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Summary

Indonesia will elect a new president on 14 February. After ten successful years in office, Joko Widodo is not
allowed to run for office again. He has ushered in an era of reform in the country. This is one of the reasons
why Indonesia has been growing at an average annual rate of around 5 per cent for two decades and has also
coped surprisingly well with the crises of recent years. The infrastructure, such as roads and the railway net-
work, but also the digital sector, has been greatly expanded. Widodo has prioritised economic interests and
shown a great deal of enthusiasm for reform. This course has supported growth, even if various challenges
remain, for example in the education sector or with regard to corruption.

With a population of over 277 million people, Indonesia is an important country in the Indo-Pacific region.
This region plays an important role for the European Union (EU) when it comes to reducing its critical de-
pendencies on China by diversifying its trade relations. However, Indonesia cannot replace China due to its
limited economic importance. This is because the EU's trade with Indonesia only accounts for around 4 per
cent of the EU's trade with China. Nevertheless, more economic exchange with Indonesia is an important
building block for the de-risking from China that the EU is striving for. In addition to Indonesia, other countries
in the Indo-Pacific region, Latin America and Africa must also be included in the EU’s de-risking strategy.

There is great potential in mutual trade between the EU and Indonesia. This is because the comparative
advantages between Indonesia and the EU are very different: While Indonesia is specialised particularly in
agricultural goods and raw materials, the EU’s specialisation lies in sophisticated industrial goods. In fact,
estimates by the European Commission show that a free trade agreement between the EU and Indonesia
could increase EU exports to Indonesia by up to 44 per cent in the medium term, while EU imports from
Indonesia could increase by 18 per cent. An increase in trade with Indonesia of around 25 per cent, for ex-
ample, could thus compensate for a fifth of an assumed 5 per cent decline in EU trade with China, which may
result from de-risking vis-a-vis China.

At present, however, this potential cannot be realised because:

B Indonesia and the EU each impose relatively high tariffs on precisely those goods where the other partner
has comparative advantages.

B [Indonesia has already concluded free trade agreements with other Asian countries — especially China —
so that the EU suffers from strong trade diversion effects because EU players are discriminated against
in trade.

China in particular benefits from trade diversion in its favour and to the detriment of the EU. China has a
similar trade specialisation in industrial goods as the EU and is therefore in close competition with European
companies. This has contributed to China's large gains in exports and imports with Indonesia. China's share
of Indonesia's total exports has risen from 11.4 per cent in 2012 to 22.6 per cent in 2022. On the import side,
China's share was 15.3 per centin 2012 and 28.5 per cent in 2022. In addition, China's investment in Indonesia
as part of the Belt and Road Initiative is contributing to a further increase in trade with Indonesia.

In contrast, the importance of the EU as a trading partner for Indonesia has continued to decline over the

last decade. Indonesia has also lost relevance from the EU's perspective: Between 2012 and 2022, Indonesia's
share of total EU imports stagnated at around 0.35 per cent because imports from Indonesia grew less
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dynamically than EU imports as a whole. On the export side, the picture is even more alarming: While Indo-
nesia's share of total EU exports was still 0.22 per cent in 2012, this share fell to just 0.13 per cent by 2022.
During this period, the absolute value of EU exports to Indonesia barely increased. German exports to Indo-
nesia even fell by around 5 per cent between 2012 and 2022.

The picture is similar for foreign direct investment. Between 2015 and 2022, the stock of foreign direct in-
vestment from the EU in Indonesia fell in absolute terms from around 47 billion euros to around 29 billion
euros. This contributed to a significant decline in the EU's share of foreign direct investment in Indonesia.
China, on the other hand, was able to increase its share from 2.2 per cent to 6.5 per cent during this period.

In terms of trade and foreign direct investment, the opposite of diversification with Indonesia has taken place
in the last decade. From the EU's perspective, Indonesia's share should have increased for this to happen.
Figuratively speaking, the train of diversification with Indonesia is not travelling forwards, but even back-
wards.

The EU should therefore urgently strive for a free trade agreement with Indonesia, which would make it
possible:

B to exploit the trade potential indicated by the respective comparative advantages,
B to stop trade diversion to the detriment of the EU,
B to slow down China's advance in Indonesia by significantly increasing EU trade with Indonesia.

In addition, European companies should pay more attention to Indonesia and the opportunities available
there. This should be flanked by trade and investment policy agreements in order to make the local invest-
ment conditions sufficiently attractive. This also requires economic partnership agreements with Indonesia
that provide for the establishment of EU companies in Indonesia. In this respect, export processing zones,
i.e. less regulated regions in which multinational companies can settle, should be considered.

In order to implement such agreements, it is important to understand that there is a clear convergence of
interests between the EU and Indonesia: The EU has an interest in supporting industrial and technological
development in Indonesia in order to promote Indonesia's role as a growing trade and investment partner,
both for exports and imports. For example, the EU could work with Indonesia on de-risking by helping Indo-
nesia to develop large-scale battery production for electric vehicles and possibly also in the solar panel pro-
duction. These endeavours are also entirely in Indonesia's interests.

INSTITUT DER DEUTSCHEN WIRTSCHAFT >



M Indonesia: A new Indo-Pacific partner?

1 Introduction

The European Union (EU) is striving to enlarge its economic and political footprint in the Indo-Pacific region.
In September 2021 the European Commission issued a strategy of the EU for cooperation in the Indo-Pacific
(European Commission, 2021). It acknowledges the increasing importance of the region as home to three-
fifths of the world’s population and origin of 60 per cent of global gross domestic product (GDP). Moreover,
geopolitical dynamics have highlighted its pivotal strategic role — not least, due to the increasing competition
from China. Thus, the EU aims to foster its relations and reinforce cooperation with the Indo-Pacific partners,
also to reduce its own dependence on China. This diversification of trade relations can serve to make the EU
and European value chains more resilient. The following report focuses on one of the major economies in
the region: Indonesia. Not least because of the upcoming decisive presidential elections, which will end the
decade-long rule of Joko Widodo, the country deserves more attention.

Figure 1-1: Indonesia and the Indo-Pacific region

Indonesia (highlighted in blue) with Jakarta as the current and Nusantara as the future capital
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Source: German Economic Institute (IW), made with Natural Earth, 2022

With more than 17,000 islands of which over 6,000 are inhabited, the archipelago of Indonesia (see Figure
1-1) is home to around 277 million people. This makes Indonesia the fourth most populous country, the third
largest democracy and the largest Islamic country in the world. Since the turn of the millennium, the popu-
lation of the archipelago has increased by more than 50 million people. According to current projections, it
will continue to grow substantially, albeit on a slight downward trend, to over 290 million in 2030 and even
to 317 million in 2050 (UN, 2022). This rapid population growth is also reflected in the country’s de-
mographics. In 2022, only 7 per cent of the population was older than 65. The proportion of people of working
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age (15-64 years) is 68.8 per cent (OECD, 2023a). This implies that around 190 million people of working age
currently live in the country.

Indonesia has the world's sixteenth largest economy and the largest one in the Association of Southeast Asian
Nations (ASEAN), a grouping of ten Southeast Asian countries that account for about 8 per cent of the world's
population (IMF, 2023). The founding members in 1967 were Indonesia, Thailand, Malaysia, the Philippines
and Singapore. Since then, Brunei, Vietnam, Laos, Myanmar and Cambodia have also joined. Large deposits
of valuable raw materials reinforce its growing economic and geopolitical clout. Indonesia is a member of the
Group of 20 (G20), a forum for the world's 20 most important industrialised and emerging economies. By
hosting the G20-summit in 2022, the country has shown that it has arrived on the stage of the major global
players in an increasingly multipolar world.

This report is centred around the question of whether Indonesia has the potential to become a new Indo-
Pacific economic partner of the EU. It begins with an overview of the historical and political background of
the country (Section 2). Section 3 focuses on Indonesia’s economic development by first assessing the coun-
try’s economic performance, followed by an analysis of the economic drivers. Section 4 examines Indonesia’s
industrial structure. The country’s trade relations, in particular with the EU and China, are analysed in Section
5. Indonesia’s attractiveness as business location and its foreign direct investment relations are the focus of
Section 6. Finally, this report concludes by examining whether and to what extent Indonesia has the potential
to enable the EU to diversify from China (Section 7).

2 Historical and political background

Indonesia is a dynamically developing country in the Indo-Pacific region. Although it still suffers from many
political and economic challenges, there are also various opportunities. The current government has laid a
focus on making Indonesia more successful, particularly in economic and political terms, in order to seize
upon and further develop its potential as the world’s fourth largest nation in terms of population. Indonesia
has many relevant features that could help or hinder this objective. These features need to be understood
by the EU in order to realise where and how Indonesia can become a larger partner in the Indo-Pacific region.

In the following assessment, the ASEAN-5 countries are generally used as benchmarks. Instead of Singapore,
however, Vietnam is included in the comparison group. The reason for this is that Singapore, as a city state
with a very advanced economy, would not serve as a meaningful benchmark. This leaves us with a suitable
comparable group of: Vietnam, Malaysia, Thailand and the Philippines (also referred to as ASEAN peer na-
tions). The analysis will focus on the period from 1997/1998, the time of the Asian financial crisis, to the
present day.

Historical perspective

Indonesia has frequently been the centre of extensive political and social change, often accompanied by vi-
olence. Like many of its Southeast Asian neighbours, Indonesia has been shaped by its long colonial history.
Parts of present-day Indonesia were under Dutch colonial rule for around 350 years. Dutch domination did
not end until 1943, when Japan occupied large parts of Indonesia during the Second World War. However,
Japanese rule lasted only two years until Japan's surrender in World War Il on 15 August 1945. As a result,
Indonesia proclaimed independence on 17 August 1945. This was followed by a bloody war of independence
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with the Netherlands, which attempted to restore its former power on the archipelago. The war ended in
1949 after tens of thousands of deaths and with the sovereignty of Indonesia (Harinck et al., 2017).

The country was initially governed democratically, but slipped more and more into authoritarian rule. The
resulting political and social unrest sparked an attempted coup in 1965, which was blamed on the communist
spectrum. It ended in a massacre in which more than 500,000 people died, most of them members or sup-
porters of the Indonesian communist party (ITCJ, 2011). In the resulting chaos, commander-in-chief Hadji
Mohamed Suharto seized power in 1967/1968. This was followed by around three decades of authoritarian
rule and oppression, but also economic stability and success. It was only in the context of the Asian economic
crisis, which reached its peak in 1997/1998, that Suharto resigned in 1998 under public pressure and protest.

In the subsequent post-Suharto era, referred to as the Reform Era (Era Reformasi), the country achieved
notable economic, social and political success. It underwent comprehensive social and economic transfor-
mation as well as a period of democratic consolidation that led to an amended constitution, an independent
judiciary and the strengthening of civil society rights. In 1999, the first free, open and democratic elections
since 1955 were held (Ulum, 2020). From 1999 to 2002, four major amendments to the constitution were
made, including the establishment of the Indonesian Constitutional Court as a key institution representing
an independent judiciary (Eddyono, 2018). Under great social pressure, the ruling elites gave up some of their
own power as part of the aforementioned constitutional amendments. This opened the door to improving
the political representation of the population and to increasing party competition to a considerable extent.
At the same time, however, new rules were introduced that ultimately secured the power of the existing
elites by making it administratively disproportionately difficult for new parties to gain foothold. What fol-
lowed was admittedly a democratic period, but one characterised by power-sharing between old elites from
the Suharto era (Jaffrey, 2023).

