players in policy formulation and broad
public dissemination of objectives and rules. Through this consensus and shared vision,
the various players will display an attitude of jurisdiction over shared objectives and rules
and are likely to possess a strong self-initiated commitment to achieving objectives and
obeying rules. The dual-tracks policy2 (i.e. orientation toward diffusion of technology and
orientation toward mission) that has guided industrialization in Indonesia reflects a lack
of consensus formation between decision-makers. In addition, agreement could not be
achieved between liberalism and populism3 regarding the development of local companies

                                                
2 See for example Thee and Pangestu (1998)
3 In most countries there are always groups of people those endorse liberalization as well as oppose it. In

this paper, liberalism refers to the former, and populism refers to the latter.
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through backward linkages created by FDI. As Lall has stated, Indonesia has moved
ahead resolutely with liberalization policies, but the country does not have a sound
strategy for using the technological benefits derived from FDI (Lall, 1998). Therefore, a
crucial issue in Indonesia is revising the dual-tracks policy to be a uniform policy oriented
toward diffusion of technology and to achieve a national consensus between the
liberalism group and the populist group. To give firm support to general local companies,
moreover, the technical resources maintained by the Ministry of Research and
Technology, including staff and facilities, must be redistributed. Since the economic
crisis, a key issue that has arisen is that although Indonesia has been shifting from a
centralized power structure to a democratic one, it is still difficult to form consensus in
the process of change. In our interview, the president of one Japanese FDI company, who
has served almost 20 years at this post, stressed that the real development of Indonesia
starts from now.

Contestability and Competition
This term refers to the idea that the distribution of resources such as business
opportunities and public finance access should be conducted through a merit system. In
other words, the degree of access to resources should depend on the effectiveness of
performance. By using this method, incentives would be provided to economic players to
follow rules and achieve shared objectives. They then could be expected to promote
productive competition rather than non-productive activities as conducted by rent-seeking
lobbies. Moreover, by providing the incentive to all economic players to disclose accurate
information in accessing competitive resources, the asymmetry of information, which is
now a crucial issue, could be reduced. Public accountability must be made a duty in order
to clarify the responsibilities of all economic players. Under the past centralized power
administration, resources were distributed only to special economic players based on
political discretion. In these instances, activities requiring favourable treatment were
more common than activities requiring efficiency, which naturally posed obstacles to
technological improvement. However, the new administration that has emerged since the
economic crisis established a fair competition commission a year ago and is
implementing a merit system. This system is expected to be applied not only to the
private sector but to the governmental sector as well.

Specificity and Clarity

This term refers to a clarification of the roles of the various players and the stage of
implementation for the purpose of achieving shared objectives. Clarifying these roles
would facilitate the scope of responsibility of each player, motivating players to fulfill
their roles within the scope specified without interfering with each other. Clarifying the
stage of implementation will enable limited resources to be used efficiently according to
plans, such as those requiring that resources, in the initial stage, first be distributed to the
small number promising companies. As a result of an analysis of machine tool
localization policies in Indonesia, Braadbaart noted that the Indonesian government did
not clarify the stage of implementation in line with long-term plans and, consequently,
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specific measures for each stage were lacking, which constituted the principal reason the
policy failed (Braadbaart, 1996).

CONCLUSION
As Moran has suggested, market pressure for FDI that accompanies liberalization policies
is more effective than market protection policies in providing technology spillover to the
host country, such as opportunities for formation of backward linkages. This point was
also revealed in the present research in the case of KI’s business operation. However,
whether or not local companies can use these opportunities in a free economy is also
influenced by the international business strategy, especially the global sourcing strategy,
of the multinational in question. A key issue that must be considered here is what policies
the government of the host country should implement along with liberalization policies to
enhance the competitiveness of local companies. The cases presented in the present
research indicate that the most crucial issue is institutional coordination of all key
economic entities, resources and information relevant to backward linkage.
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