Reform era during the presidencies of Joko Widodo since 2014

In 2014, Joko Widodo, popularly known as Jokowi, was elected president and is now in his second and final
term of office. The former mayor of Surakarta and former governor of Jakarta is part of the Indonesian Dem-
ocratic Party of Struggle (PDI-P), a secular-nationalist party. With 128 out of 575 seats in parliament and
around 19 per cent of the vote, the PDI-P is currently the strongest party in the Indonesian parliament. What
is particularly remarkable is that Widodo is the first president without direct ties to the old military and po-
litical elite around the Suharto regime. This and his background as a simple furniture maker, who grew up in
the slums of Surakarta, make him one of the most popular heads of state in the world (The Economist, 2023a).

His era is characterised by liberalism, the strengthening and opening up of Indonesia’s economy and the
promotion of numerous infrastructure projects. Besides the construction of a high-speed railway network on
Java, the decision to "relocate" the current capital Jakarta by building a new capital "Nusantara" from scratch
on the island of Borneo attracted particular attention.

In 2020, he also enacted a so-called Omnibus Law on Job Creation. This was arguably the government’s most
ambitious reform measure in the current term of office. It intends to improve Indonesia’s competitiveness
and quality as a production and investment location by addressing many regulatory shortcomings at one
stroke. Above all, it aims at opening up most economic sectors to foreign investment (with the exception of
7 “strategic” sectors), reducing corporate taxes, dismantling regulatory and bureaucratic obstacles and
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including a comprehensive reform of labour law in favour of companies. However, due to several court pro-
ceedings, it has still only been implemented to a rather limited degree (see Section 6.1).

In general, Indonesia’s ambitious goals are also underlined by the Golden Indonesia 2045 Vision. Indonesia
has set itself high targets for its centenary of independence such as “per capita income equivalent to that of
developing countries”, “poverty towards O per cent and reduced inequality” and “expanding international
leadership and influence” (Indonesian Ministry of National Development Planning, 2023). Widodo himself
has emphasised on several occasions that he wants Indonesia to become the fourth largest economy by 2045

(Cabinet Secretariat of Indonesia, 2019).

Indonesia increasingly sought the global political spotlight under Widodo. In the summer of 2022, Indonesia
hosted the G20 summit. In 2023, Indonesia took over the leadership of ASEAN. Furthermore, the Indonesian
president also took part in the BRICS summit in South Africa. BRICS is an intergovernmental organisation
consisting of Brazil, Russia, India, China and South Africa as the founding members in 2010. Indonesia, how-
ever, is not one of the countries joining BRICS in a process of enlarging this group on 1 January 2024. This is
in line with Widodo’s strategy to not tying Indonesia to geopolitical blocs, but maintaining good relations
with both the West and its partners. This strategy becomes particularly evident when looking at its relations
with the US and China:

B Since Widodo took office in 2014, China has become Indonesia’s most important trading partner and an
increasingly important investor in the country (see Section 5.3 and 6.2). The prestigious high-speed train
on Java was financed and built by China as part of the Belt and Road Initiative and is operated by a Chinese
company (Cai, 2023a). Like China, Indonesia also expressed strong concerns with respect to the enhanced
security partnership AUKUS, established in 2021 between Australia, the United Kingdom and the US with
the wider strategic goal of deterring China’s growing military threat in the region (East Asia Forum, 2021).

B At the same time, however, the relations between the US and Indonesia are also improving. In November
2023, US President Biden welcomed Widodo at the White House. During this visit, a comprehensive stra-
tegic partnership was announced with the aim of further deepening bilateral economic relations between
the two countries. This initiative also includes cooperation in the critical area of the semiconductor in-
dustry (The White House, 2023).

The past decade under Widodo has been characterised by stability, economic advancement, increased pros-
perity and deeper international integration. Indonesia is currently considered one of the most stable democ-
racies in the region with regular and fair elections (Bauer, 2023).

Upcoming presidential elections and questions about future economic course

The next presidential elections will take place at the same time as the parliamentary elections on 14 February
2024. These will be the fifth for the country since the end of authoritarian rule in 1998 and, with around 205
million voters the world’s largest elections on a single day. As Widodo is not permitted to run for a third time,
these elections will determine his successor. To be able to run in the presidential elections, candidates must
be officially supported by a political party or a coalition that won at least 20 per cent of the seats or 25 per
cent of the votes in the previous parliamentary elections.

The upcoming elections raise the question of whether Indonesia will continue its path of economic growth,
deeper international integration and democratic consolidation under the new leadership. Indeed, the recent
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past also reveals tendencies of democratic backsliding rather than further consolidation. Additionally, ru-
mours of a cautious attempt to allow a third term in office caused unrest among the population. However,
these rumours were quickly put to rest by the Indonesian government (Cabinet Secretariat of Indonesia,
2021). While this incidence speaks in favour of a democratically and politically aware society, Widodo is trying
to form a political dynasty by sending his eldest son (36) into the race as vice president (Bagaskara/Setyarso,
2023). Controversially, Indonesia’s Constitutional Court, headed by Widodo’s brother-in-law, recently paved
the way for this candidacy by suspending the minimum age of 40. Ironically, towards the end of his term of
office, the first “outsider” president seems to be returning, at least in part, to the patterns of the old elites.

Three candidates are running in the upcoming presidential elections. The majority of the latest opinion polls
see the current defence minister Prabowo Subianto from the nationalist and conservative Gerindra party, in
the lead (Redaski, 2024). After two defeats against Widodo in the previous presidential elections, he is now
entering the presidential election as the favourite. This time, however, with the prominent support Widodo’s
eldest son as his vice president. Thus, Widodo’s attempt to shape a political dynasty appears to be within
reach. The second place, and thus Prabowo Subianto’s potential competitor in the second round of elections,
will be decided between Anies Baswedan, former governor of Jakarta and from the Coalition of Change for
Unity, and Ganjar Pranowo, former governor of Java and of Widodo’s current leading party, PDI-P. There is
currently no clear favourite who will receive the second most votes according to the polls. Both the current
leading candidate Prabowo Subianto and the PDI-P candidate Ganjar Pranowo are positioning themselves as
Widodo’s successor with a focus on continuity. It therefore seems unlikely that there will be a major change
in domestic or foreign policy after the upcoming elections (EIU, 2023).

Figure 2-1: Relevance of major religious groups in Indonesia

Share in the population in per cent in 2022

31 1.7 0.7
- 0.1
7.4 P

A
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Source: Datalndonesia.id, 2023

In contrast, Anies Baswedan is aiming for a political change of direction with a much stronger conservative-
religious Islamic orientation. Although the actual election chances are currently relatively low, this indicates
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that religious motives could potentially pose a threat to the government’s economic orientation in the future.
In fact, Islam is of major importance in Indonesia. In 2022, almost 242 million Indonesians, i.e. roughly 87 per
cent of the population, professed Islam. This makes Indonesia the country with the most Muslims in the
world, just ahead of Pakistan and India. However, Islam is not the state religion. In addition to Islam, Indone-
sia’s constitution officially recognises Protestantism, Catholicism, Buddhism, Hinduism and Confucianism.
This makes Indonesia a multi-faith state. Just over 10 per cent of Indonesians, that is around 29 million, are
Christians (7.43 per cent Protestants and 3.06 per cent Catholics). A further 1.69 per cent are Hindus and 0.73
per cent are Buddhists. (see Figure 2-1).

3 Economic development

3.1 Economic performance

Indonesia is one of the fastest growing economies in the world and has steadily expanded for more than two
decades following the Asian financial crisis in 1997 and the collapse of the Suharto regime in the following
year. The Indonesian economy has made significant progress in developing across all sectors, i.e., industry,
services and agriculture. The post-Suharto era has been not only a period of political, but also of economic
stability. The following section unravels central aspects of the development of the Indonesian economy over
the past 20 years and provides an overview of its current structure.

Macroeconomic indicators

In terms of economic growth, the Indonesian economy grew steadily at rates of around 5 per cent for two
decades after recovering from the Asian financial crisis. It largely defied the global financial crisis in
2008/2009 and proved relatively resilient to the COVID pandemic, with GDP growth quickly reverting from
—2.1 per cent in 2020 to 3.7 per cent in the following year, reaching a nine-year high of 5.3 per cent in 2022
(see Figure 3-1). GDP growth for 2023 is estimated at 5.0 per cent underlining the overall resilience of the
Indonesian economy to the Ukraine war and other geopolitical tensions (Consensus Economics, 2024). How-
ever, compared to the also fast-growing ASEAN peer countries, Indonesia does not stand out, but displays a
moderate performance with an average annual growth rate of 4.9 per cent in the period following the Asian
financial crisis between 2000 and 2022. In comparison, Vietnam exhibited the strongest average annual
growth in this period with a rate of 6.3 per cent, followed by the Philippines with 4.9 per cent and Malaysia
with 4.6 per cent. Thailand grew relatively moderately with an average annual growth rate of 3.3 per cent.

In terms of living standards, the dynamic economic development has contributed to substantial improve-
ments in Indonesia. GDP per capita doubled from around USD 6,400 in 1997 to around USD 12,400 in 2022
based on purchasing power parities (see Figure 3-2). Indonesia reached the status of an upper-middle income
country for the first time in 2020 and regained it in 2023 after falling back to lower-middle income status
during the peak of the COVID pandemic in 2021 and 2022 (Malerius, 2023a). It is the third of the ASEAN peer
nations to reach that status, following Malaysia in 1992 and Thailand in 2010, which both had higher living
standards in 2022.
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Figure 3-1: Economic growth in selected ASEAN countries

Change in real GDP year-on-year in per cent
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Figure 3-2: Living standards in selected ASEAN countries
GDP per capita in constant prices (USD PPP), in thousands
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Inflation performance has also improved considerably over time. After a historic surge to around 60 per cent
during the Asian financial crisis, inflation rates hovered around 10 per cent in the late 1990s and the first
decade of the 2000s before stabilising at rates around 5 per cent in the early 2010s and around 3 per cent in
the late 2010s (World Bank, 2023a). Despite a temporary increase after the outbreak of the Ukraine war due
to rising global commodity prices that sparked a substantial increase in gasoline prices, inflation has remained
relatively subdued in recent crisis years. It is estimated at 3.7 per cent for 2023 and is expected to soften in
2024 (llman/Hapsari, 2023; Consensus Economics, 2024).

The Indonesian labour market has immensely profited from economic development. After difficult years in
the early 2000s, the unemployment rate fell from its peak at 11.2 per cent in the second half of 2005 to 5.3
per cent in the second half of 2023 (Badan Pusat Statistik — BPS, 2023). Similarly, youth unemployment sunk
from its historical peak at 26.4 per cent in 2005 down to 13 per cent in 2022 (World Bank, 2023a). The labour
market participation rate moderately fluctuated around 69 per cent of the labour force over the past two
decades (BPS, 2023). However, informal employment remained high and accounted for almost 60 per cent
of total employment in 2022 (BPS, 2023). It seems that there is still a shadow labour market alongside the
formal labour market, and many employees seem to work in both to sustain their living.

A sound countercyclical fiscal policy has contributed to the relatively stable economic development despite
the various crises. Indonesia counteracted the global financial crisis by launching a USD 6.4 billion fiscal stim-
ulus package, which was supported by other stabilising measures and substantially cushioned the economic
fallout of the crisis (Basri, 2018). In light of the COVID pandemic, the Indonesian government lifted the annual
budget deficit above 3 per cent of GDP from 2020 to 2022 to allow for fiscal measures worth estimated USD
43 billion within the Economic Recovery Program (PEN) such as tax breaks, interest subsidies for small enter-
prises, liquidity support for banks as well as financial support for vulnerable households (Medina, 2020). As
a result, government debt substantially rose from 32.5 per cent of GDP at the outbreak of the COVID pan-
demic in the first quarter of 2020, up to its peak at 41.6 per cent one year later before slowly falling to around
38 per cent by the end of 2023 (Bank Indonesia, 2024). The successful management of the COVID pandemic
earned Indonesia notable praise from the IMF and demonstrated the country’s macroeconomic and fiscal
stability (Cabinet Secretariat of the Republic of Indonesia, 2022).

Poverty and inequality

Thanks to its economic success, Indonesia has managed to lift millions of people out of poverty in the last
decades. In 1998, almost 144 million Indonesians, i.e. 69 per cent of the population, lived below the extreme
poverty line of USD 2.15 per day (based on purchasing power parity inflation-adjusted at prices of 2017 —
2017 PPP). Since then, the poverty rate has steadily decreased in almost every year. Under Widodo alone,
the number of people living in extreme poverty has fallen from 23.7 million in 2014 to 6.8 million in 2021. In
relative terms this is a reduction from 9.3 per cent to 2.5 per cent (see Figure 3-3).

However, progress has to continue as poverty and inequality still remain relatively high:

B Considering the higher official poverty line of USD 6.85 (2017 PPP) per day shows that a large proportion
of Indonesians continue to live in poverty. In 2022, more than 60 per cent, or 166 million, were still living
on less than USD 6.85 (2017 PPP) a day.
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Figure 3-3: Development of poverty in Indonesia

Share in the total population of people living below the extreme poverty line*and below the upper-middle-income
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The Gini coefficient also shows that, despite the success in reducing extreme poverty, overall inequality
has not improved. The Gini coefficient is a statistical measure of income inequality. It takes the value of
0 for perfect equality, i.e., when every household has the same income, and the value of 1 for perfect
inequality, i.e. when one household has the entire income. In Indonesia, the Gini coefficient increased
from 0.32in 1998 to 0.4 in 2015. It then fell again to 0.38 by 2018, where it has remained up to now. Yet,
Indonesia is not doing particularly badly in terms of inequality. In fact, the income distribution in the
ASEAN peer nations is similar to that in Indonesia. The most recent values for the Gini coefficients were
0.41 for the Philippines and Malaysia, 0.37 for Vietnam and 0.35 for Thailand (World Bank, 2023a).

Long-term national development plans

The development of the Indonesian economy was planned and outlined in the 2005—-2025 Long-Term Na-

tional Development Plan (RPJPN). This plan was carried out in four five-year Medium-Term National Devel-

opment Plans (RPJMN). The RPJPN envisioned an Indonesia that is developed and self-reliant, just and dem-

ocratic as well as peaceful and united. To achieve these goals, the plan formulated the following main objec-

tives (Indonesia Investments, n.d.a):

Development of a solid infrastructure and an economy with the agricultural sector as well as mining and
quarrying as foundation.

Efficient and modern production of goods in a globally competitive manufacturing sector that is the en-
gine of economic growth while the service sector fosters economic resilience.
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B Income per capita should reach a level that is comparable to other middle-income nations by 2025 with
a relatively even distribution of wealth and less than 5 per cent of the population living in poverty.

B Achievement and maintenance of food self-sufficiency and food availability for every household.

So far, some of these goals have been impressively exceeded, while others remain to be fulfilled. Infrastruc-
ture development and the centralisation of the Indonesian economy around natural resources — the so-called
“downstreaming” strategy (see Section 3.2) — have made substantial progress. Income per capita has reached
a middle-income level and extreme poverty has nearly been tackled while regular poverty remains a chal-
lenge. The manufacturing sector is still a major driver of growth, but is lagging behind its potential, while the
service sector has developed strongly. Food self-sufficiency has not yet been achieved.

In early 2023, Widodo presented the final draft of the 2025-2045 RPJPN which provides the roadmap for
achieving the goals of the Golden Indonesia 2045 Vision (Wiradji, 2023) and is centered around the key ob-
jectives stability, sustainability and continuity as well as human capital development (Wiradji, 2023). Its im-
plementation will play a crucial role in shaping the economic outlook for the Indonesian economy (see Sec-
tion 3.2).

3.2  Drivers of economic development

In the following section, several important drivers of economic development are discussed that contributed
to the positive economic performance of Indonesia in the past decades. Economic growth has been sup-
ported by political and macroeconomic stability. On top of this it has been driven, inter alia, by relatively
sound institutions, a young and growing population, some improvement in education, infrastructure devel-
opment, abundant natural resources and an incremental opening to the world economy.

Economic and political institutions

Economic development relies on sound and inclusive economic and political institutions, i.e. framework con-
ditions which are required for a well-functioning market economy in which businesses can thrive and deliver
prosperity (Acemoglu/Robinson, 2012). The World Bank (2023a) provides so-called governance indicators to
measure important aspects of these framework conditions. Figure 3-4 summarises Indonesia’s performance
and compares it with the ASEAN peer nations using the Worldwide Governance Indicators (WGI). The WGI
aggregate data from more than 30 think tanks, international and nongovernmental organisations as well as
private firms for more than 200 countries covering the period from 1996 to 2022. It takes into account the
perceptions of these sources along the following dimensions:

B Voice and accountability capture the ability of citizens to participate in choosing their government, as
well as freedom of expression, freedom of association and free media.

B Political stability and absence of violence/terrorism capture the likelihood of political stability and po-
litically motivated violence, including terrorism.

B Government effectiveness captures various aspects of the quality of the public sector such as the quality
of public services, the quality of civil service and its independence from political pressure, the quality of
policy formulation and implementation as well as the adherence of the government to its policies.
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B Regulatory quality captures the government’s ability to formulate and adopt policies and regulations
that foster private sector development.

B Rule of law captures several legal aspects such as the confidence in adherence to the rules of society, in
particular enforcement of contracts, protection of property rights, trust in police and courts, as well as
the likelihood of crime and violences.

B Control of corruption captures the extent to which public power is abused for private gain covering overt
and covert forms of corruption, as well as the meddling of elites of private interest groups in public affairs.

Figure 3-4: Indonesia’s political governance performance

Selected World Bank Governance Indicators 2022, percentile ranks, scale 0 to 100
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Source: World Bank, Worldwide Governance Indicators, 2023a

Figure 3-4 depicts the WGI percentile ranks for 2022 which indicate the share of all countries that perform
worse and therefore have a lower rank. Indonesia performs better than most ASEAN peer nations in the
political realm taking upper positions among the ASEAN peer nations in government effectiveness and regu-
latory quality. In terms of voice and accountability, Indonesia leads the ASEAN peer nations. The recent pro-
tests in the course of rumours about a potential unconstitutional third term for Widodo serve as an example
of a democratically and politically aware society. In all these aspects, Indonesia positions itself above the
global average and regarding voice and accountability as well as regulatory quality ahead of some more de-
veloped economies such as China. The rule of law positioning, however, is only mediocre, both in comparison
to its peer nations and in a global context. Indonesia exhibits significant deficiencies in the control of corrup-
tion, where it manages to position itself slightly ahead of Thailand and the Philippines, but markedly falls
behind Vietnam and especially Malaysia. Even Widodo, who himself was considered free of corruption for a
long time, curtailed the anti-corruption agency shortly after taking office for his second term by restricting
its rights and covering up a corruption scandal surrounding the Jiwasraya Insurance Company fraud (Sye-
bubakar, 2020). Indonesia also ranks low in terms of political stability and absence of violence and terrorism
not only relative to its peer nations but also from a global perspective. This, however, somewhat surprising
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considering Indonesia’s relatively sound political landscape in the Era Reformasi. Moreover, despite some
violent terrorist attacks in the early 2000s, Indonesia has maintained both political stability as well as public
security.

Demographic dividend and domestic market

The economic development of the past twenty years was largely driven by a rapidly growing population and
workforce. In other words, the production factor labour has increased considerably and contributed to the
positive growth performance of Indonesia. This phenomenon is sometimes called demographic dividend.
Moreover, Indonesia’s workforce is relatively young. Indonesians aged between 15 and 24 currently make
up 24 per cent of the working age population (15-64). In comparison, the share of young workers in the total
working-age population lies at around only 15 per cent in countries such as Germany and China (U.S. Census
Bureau, 2024).

The large population also offers a sizeable domestic market for Indonesian companies. Moreover, an aspiring
middle class has emerged and carries private consumption:

B 52 million Indonesians are nowadays part of the so-called “concrete middle class” — a phrase used by the
World Bank (2020). They have largely achieved economic security that liberates them from worries about
poverty and vulnerability, with incomes allowing for moderate consumption above subsistence level. The
concrete middle class is one of fastest growing segments of the Indonesian population and is the back-
bone of the large domestic market, accounting for about half of total household consumption (World
Bank, 2020). Members of the concrete middle class spend relatively lower shares of their disposable in-
come on basic goods such as food and relatively higher shares on durable goods (e.g. cars, residential
property) and services (e.g. health, education, insurances), thereby driving economic growth and the de-
velopment of industrial sectors. Their consumption and purchasing power contributed substantially to
the resilience of the Indonesian economy during the COVID pandemic (Suhanda/Swasono, 2023).

B On top of this, the so-called “aspiring middle class” — in the wording of the World Bank (2020) — will also
play a central role in the future. Around 115 million Indonesians who no longer live in poverty anymore
have not yet achieved the economic security of the concrete middle class and remain vulnerable to falling
back to the subsistence level (World Bank, 2020). The rise of this aspiring middle class up into the con-
crete middle class will be an important part of Indonesia’s development to a high-income country.

However, the “demographic dividend” regarding productive potential has not yet been fully reaped. While
impressive in scale, the quality of the Indonesian work force is rather low. This is illustrated by the World
Bank’s Human Capital Index which ranks Indonesia 96th out of 173 countries worldwide and sixth of ten
Southeast Asian countries (Jazuli, 2021). Two major problems are poor health conditions and low levels of
education or training (see next subsection). Indonesia has to cope with nutritional problems ranging from
undernutrition to overweight and obesity as well as non-communicable and infectious diseases (Jiwa Muda
Indonesia, 2022). Meanwhile the Indonesian healthcare system suffers from several structural problems such
as overall underfinancing as well as limited and inequitable access to healthcare services and medicine (ITA,
n.d.).

Education

Apart from labour inputs, education is one of the key drivers of human capital and therefore of economic
growth. In Indonesia, several positive developments are worth mentioning. Compulsory education of twelve
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years has been in force since 2013. It replaced the nine year compulsory education programme that had been
in place since the 1990s (Natahadibrata, 2013). Moreover, in the last two decades, Indonesia has successfully
increased the enrolment rates of secondary education to almost 100 per cent (see Figure 3-5). Enrolment
rates for tertiary education almost tripled from 14.9 per cent in 2000 to 42.6 per cent in 2022. Overall, Indo-
nesia has been able to significantly increase access to education for young people in the recent past. At the
secondary and tertiary level, only Thailand has higher gross enrolment rates (World Bank, 2023a). Access to
education for young people is therefore no longer a major issue in Indonesia.

Figure 3-5: Gross enrolment rates per level of education in Indonesia

Ratio of total enrolment to the population of the age group that officially corresponds to the level of education in
per cent
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Alook at the completion rates also shows an overall positive picture. Around 98 per cent who attend primary
school (grades one to six) also complete it. In junior secondary school (grades seven to nine), the proportion
drops to 90 per cent, but remains relatively high. However, the completion rates beyond basic education are
lower. Only around two thirds of senior high school students complete this level of education (BPS, 2023).

Moreover, several other challenges and shortcomings remain:

B The enormous improvement in access to education has not been accompanied by the necessary improve-
ments in educational quality (Rosser, 2018). In the latest PISA tests for 2022, Indonesia was among the
bottom 15 countries among a total of 81 countries in all categories. Within our comparison group, only
the Philippines performed worse, as Figure 3-6 shows. In general, the Indonesian education system suf-
fers from several structural problems such as underfinancing, shortage of qualified teaching staff as well
as inequality and discrimination (Tan, n.d.). In addition, the COVID pandemic thwarted recent efforts and
put a strain on educational achievements (World Bank, 2023b).
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Figure 3-6: Pupils’ skills according to PISA examinations

Rankings in the PISA 2022 examinations among 81 countries participated (Rank 1 = best performing)
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Educational services do not reach all potential beneficiaries. While educational access for the young peo-
ple is hardly a problem anymore, nearly a quarter of Indonesia’s total population does not participate in
education, employment or training at all, and nearly 90 per cent of the workforce have not received any
workforce training (Prihadi, 2023). This is in part a legacy of the weakness of the education system in the
past, i.e. in the time before the above-mentioned educational improvements occurred.

Regarding tertiary education, earlier studies have pointed out that the higher education system does not
produce well-qualified professionals with the essential skills needed by the employers (World Bank,
2014). In the latest QS World University Ranking, five Indonesian universities ranked in the top 500, with
the best “Universitas Indonesia” ranking 237th. Compared to the benchmark group, however, Indonesia
still performs relatively well. No university from Vietnam, one from the Philippines and two from Thailand
made it in the top 500. In contrast, Malaysia has eight universities in the top 500, the best of which is
ranked 65th (QS, 2024). The below-average quality of Indonesian universities is also reflected in the re-
search sector. Looking at the citable scientific publications per capita, only the Philippines published
fewer in the ASEAN peer group. The quality of these publications also appears to be relatively poor. With
0.5 citations per document, Indonesia ranks 217th placing it among the 20 lowest performing countries
in the world and last in the peer group (SJR, 2023).

Taking these challenges into account, Indonesia has been relatively successful in substantially increasing ac-

cess to education. However, in international rankings, Indonesia regularly performs poorly at both the sec-

ondary and tertiary education level. Graduates of the education system often lack essential qualifications for

the labour market. The situation is exacerbated by the fact that there is no professional training as such in

Indonesia so that low-qualified workers have to be trained by employers at considerable expense (Malerius,
2023b).
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Infrastructure development

Public infrastructure is an essential part of an economy’s productive capital facilitates business activities and
thus contributes to economic development. The progress in infrastructure development under Widodo has
been considerable. So far, 1,700 kilometres of toll roads, 18 ports and 21 airports have been built since
Widodo took office in 2014 (Amenan et al., 2022).

The most prominent infrastructure projects of the Widodo administration, which have gained much national
and international attention, are the “Whoosh” high-speed railway, that is part of the Chinese Belt and Road
Initiative, and the planned creation of the future capital Nusantara completely from scratch:

B The “Whoosh” train connection was inaugurated in October 2023 and connects the capital Jakarta and
the regional capital of West Java, Bandung. The USD 7.3 billion project was largely funded by Chinese
state-owned enterprises and is operated by a joint venture of four Indonesian state firms and China Rail-
way International. Intended to foster economic productivity and to solve traffic jams in the region, the
benefit for the ordinary population remains ambiguous, as the ticket prices are substantially higher than
those of alternative modes of transport such as regular trains or shuttle buses (Cai, 2023b).

B The relocation of the Indonesian capital has an estimated price tag of USD 35 billion and is planned to be
finalised in 2045. It is not only a reaction to overpopulation in Jakarta and to environmental dangers such
as regular floods threatening the current capital, but also a highly prestigious project for the Indonesian
government to underline its economic and environmental ambitions. Nusantara is conceptualised as fu-
ture economic hub of Indonesia helping to distribute economic activity more evenly across Indonesia
while solving some of the challenges faced by the inhabitants of the current capital Jakarta, such as traffic
congestions — all while being fully sustainable. So far, the current progress does not match the ambitions
with the government providing only a fifth of the total funding and private investors being hesitant due
to the many uncertainties evolving around the project. Two important but unanswered questions remain:
How to persuade Jakarta’s current inhabitants to move to the as yet unimaginable future capital, and
whether the relocation will continue under Widodo's successor (Jacob, 2023).

The development of water, electricity and internet infrastructure has been less impressive than that of
transport infrastructure.

B  While widespread in range, the water system is rather poor in quality. Currently nine out of ten Indone-
sians have access to some form of water supply and eight of ten have access to basic sanitation. However,
only two out of ten have access to piped water and seven out of ten still consume contaminated water
(USAID, n.d.).

B Although almost all Indonesians have access to some form of electricity, the development of an inte-
grated grid network is dispersed and largely concentrated on Java, Bali and Sumatra (Malerius, 2022).

B [nternet access is available for only every second Indonesian, despite rapidly increasing internet use (Wi-
bisana et al., 2022).
Resource nationalism and downstreaming

Indonesia has an abundant wealth of natural resources which also shape its industrial structure. It has sub-
stantial reserves of coal, natural gas and oil (Ministry of Energy and Mineral Resources Republic of Indonesia,
2022). Regarding energy supply (that serves domestic and foreign demand), the shares of oil and natural gas
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have decreased, while the production of coal has increased. The shares of renewable energy sources such as
hydropower and biofuels have stagnated or even decreased, while only the shares of wind and solar energy
generation have risen (see Figure 3-7). Thus, fossil fuels (coal, oil and natural gas) make up more than 70 per
cent of total energy supply in 2020. The transition to renewables will not be an easy task as nearly all sectors,
from industry to transportation, construction and are heavily dependent on fossil fuels.

Figure 3-7: Structure of energy supply in Indonesia
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Apart from energy resources, Indonesia is abundantly endowed with minerals and holds not only the world’s
largest nickel reserves, but is also endowed with substantial deposits of cobalt, tin, bauxite and copper
(Wrede, 2023, see Section 4).

The Widodo administration in particular embraced “resource nationalism”, i.e. the strategical use of the
country’s resources to foster economic growth. The so-called “downstreaming” strategy aims at building up
domestic industries further down the value chains of many products, i.e., industries that refine or directly
use these raw materials and that are closer to final consumption. An example is the production of battery
systems with nickel as major input.

In the past, fossil fuels and minerals were heavily exported, making Indonesia the world’s largest exporter of
coal and nickel and one of the world’s largest exporters of LNG as well as tin and copper. However, in partic-
ular exports of minerals in particular have been restricted or banned over in recent years in order to enforce
the development of local processing facilities.

The “downstreaming” approach has been largely successful for Indonesia so far, developing it from the

world’s biggest exporter of raw mined nickel to the world’s largest producer of refined nickel (Mining Tech-
nology, 2023). While Indonesia had around 50 nickel mines but only three smelters in 2014 (UNCTAD, 2017),
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it had 127 mines (Zielonka, 2023) as well as 62 operational smelters in 2023 with another roughly 30 smelters
under construction and another 50 more in the planning stage (Maulia, 2023a). Accordingly, nickel produc-
tion jumped from 177,000 metric tons in 2014 to an estimated 1,800,000 metric tons in 2022 (Statista, 2024).

Outlook

Whether Indonesia will remain on track to fulfil its ambitious vision of becoming a high-income country and
one of the five largest economies in the world by 2045 will largely depend on whether Widodo’s successor
will be able to sustain the economic upwind by harnessing the locational advantages. The medium-term per-
spectives for Indonesia’s economic development remain good. The IMF (2023) forecasts economic growth
rates of nearly 5 per cent by 2028. However, there are several challenges that could hamper the development
of the Indonesian economy in the longer term:

Developing an educated and skilled workforce

Despite having made progress in broadening access to education, the quality of educational outcomes is still
poor (see above subsection on education). The current lack of a skilled workforce is a relative disadvantage
of the Indonesian economy in comparison to its ASEAN peer nations — despite the large potential of the young
and growing population. The qualification of the workforce and in particular of those who suffered learning
losses during the pandemic (World Bank, 2023b), that are about to enter the workforce in the upcoming
years, will be crucial to realise several strategic goals of the Indonesian government. A skilled workforce is
also a basic condition for the rejuvenation of the manufacturing sector as envisioned in the 2025-2045
RPJPN, as it allows the production of more sophisticated goods that are currently imported (see Section 5.3).
Moreover, it enables Indonesians to take on formal employment and middle-class jobs.

Broadening the concrete middle class

Lifting the aspiring middle class, that recently accounted for around 45 per cent of the Indonesian population,
into the concrete middle class will play an important role in continuously fostering private consumption —the
major driving force of economic activity that accounted for roughly 61 per cent of GDP in 2022 (World Bank,
2020; 2023a). The broadening of the middle class also contributes to the diversification of the Indonesian
economy. The economic security achieved by the concrete middle class allows for more varied consumption
patterns including goods such as housing and automotives that have substantial multiplier effects on the
whole economy. The same is true for services such as tourism, healthcare and education that are currently
rather underdeveloped (World Bank, 2020; Suhanda/Swasono, 2023). Future governments should therefore
put a priority on measures that allow the aspiring middle class to rise into the concrete middle class. To attain
this aim, the integration into formal sector employment is important as well as the improvement of educa-
tion, health and nutrition (Suhanda/Swasono, 2023).

Supporting domestic value chains and diversification of the economy

The centralisation of the Indonesian economy around its abundant natural resources has been an essential
part of the development strategy outlined in the 2005—2025 RPJPN. While the “resource nationalism” has
proven to be successful for example for the nickel industry, it has also led to a poorly diversified Indonesian
economy. The Indonesian government plans to replicate this success by implementing export bans on further
minerals such as tin and copper. However, it is doubtful whether these measures serve as a reasonable de-
velopment strategy for the coming decades. For example, the latest export ban on bauxite introduced in
2023 raised doubts among miners. They feared that domestic capacities would be too limited to process the
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increased output that would be available domestically due to the export ban. It is also uncertain whether
enough investors will build new bauxite processing plants, as the building costs are around three times higher
than those of nickel smelters (Nangoy, 2023). Moreover, the focus on resources makes the Indonesian econ-
omy vulnerable to potential shifts in global demand. For example, the global demand for coal — currently
Indonesia’s leading export commodity — could decline in the course of the global transition to renewable
energies. Furthermore, innovations could lead to new battery technologies for electric vehicles (EVs) that no
longer require nickel, meaning that the global demand for nickel would no longer meet current projections.
Such a development would severely hurt one of Indonesia’s strategic sectors and would also question the
“downstreaming” strategy in this respect (Moors, 2023).

Infrastructure Development

Despite the substantial progress made in the development of hard infrastructure over the past two decades,
Indonesia still falls markedly behind the other ASEAN peer nations (see Section 6.1). This not only hampers
Indonesia’s attractiveness as a business location for foreign investors, but also strains domestic businesses
dealing with high logistic costs, and is a particular burden for the people living in remote areas.

Another major challenge for the upcoming years will be the transition to more climate-friendly energy
sources The target of 23 per cent of renewable energy in the energy mix by 2025 will most likely not be
achieved, as even Widodo himself recently admitted. Against this background, despite some notable projects
such as the recently inaugurated floating solar power plant in West Java, the next target of achieving a 44 per
cent share of renewable energy in the energy mix by 2030 momentarily appears out of reach (Reuters, 2023a;
2023b). However, the recently announced USD 20 billion Comprehensive Investment and Policy Plan (CIPP)
marks an important step in the right direction (Embassy of the Federal Republic of Germany Jakarta, 2023).
The CIPP is part of the Just Energy Transition Partnership (JETP) which is co-led by the United States, Japan
and Canada and that is backed by the EU and several member states as well the UK.

The infrastructure development is likely to remain a priority for future Indonesian governments. However,
the successful realisation of projects will depend on the crowding-in of private investment, which is currently
falling significantly behind the intended shares in funding. Here, the 2023 Omnibus Law on Job Creation
marks an important step in the right direction, but its effectiveness has yet to be seen.

Exposure to natural disasters

Indonesia is already highly exposed to natural disasters and therefore vulnerable to climate change. Java, the
economic heartland of Indonesia, particularly from natural disasters ranging from droughts floods to land-
slides that can damage the industrial basis. In the coming years, the country is projected to suffer particularly
from rising sea levels which will require substantial adaptation efforts. In fact, Indonesia ranks fifth in the
world regarding the size of the endangered population living in lower elevation and particularly vulnerable
coastal zones. Moreover, climate change and extreme weather events are expected to jeopardise food and
water security, and thus health and nutrition, which could increase inequality and poverty (Climate Change
Knowledge Portal, 2024).
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Integration into global value chains

So far, Indonesia’s integration into global value chains has been rather sluggish and focused on a narrow
range of goods. Further integration into global value chains will play a crucial role for the expansion of Indo-
nesian economy beyond its domestic market.

In sum, Indonesia has large potential to achieve its ambitious goals. However, this will require substantial
efforts by future administrations to address the pressing issues outlined above.

4 Industrial structure

The Indonesian economy is based on a large industrial sector that is centered around the extraction and
processing of natural resources such as fossil fuels and minerals, as well as a large service sector serving the
domestic market. The agricultural sector plays a rather subordinate role in generating economic value, alt-
hough it provides an income for a significant portion of the Indonesian population and delivers relevant raw
materials such as palm oil for the manufacturing sector (see Figure 4-1).

Figure 4-1: Indonesia’s sector structure

Sectoral value added as a share of total value added of the economy in 2022 in per cent
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Note: Industry comprises manufacturing, mining and quarrying and construction.
Source: World Bank

Over the past two decades, employment increasingly concentrated in the services sector with its share of
total employment growing from 37.3 per cent in 2000 to 49.3 per cent in 2021. The share of agriculture in
total employment contracted significantly from 45.3 per cent in 2000 to 29 per cent in 2021, while the share
of the industrial sector fluctuated around 20 per cent (World Bank, 2023a). The divergence between the
value-added shares and the employment shares indicates large differences in productivity. While the 29 per
cent who work in agriculture produce only 12 per cent of value added with an obviously very low productivity,
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around 20 per cent of those employed in industry account for 41 per cent of value added with a significantly
higher productivity.

The following sections provide an overview of the industrial, the service and agricultural sectors of the Indo-
nesian economy and highlight their most relevant industries.

Manufacturing

The manufacturing sector, the core of the industrial sector, has accounted for around 20 per cent of GDP
over the past two decades and despite some recent downturn and will remain an engine of economic growth
for the foreseeable future (World Bank, 2023a). Production activities are largely concentrated on the island
Java — the economic heartland — and are predominantly carried out by micro, small and medium-sized enter-
prises (ASEAN Briefing, n.d.). The manufacturing sector is centered around natural resources. It is rather un-
diversified and unsophisticated, with notable industries ranging from the production of food and beverage
(F&B), basic chemicals and pharmaceuticals to coal, refined petroleum products, textiles and apparel (see
Figure 4-2):

Figure 4-2: Top 7 industries in the manufacturing sector

Share of nominal gross value added of selected manufacturing industries in total nominal gross value added of the
manufacturing sector in 2022 in per cent

Food Products & Beverages _ 34.5
Coal & Refined Petroleum Products _ 10.1
Chemicals & Pharmaceuticals & Botanical Products _ 9.9
Transport Equipment _ 7.9

Fabricated Metal Products, Computer, Optical Products, & _ 79
Electrical Equipment '

Textiles & Wearing Apparel - 5.6

Basic Metals - 4.7

Sources: Bank Indonesia; IW

B The large F&B sector serves the already large and further expanding population, while also producing
significant surpluses of products such as palm oil, fish, cocoa and coffee, which are exported to other
Asian countries as well as EU members states. However, it is reliant on imports of products such as wheat,
dairy or processed food products (Business Indonesia, n.d.a). Indonesia is the world's largest producer of
palm oil, accounting for more than half of global production (USDA, 2023). While palm oil production has
raised substantial parts of the population out of poverty (Edwards, 2019), it is also responsible for large-
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scale deforestation —a contentious issue of the EU-Indonesia trade relationship (Hutt, 2023a, see Section
5.1).

B The chemical sector mainly produces and exports oleochemical intermediate goods that are derived from
palm oil, such as fatty acids, fatty alcohols and glycerine. However, it is heavily reliant on imports of
technologically more sophisticated commodities such as industrial chemicals, fertilisers and plastics
(Malerius, 2023c). The same applies to the pharmaceutical sector. Although it produces and exports ge-
neric pharmaceutical products especially to developing nations (Politico, 2023), the reliance on imports
of raw materials is high and output volumes are not able to cover the increasing domestic demand (Busi-
ness Indonesia, n.d.b).

B The production of coal and refined petroleum products such as liquefied natural gas (LNG) and biofuels
not only contributes to the national energy supply, but also plays a pivotal role in Indonesia’s exports (see
Section 3.2).

The Indonesian government identifies the manufacturing sector as a key contributor to economic develop-
ment. It is eager to expand it and to further integrate it into global value chains by pushing forward not only
domestic policies and reforms, but also by actively promoting it to international investors in order to attract
FDIs. Real value added of manufacturing more than doubled between 1997 and 2022 (World Bank, 2023a).
However, the role of the manufacturing sector in the Indonesian economy has been weakening (Humas,
2023). As other sectors’ value added grew even more dynamically, the share of manufacturing value added
in GDP declined from almost 27 per cent in 1997 to around 18 per cent in 2022 (World Bank, 2023a). This
tendency has been more pronounced in Indonesia than in other ASEAN peer countries such as Malaysia and
Thailand and calls for solutions to the several structural challenges hampering the development of the man-
ufacturing sector, such as the shortage of skilled workforce, low productivity, sluggish diversification and
obstacles to doing business (see Section 6.1).

The challenges are notable, but the ambitions remain high. The Indonesian government aims to overhaul the
economy with the 2020 Omnibus Law on Job Creation and modernise the manufacturing sector with the
“Making Indonesia 4.0” initiative. The implementation of these initiatives will be crucial for the planned re-
juvenation of the manufacturing sector as one of the major key drivers of economic growth.

Mining and quarrying

Mining and quarrying activities, which are also part of the industry sector, have substantially expanded over
the past few years and currently account for around 9 per cent of GDP (Rayos, 2023). The extraction and
processing of the fossil fuels coal and oil as well as the extraction of the minerals nickel and bauxite dominate
the sector (see Figure 4-3). However, the production of natural gas and especially liquefied natural gas as
well as copper, tin and gold also play an important role. Coal production has heavily expanded and is expected
to reach a historical high of 695 million metric tons in 2023, of which the bulk is exported, securing Indonesia’s
position as one of the world’s largest producers and exporters of coal (Reuters, 2023c). Both oil and gas
production have contracted over the past decade and fall increasingly short of covering domestic consump-
tion, making Indonesia a net importer of both commodities. This is not due to a lack of reserves, but rather a
consequence of the sluggish exploration of new gas and oil fields and the delayed development of lifting
facilities (Pwc, 2023). However, the production of fossil fuels still remains substantial (see Figure 3-7).
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Figure 4-3: Production and reserves of selected minerals in Indonesia

Share in global production and global reserves in 2022 in per cent
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While fossil fuel production has weakened, the production of minerals has gained momentum due to the
steady development of mines and smelters as part of the “downstreaming” strategy as well as ramping up
global demand for minerals such as nickel and tin, which are essential for the production of batteries for EVs
and therefore play an important role in achieving net zero emissions (Fernyhough, 2022).

Nickel production dominates the mining and quarrying sector and is likely to gain even more relevance in the
upcoming years due to increasing global demand driven by green transformation efforts of developed econ-
omies. Thus, Indonesia could become an important partner for the EU’s efforts to diversify the supply sources
of relevant minerals such as nickel. However, getting access to the Indonesian nickel industry might be chal-
lenging. The huge expansion of the Indonesian nickel industry over the past years has largely been backed by
Chinese investors securing them a dominant position and cheap access to the commodity (Tritto, 2023). The
head start and resulting dominance of Chinese firms in the industry might prove to be a significant competi-
tive hurdle for US and European companies (Rachman, 2023). While Western companies often face signifi-
cant barriers to doing business (Fraser Institute, 2022), Chinese companies are both desired because they
create jobs and disputed because they hurt the environment and the living conditions of Indonesians (Good-
man, 2023).

Both the US and EU currently seek to get a hold on the Indonesian nickel reserves:

B The Biden administration has recently made a first step by initiating preliminary talks with the Widodo
administration on a mineral-specific trade agreement that would allow the US to import more nickel

INSTITUT DER DEUTSCHEN WIRTSCHAFT 27



M Indonesia: A new Indo-Pacific partner?

needed for their EV industry, while Indonesia could benefit from tax incentives outlined in the Inflation
Reduction Act (IRA) (Hendrix, 2023).

B The EU and Indonesia have been negotiating a Comprehensive Economic Partnership Agreement (CEPA)
for seven years, which could ease access to the Indonesian economy for European countries, but have
made little significant progress recently despite repeated pledges to come to terms (Hutt, 2023b) (see
Section 5.1). The potential for future progress largely depends on the outcome of the upcoming elections.
In case of a victory for Prabowo Subianto, tensions could increase in case his anti-EU stance from his
election campaign permeates into his political leadership.

In addition to nickel, tin increasingly gains strategic relevance for the Indonesian economy as it is another
important component of EV batteries and other energy storage systems. The Indonesian Ministry of Energy
and Mineral Resources recently classified the mineral as critical to the national strategic and energy objec-
tives (International Tin Association, 2023) and the Indonesian government has held out the prospect of future
export bans on the commaodity (The Economist, 2023b). The measures can be interpreted as an attempt to
counteract the downward trend in tin production over the past decade and to repeat the successful devel-
opment of the nickel industry. Although Indonesia is the world’s largest exporter of tin, only 5 per cent of the
mined tin is refined domestically, as domestic processing capabilities are limited (Maulia, 2023b).

Services

The service sector is another major pillar of the Indonesian economy whose value added accounted for 41 per
cent of GDP in 2022 (World Bank, 2023a):

B Services are dominated by wholesale and retail trade which serve the growing domestic market (see Fig-
ure 4-4). In addition to classical outlets such as modern shopping centres, e-commerce via platforms such
as Tokopedia and Bukalapak plays an increasingly important role in retail trade (ISN Magazine, 2023). The
logistical requirements of wholesale and retail trade contribute to the second position of the transport &
storage subsector.

B |n addition, Information and communication services make up a significant share of the total service sec-
tor. Indonesia has the third largest mobile phone market with over 355 million network subscriptions,
trailing only India and China (ITA, 2024).

B Otherrelevant industries are transport and storage, financial and insurance activities as well as education
services — the latter two are predominantly driven by the Indonesian middle class which spends a larger
share of its disposable income on non-food items (World Bank, 2020). The tourism industry — important
parts of which are represented by the accommodation and food services subsector —is less relevant than
one might expect when thinking of Indonesia as a popular destination for Western tourists and is not one
of the most relevant service industries presented in Figure 4-4. Indonesia’s purely domestic service in-
dustries are considerably more relevant in terms of value added.
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Figure 4-4: Top 7 industries in the service sector

Share of nominal gross value added of selected services industries in total nominal gross value added of the services
sector in 2022 in per cent
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Other sectors and industries

Agriculture

The sector mainly produces agricultural products such as palm oil and rubber, which are cultivated on large-
scale plantations, while cocoa, coffee, rice, soybeans, corn as well as fruits and vegetables are predominantly
grown by small-scale farmers (Indonesia Investments, n.d.b). However, the share of the agricultural sector’s
value added in total value added has contracted over the past two decades (World Bank, 2023a), in spite of
the fact that the growing population requires food and that the government strives to achieve food self-
sufficiency. Challenges include a shortage of young workers entering agriculture due to increasing production
costs, relatively low wages in comparison to other manual labour, a decreasing supply of agricultural land
and challenging weather conditions (Iswara, 2023).

Construction

The construction sector contributed close to 10 per cent of GDP in 2023 (BPS, 2023). The growing and in-
creasingly affluent population is driving the demand for residential housing as well as for commercial con-
struction including shopping centres and retail outlets. The Indonesian government has defined infrastruc-
ture projects totalling about USD 500 billion in the National Medium Run Development Plan (RPJMN) 2020-
2024 and has recently underlined its commitment to further infrastructure development in the RPJPN 2025-
2045 (AHK, n.d.a; VOI, 2023). However, the government budget has only covered 37 per cent of the total
budget and the sector has struggled with the crowding-in of private investment due to difficult land acquisi-
tions processes, unforeseen delays and lack of legal certainty (Junifta, 2023; AHK, n.d.b) (see Section 6.1).
Overcoming these hurdles will determine whether flagship projects such as the relocation of the capital from
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Jakarta to Nusantara, the development of industrial parks across the country and other Belt and Road pro-
jects will be able to sustain construction activities at a high level in the near future.

5 Trade relations

In Indonesia’s quest to rise to one of the largest economies in the world, its international integration will be
pivotal. It has successfully boosted its exports, thanks also to rising commodity prices. However, there remain
many hurdles when accessing the Indonesian market. This has an impact on its trade relations with the world
and the EU, as well as global and European investment in Indonesia. Regarding trade as per cent of GDP,
Indonesia can still be regarded as relatively closed to trade: The sum of exports and imports as a share of
GDP merely accounts for roughly 45 per cent in 2022 (World Bank, 2023a). This is low compared to Germany,
where this figure is close to 99 per cent. Moreover, on the World Bank’s trading across borders indicator,
Indonesia lies on rank 116 out of 188, while Germany ranks 42nd.

This Section focuses on Indonesia’s trade relations. First an overview of the country’s trade agreements is
provided, with a particular focus on the ongoing negotiations with the EU. Afterwards, the existing trade
barriers are discussed. The Section is rounded off by an empirical analysis of Indonesia’s trade relations.
Again, the focus lies on the import and export relations with the EU, but also on those with China.

5.1 Trade agreements

Indonesia’s trade agreements with Asia and in a global context

As a founding member of ASEAN, Indonesia is also part of the ASEAN Free Trade Area (AFTA). It was estab-
lished in January 1992 with the aim of eliminating tariffs and non-tariff barriers between the member coun-
tries within a certain period of time and becoming more attractive to foreign investment. Since 2003, AFTA
has been fully enforced in Brunei, Indonesia, Malaysia, Philippines, Singapore and Thailand. For Vietnam,
Laos, Myanmar and Cambodia, who joined ASEAN later, the deadline for meeting the AFTA obligations was
extended, but since 2010 it has also been fully enforced in these countries. The primary mechanism of AFTA
is the Common Effective Preferential Tariff (CEPT) scheme. It requires that for goods originating within
ASEAN, member states only apply a tariff rate of between 0 and 5 per cent. There are only a few exceptions
to this general rule, such as for temporary exclusions. However, AFTA does not formulate a common external
tariff for imported goods, as would be the case in a customs union. Hence, for goods originating from outside
of ASEAN, each member state may impose tariffs according to its national schedules.

In order to further facilitate trade in goods between the ASEAN member states and create an even more
integrated market, a more comprehensive ASEAN Trade in Goods Agreement (ATIGA) was signed in 2009 and
came into force in May 2010 (ASEAN, 2010). ATIGA goes beyond CEPT, as it also includes rules on the removal
of non-tariff barriers, rules of origin, and sanitary and phytosanitary measures.

ASEAN has signed a number of Free Trade Agreements (FTAs) with third countries. As a member of ASEAN,
Indonesia is automatically part of these FTAs. These include the ASEAN-Australia and New Zealand FTA, which
has been in effect since 2010 (ASEAN, 2021). Other important FTAs are in effect with India (2010), Japan
(2008), and China (2005). In 2012, ASEAN and its Indo-Pacific FTA partners Australia, China, India, Japan, New
Zealand and the Republic of Korea started negotiations on the Regional Comprehensive Economic Partner-
ship Agreement (RCEP). The idea is to combine the separate FTAs into a single agreement, thereby creating
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a more coherent trading zone. However, India withdrew from the negotiations in 2019. The other countries
signed the agreement in 2020. In Indonesia, RCEP came into force in 2023. In a global comparison, RCEP is
now the largest FTA in terms of members’ GDP. While it is not expected to lead to large overall tariff reduc-
tions and agriculture is not included, it does set common rules for rules of origin, which offer a large potential
to facilitate trade among its members (Harding/Reed, 2020).

In addition to the FTAs implemented through ASEAN, Indonesia is also negotiating or has already signed sev-
eral bilateral FTAs, such as with Chile or the countries of the European Free Trade Association (Iceland, Liech-
tenstein, Norway and Switzerland). The FTA with the EFTA countries came into force in November 2021. Palm
oil imports from Indonesia were one of the contested issues in the negotiations. The agreement now includes
tariff quotas on the amount of palm oil that can be imported by EFTA countries with tariff preferences under
the condition that certain sustainability criteria are met.

Trade policy relations between Indonesia and the EU

Consultation on an FTA between ASEAN and the EU was started in 2007. However, due to major obstacles it
was mutually agreed to pause the consultations in favour of bilateral agreements, which are meant to serve
as building blocks towards a region-to-region agreement (European Commission, n.d.). These bilateral nego-
tiations have already been completed with Singapore and Vietnam. Negotiations between the EU and Indo-
nesia on a Comprehensive Economic Partnership Agreement (CEPA) to deepen their economic relations have
been ongoing since 2016. Currently, Indonesia has access to the EU’s Generalised Scheme of Preferences
(GSP), which grants lower import tariffs to developing and less developed countries. However, as Indonesia
catches up economically to become an upper-middle-income country, it will lose this access. This constella-
tion could enhance Indonesia’s incentives to conclude an FTA with the EU.

According to the European Commission’s Sustainability Impact Assessment (SIA), the CEPA would have a sig-
nificant effect on trade relations between the EU and Indonesia: CEPA is estimated to increase Indonesian
imports from the EU by between 36 and 44 per cent and its exports to the EU by around 17 to 18 per cent by
2032 (European Commission, 2019), depending on the scenario. The upper bound represents the results for
the scenario with more ambitious trade liberalisation. This translates into an increase in the level of GDP of
EUR 2.5 billion to EUR 5 billion for the EU and between EUR 4.6 billion and EUR 5.2 billion for Indonesia by
2032 compared to a scenario without CEPA.

On the sectoral level, both countries are projected to export more to the partner country in the sectors in
which they have comparative advantages. For the EU, this is the case for industrial goods, such as motor
vehicles, machinery and chemicals. Indonesia is projected to export more textiles, apparel and footwear as
well as processed foods and palm oil. In the course of an increase in trade and production specialisation, both
the EU and Indonesia are expected to experience increases (declines) in output and exports in those goods
and sectors where they have (or do not have) a comparative advantage. Due to the expected positive welfare
effects of more trade specialisation, the overall impact of CEPA is projected to be positive for both partners.
However, the SIA concludes that the positive impact of CEPA depend significantly on the extent to which
non-tariff barriers (NTBs) are removed.
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Despite the prospective benefits of CEPA, the negotiations between the EU and Indonesia are held up by
some obstacles. Sustainability issues are at the centre of the dispute between the two sides:

B In particular, the EU’s deforestation regulation represents a major issue for Indonesia. The regulation
prohibits the import of goods into the EU that are associated with deforestation or forest degradation
and will come into effect at the end of 2024. It is argued that this regulation would harm the small-scale
agriculture industry in Indonesia, as it would be difficult for them to comply with the burdensome bu-
reaucratic requirements (Hutt, 2023a).

B Another very important obstacle from an Indonesian point of view is the European Commission’s plan to
phase out palm oil-based biofuels by 2030 according to its Renewable Energy Directive Il (RED II). How-
ever, palm-oil is one of Indonesia’s main export goods. Together with Malaysia, another major producer
of palm-oil, Indonesia therefore filed a complaint against the EU with the World Trade Organization
(WTO) in 2019. So far, the WTO has not yet decided on this case.

B  Moreover, in November 2023, the WTO Dispute Settlement Body agreed to set up a panel to review the
EU’s countervailing duties on imports of biodiesel (WTO, 2023). These countervailing duties of between
8 and 18 per cent were imposed by the European Commission in 2019 with the argument that Indonesian
biodiesel producers benefit from grants, tax benefits and access to raw materials below market prices
(EEAS, 2019).

B Besides these legal measures, Indonesia temporarily banned the export of palm oil in April 2022 and
February 2023, allegedly to secure domestic demand amid rising prices. From the Malaysian side, there
has even been the threat of a complete stop of palm oil exports to the EU (Hutt, 2023a).

B For the EU, on the other hand, Indonesia’s export ban on nickel, which is intended to boost domestic
downstream processing of nickel products (see Section 3.2), is a controversial issue. The EU filed a com-
plaint with the WTO over this ban, which it won in November 2022 (Wrede, 2023). So far, however, In-
donesia has ignored the WTO decision. On the contrary, in June 2023 Indonesia expanded its export ban
to bauxite in order to encourage the development of a domestic processing and refining industry, repli-
cating the policy it pursued with nickel.

Tensions between the EU and Indonesia on trade-related issues are likely to persist after the national elec-
tions in February 2024. The current leading candidate, Prabowo Subianto, has recently criticised the EU’s
policy on palm oil and accused the West of applying double standards (Peer, 2023).

This is all the more disappointing as an analysis of the mutual trade barriers between Indonesia and the EU,
and a look at the current trade underpin the SIA’s conclusion and point to significant unused trade potential
between the two partners.

5.2 Trade barriers

Indonesia has been a member of the WTO since January 1995. This means that Indonesia is bound by the
rules of the WTO, such as the Most-Favoured-Nation (MFN) clause. Regarding tariff-related trade barriers,
Figure 5-1 shows the average MFN applied duties on agricultural products imported into Indonesia and the
EU for the year 2022. The EU levies higher duties on most agricultural products than Indonesia. The European
duty is about twice as high as in Indonesia in the case of animal products, fruit, vegetables, plants, cereals &
preparations as well as oilseeds, fats & oils. For sugar and confectionery, the European duty is about three
times higher and for dairy products even about six times higher than in Indonesia. For coffee, tea, beverages
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& tobacco as well as cotton, on the other hand, Indonesia levies a higher duty. The higher duties on agricul-
tural imports into the EU serve the purpose of protecting this sector. The agricultural sector traditionally
enjoys a number of privileges in the EU, such as the subsidies under the Common Agricultural Policy, has a
strong lobby and is also important in terms of strategic autonomy.

Figure 5-1: Tariff barriers on agricultural products and non-agricultural products

Average MFN applied duties* in Indonesia and the EU in 2022 in per cent
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Source: WTO

Figure 5-2 shows the average MFN applied duties on non-agricultural products imported into the EU and
Indonesia. Unlike in the case of agricultural products, for non-agricultural products it is mostly Indonesia that
levies higher duties. The only exceptions are fish & fish products, where the duty in the EU is about twice as
high, and petroleum, where the duty in the EU is more than ten times as high. Indonesia levies a particularly
high duty on clothing, which is among the most relevant industries in Indonesia (see Section 4). The high duty
probably serves the purpose of protecting this existing domestic sector from international competition.
Moreover, by levying a higher duty on machinery, the Indonesian government might intend to protect a
sector in which the country is trying to gain a foothold in order to move up the value chain.

In view of this differentiated picture, greater trade liberalisation in both the agricultural and the non-agricul-
tural sectors would benefit both sides. An FTA between Indonesia and the EU would enable both sides to
export more in the respective sector with comparative advantages — as the European Commission’s SIA sim-
ulations show (see Section 5.1)

Besides tariffs, non-tariff measures (NTMs), such as technical measures, also impede trade in Indonesia. Due
to the fact that NTMs make trade policy less transparent, they are particularly harmful. Table 5-1 lists the top
ten most imposed NTMs in Indonesia by coverage ratio. The coverage ratio is calculated by determining the
value of imports of each commodity subject to NTMs, aggregating by applicable HS commodity group, and
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expressing the value of imports covered as a percentage of total imports in the HS (WITS, 2018a). Another
way to quantify the effect of NTMs is the frequency ratio, which accounts for the presence or absence of a
NTM and indicates the percentage of traded products to which one or more NTMs are applied (WITS, 2018a).
Four of the top ten NTMs fall into Chapter B of UNCTAD's international classification of NTMs (UNCTAD,
2015). Chapter B collects technical barriers to trade (TBT), such as labelling, standards on technical specifica-
tions or certification. Pre-shipment inspection also falls into the category of technical measures. Five of the
top ten NTMs fall into Chapter P, which collects export-related measures, such as export quotas or prohibi-
tions.

Figure 5-2: Tariff barriers on agricultural products and non-agricultural products

Average MFN applied duties* in Indonesia and the EU in 2022 in per cent
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Even for the most frequently imposed NTMs in Indonesia, the registration requirements for importers, the
coverage ratio is below 50 per cent. This is low compared to the EU, where the most commonly imposed
NTM, labelling requirements, has a coverage ratio of over 70 per cent (WITS, 2018b). A noticeable difference
to the NTMs imposed by the EU is that in Indonesia 50 per cent of the top ten most frequently imposed NTMs
are export-related, while in the EU, not a single NTM is in the top ten.

For all imports, the coverage ratio in Indonesia is around 69 per cent, compared to around 94 per cent in the
EU. On the export side, the coverage ratio in Indonesia across all sectors is around 60 per cent, compared to
around 6 per cent in the EU. This corroborates the previous finding that Indonesia levies more NTMs on the
export side compared to the EU.
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Table 5-1: Top ten most imposed non-tariff measures by Indonesia

Coverage ratio and frequency ratio in per cent

e i~ =)
Ratio Ratio

Registration requirement for importers for TBT reasons (B150) 49.9 34.0

Authorization requirement for TBT reasons (B140) 38.6 20.1

NTM: Non-tariff measures.

Sorted by coverage ratio.

Coverage Ratio: The coverage ratio is calculated by determining the value of imports of each commodity subject to NTMs, aggregating
by applicable HS commodity group, and expressing the value of imports covered as a percentage of total imports in the HS.
Frequency Ratio: The frequency ratio accounts for the presence or absence of a NTM and indicates the percentage of traded products
to which one or more NTMs are applied.

Source: WITS, 2018a

Goinginto more detail, Table 5-2 lists the Indonesian NTMs by sector according to the HS classification, sorted
by coverage ratio. Particularly food and food products are affected by NTMs. These are largely sanitary and
phytosanitary measures (Chapter A). NTMs imposed on fuel are mostly export-related. Textiles and clothing
are also particularly affected by export-related NTMs, such as measures to control export prices.

With regard to NTMs, a free trade agreement between the EU and Indonesia would be a good opportunity
to reduce these barriers for EU exporters and importers.
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Table 5-2: Non-tariff measures by sector in Indonesia

Sectors according to HS classification, sorted by coverage ratio, in per cent
e o | ey
NTM: Non-tariff measures.

Frequency Ratio: The frequency ratio accounts for the presence or absence of a NTM, and indicates the percentage of traded products
to which one or more NTMs are applied.
Source: WITS, 2018a

5.3 Indonesia’s trade relations with the EU and China

Indonesia’s most important trading partner is China. Given the size and proximity of China, this seems logical.
The EU is its fifth most important trading partner (EEAS, 2023). Other important trading partners of Indonesia
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Figure 5-3 shows the share of China, the EU and the rest of the world in Indonesia’s overall goods imports
and exports:

B In 2012, 15.3 per cent of Indonesia’s imports originated from China and 6.7 per cent from the EU. By
2022, the import share of China has nearly doubled to almost 29 per cent, while the EU’s share has de-
creased to under 5 per cent.

B On the export side the picture looks similar: China’s share has doubled from around 11 per cent in 2012
to more than 22 per cent in 2022. The export share to the EU has decreased from 8.6 per cent to 7.4 per
cent.

Thus, on both the import and export side, the EU has lost relevance as Indonesia’s trading partner, particu-
larly in comparison to China. Also from this perspective, an FTA with Indonesia would be an important at-
tempt to rebalance this growing imbalance between the EU and China as Indonesia’s bilateral trading part-
ners. An FTA between the EU and Indonesia would also be able to counter the trade diversion effects that
result from Indonesia’s existing FTAs with China and Indonesia’s other FTA trade partners, as these FTAs tend
to discriminate against trade with non-FTA partners such as the EU.

Figure 5-3: The EU and China as Indonesia’s trading partners

Share of the respective country in Indonesia’s overall exports and imports of goods in per cent
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Indonesia’s top export commodity groups to the world are mineral fuels and oils (including in particular coal
briquettes); animal, vegetable fats and oils (including in particular palm oil) as well as iron and steel. On the
import side, the most important commodity groups are also mineral fuels (including in particular petroleum),
machinery and mechanical appliances as well as electrical machinery and equipment.
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Indonesia’s trade relationship with the EU
Figure 5-4 shows how trade with Indonesia has developed from the EU perspective:

On the import side, Indonesia’s share of the EU’s overall imports has remained almost constant at roughly
0.35 per cent. In absolute terms, however, the value of imports from Indonesia has increased from
around EUR 14 billion in 2012 to EUR 24 billion in 2022. However, as Indonesia’s share stagnated, EU
imports from Indonesia underperformed because they grew less dynamically than the EU’s overall im-
ports. Thus, there is still scope for improvement.

On the export side, Indonesia’s share decreased from around 0.22 per cent in 2012 to 0.13 per cent in
2022. In absolute terms, the value of exports from the EU to Indonesia has remained almost constant at
around EUR 9 billion. In comparison to a considerable increase in EU’s overall exports, exports to Indo-
nesia have thus underperformed significantly in the last ten years.

This clearly shows that there is potential for more trade between the two regions. Again, a remedy for
this underperformance would be the conclusion of an FTA, which could help to advance the trade rela-
tionship, on both the import as well as on the export side.

Figure 5-4: EU trade with Indonesia

Share of Indonesia in overall EU trade in per cent (left-hand scale) and EU trade with Indonesia in million euro

(right-hand scale)
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Sources: Eurostat; IW

A closer look at the trade partnership between the EU-27 and Indonesia reveals a typical specialisation be-

tween an advanced country and an emerging country.

Figure 5-5 shows the top ten export goods of the EU to Indonesia according to the two-digit classification
of products (CPA) which are mostly sophisticated and technology-intensive industrial goods.
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B  Machinery and equipment (CPA code 28) is the EU’s most important export good to Indonesia. They
account for 24 per cent of the EU’s overall exports to Indonesia.

B Other important exports goods of the EU to Indonesia are chemicals and chemical products (CPA
code 20) with 15 per cent. These include, for instance, plastics in primary forms (CPA code 2016).

B Nearly all other product groups are sophisticated manufacturing products.

B One exception are food products (CPA code 10) which is in the third place with a share of 10 per cent.
The result for food products is to a large part driven by dairy and cheese products, including milk
powder. This increased demand for dairy products in Indonesia can be explained by the rising number
of middle-class consumers and an evolving taste for Western diets. Indonesia also charges much
lower duties on dairy products than the EU (see Figure 5-1).

Figure 5-5: EU exports of goods to Indonesia

Share of the ten most important product groups in overall EU goods exports to Indonesia in 2022 in per cent

20 Chemicals and chemical products
15%

21 Basic
pharmaceutical
products and
26 Computer, electronic 27 Electrical pharmaceutical
and optical products equipment preparations
7% 6% 6%

28 Machinery and equipment n.e.c.
24%

29 Motor vehicles, |17 Paperand | 32 Other
trailers and semi- paper manufa...
24 Basic metals trailers products goods
7% 5% 4% 3%

The category “Other” is the sum of the remaining goods (excluding the ten most important goods) according to the CPA classification.
Sources: Eurostat; IW

B Figure 5-6 shows the top ten import goods of the EU-27 from Indonesia according to the two-digit CPA
classification. Here, the picture is more heterogeneous, but overall Indonesia’s specialisation in less so-
phisticated products with lower technology intensity becomes obvious.

B Food products (CPA code 10) are the EU’s most important import good from Indonesia, accounting
for 17 per cent of the EU’s overall imports from Indonesia. Over 77 per cent of food product imports
are oils and fats, including palm oil. This is despite the fact that the EU charges comparatively high
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duties on agricultural products in general, although the duty on oilseeds, fats & oils is one of the
lowest (see Figure 5-1).

B Chemicals and chemical products (CPA code 20) are another important EU import good from Indo-
nesia. On the four-digit level according to CPA, these are for instance fertilisers and nitrogen com-
pounds (CPA code 2015), which are relatively standardised products.

B The EU, moreover, imports leather and related products (10 per cent) from Indonesia as well as basic
metals (8 per cent).

B Compared to the export side, more basic goods, such as food and raw materials, are imported to the EU
from Indonesia. This reflects the different comparative advantages of the two regions.

Figure 5-6: EU imports of goods from Indonesia

Share of the ten most important product groups in overall EU goods imports from Indonesia in 2022 in per cent

20 Chemicals and chemical products
16%
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10 Food products 14 Wearing apparel related services | equipment ores
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The category “Other” is the sum of the remaining goods (excluding the ten most important goods) according to the CPA classification.
Sources: Eurostat; IW
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Indonesia’s trade relationship with China

As Figure 5-3 shows that Indonesia’s most important trading partner is China, Table 5-3 and Table 5-4 focus
in more detail on the trade relationship between these two countries. Table 5-3 shows Indonesia’s imports
from China for the top five commodity groups according to the two-digit HS classification. There is a notice-
able concentration of Indonesian imports from China on machinery and mechanical appliances (HS code 84)
with a share of overall imports of almost 24 per cent as well as electrical machinery and equipment (HS code
85) with around 21 per cent. All other commodity groups account for less than 5 per cent of overall imports.
Though it is somewhat difficult to compare China’s (Table 5-3) and the EU-27’s (see Figure 5-5) exports to
Indonesia due to the different systems of classification, it is apparent that both cater the Indonesian market
with more complex goods, such as machinery. China therefore appears to be increasingly competing with
the EU for sophisticated industrial goods, indicating that China’s market share gains in Indonesia might tend
to come at the expense of EU exports.

Table 5-3: Indonesia’s imports from China
Absolute value in million USD and share in Indonesia’s overall imports in per cent in 2022

Commodity group (2-digit HS) Value in million Share of overall
US-dollars imports in per cent

Machinery and mechanical appliances, boilers, nuclear 16,162 23.9
reactors; parts thereof (84)

Electrical machinery and equipment and parts thereof; 14,473 21.4
sound recorders and reproducers; television image and

sound recorders and reproducers, parts and accessories

of such articles (85)

For readability the commodity group description is abbreviated for some categories.

The category “Other” is the sum of the remaining commodities (excluding the five most important commodities) according to the HS
classification.

Sources: UN Comtrade; IW

Table 5-4 shows Indonesia’s exports to China for the top five commodity groups according to the two-digit
HS classification. As on the import side, there is a high degree of concentration on two commodity groups:
iron and steel (HS code 72) with almost 29 per cent of overall exports as well as mineral fuels and oils and
distillation (HS code 27) with around 27 per cent. Indonesia’s other top five export commodity groups to
China also fall into the category of agricultural products or raw materials in a broader sense. Here again, there
is a similarity to what the EU-27 imports from Indonesia (see Figure 5-6) although the different systems of
classification again make the direct comparison somewhat difficult. However, it can be concluded from this
that China and the EU display relatively similar comparative advantages. Furthermore, both compete on the
import side for Indonesia’s agricultural products and raw materials.
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Table 5-4: Indonesia’s exports to China
Absolute value in million USD and share in Indonesia’s overall exports in per cent in 2022

Commodity group (2-digit HS) Value in million Share of overall
US-dollars exports in per cent

Iron and steel (72) 18,973 28.8

Mineral fuels, mineral oils and distillation (27) 17,867 27.1
Animal, vegetable or microbial fats and oils (15) 6,459 9.8
Nickel and articles thereof (75) 4,488 6.8
Pulp of wood or other fibrous cellulosic material (47) 2,828 4.3
Other 15,306 23.2

For readability the commodity group description is abbreviated for some categories.

The category “Other” is the sum of the remaining commodities (excluding the five most important commodities) according to the HS
classification.

Sources: UN Comtrade; IW

Interim conclusion

In summary, the EU is leaving a large trade potential with Indonesia unused without a trade agreement. The
picture of the existing bilateral trade relations underpins the view that both countries levy high trade barriers
only for the products in which the respective partner is specialised. Moreover, the EU suffers from trade
diversion as China and other countries do have concluded FTAs with Indonesia so that their goods enjoy trade
preferences in Indonesia, while EU goods do not and are thus implicitly discriminated against. Thus, to exploit
the EU’s trade potential with Indonesia and to rebalance China’s growing weight as Indonesia’s trade partner,
an FTA is indispensable.

6 Business environment and Foreign Direct Investment
6.1 Indonesia’s attractiveness as business location and business climate

Indonesia as a business location

The following section discusses Indonesia’s attractiveness as a business location as well as the business cli-
mate and again offers a comparison with the selected ASEAN peer countries. In order to shed light on central
aspects of Indonesia as a business location, the IW Business Location Index of the IW Consult (2024) is used.
It provides a standardised evaluation of central aspects determining the attractiveness of a business location
and allows for international comparisons. The following dimensions are taken into account:

Governance comprises indicators on the regulatory framework, regulation and bureaucracy.

Infrastructure considers indicators on the distribution of internet and broadband access, transportation
infrastructure as well as ports and airports.

Knowledge summarises indicators on human capital and the innovation environment.

Resources include access to resources and capital as well as energy efficiency.
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B Costs comprise export, energy, labour and interest costs as well as the tax burden.

B Market combines components such as the diversification and complexity of the economy, market size,
the nature of value chains and the openness of the markets.

The above-mentioned dimensions are made up of 13 topic areas, which in turn are monitored by about 60
single indicators. The IW Business Location Index aggregates these single indicators and assigns an aggre-
gated score as well as a score for each dimension between 0 and 200, whereby a higher value indicates a
higher quality as an overall business location or better performance in the respective dimension. The follow-
ing assessment of the Indonesian business climate uses the most recent data that is available for 2021 for
most indicators.

The overall attractiveness of Indonesia as a business location falls behind that of other AESAN peer countries
(see Figure 6-1). The IW Business Location Index ranks Indonesia 4th out of five ASEAN peer nations with a
score of 80.2 and hence significantly lower than Vietnam (85.8), Thailand (88.4) and in particular Malaysia
(110.1), but ahead of the Philippines (74.6).

Figure 6-1: IW business location indicators for selected ASEAN countries

IW Business Location Index, scores, scale 0—200

Total
140

Market Governance

Costs Infrastructure
105.5
Resources Knowledge
Indonesia ====Malaysia === Philippines Thailand Vietnam

Source: IW Consult

Looking at the single dimensions, several relative strengths emerge in comparison with the ASEAN peer
group:

B [Indonesia’s main advantage lies in its abundant resources which are unique not only in the ASEAN region,
but also in a global context.
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B Indonesia’s governance performance is relatively on par with that of Thailand or Vietnam, but signifi-
cantly behind that of Malaysia, ranking it at second place among ASEAN peer nations.

B The level of costs in Indonesia is another relative upside of the attractiveness as a business location, even
though Malaysia and Thailand score somewhat better. Indonesia has recently made significant progress
in reducing trade costs and takes a leading position among ASEAN countries regarding the implementa-
tion of trade facilitation measures (Southeast Asia Development Solutions, 2022). Labour costs remain
highly competitive attracting among other businesses for low-cost contract manufacturing, despite re-
cent reforms of the minimum wage level (AHK, n.d.c).

However, Indonesia falls behind ASEAN peer countries in critical aspects such as infrastructure, knowledge
and market, where it ranks lowest. As previously outlined, while infrastructure development has been a key
driver of economic development and has come a long way, the geographical structure of Indonesia is chal-
lenging and the distribution of transport, energy and internet infrastructure still leaves large potential for
improvement. Moreover, the lack of a highly educated and trained workforce significantly hampers the de-
velopment of sophisticated industries (see Section 3.2).

Weighing these aspects against each other leads to the conclusion that the attractiveness of Indonesia as a
business location is characterised by huge potential in specific areas such as resources and to a smaller degree
governance and costs as well as significant challenges in critical areas such as infrastructure and knowledge.

Indonesia’s business climate

The business climate is evaluated using selected Ease of Doing Business indicators (EoDB) provided by the
World Bank (2024) and augmented with a hiring and firing subindicator of the Economic Freedom Index pro-
vided by the Fraser Institute. Even though the EoDB has been heavily disputed, its unique, detailed and com-
prehensive measurement of relevant aspects of operational activities of enterprises renders it outstanding.
As there are currently no comparable alternatives, the usage of the EoDB appears still justified— at least until
its successor index B-Ready is published.

The EoDB provides rankings of countries according to their economic framework conditions for businesses.
The indicators measure several critical aspects of the operational activities of enterprises and hence allow
for a detailed assessment of up- and downsides of the business climate in Indonesia. The rank denotes the
relative position of a country within the set of 190 countries. The indicators are assigned scores on a scale
from 0 to 100, whereby a higher value indicates a higher ease of doing business in the respective aspect. The
latest data is available is for 2020.

Regarding for its overall ease of doing business measure, Indonesia ranks at a 73th place among the 190
countries — placing it in neighbourhood of Vietnam and ahead of the Philippines but dramatically behind its
other ASEAN peer nations. Malaysia takes a strong 12th place in the ranking followed by Thailand on the 21st
place (World Bank, 2024).

Looking at selected subindicators in Figure 6-2 underlines the overall mediocre business climate in Indonesia.
The following EoDB subindicators are considered:
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B Starting a business measures the bureaucratic hurdles of starting a business such as the number of pro-
cedures, time and costs as well as minimum capital requirements for small- and medium-sized enter-
prises in the respective economy’s largest business city.

B Registering property captures the steps, time and costs required for registering property using a stand-
ardized case of purchasing already registered and juristically undisputed land and a building.

B Protecting minority investors measure the protection of minority shareholders against abuse of corpo-
rate assets for private gain as well as related rights and regulations and is an indicator of how equity
capital is protected.

B Paying taxes measure the tax and mandatory contributions burden carried by a medium-sized company
as well as the associated administrative burden.

B Enforcing contracts capture the time and costs required to resolve a commercial dispute through a local
first-instance court as well as the quality of the judicial framework.

Figure 6-2 is augmented with a hiring and firing subindicator of the Economic Freedom Index that captures
regulations on the ease of employing and laying off workers which are not included in the EoDB. Data for
2020 is used for comparability. The subindicator is measured on a scale from 0 to 10, whereby a higher value
indicates a higher freedom of hiring and firing regulations. Original values are multiplied by 10 to adapt them
to the scale to the EoDB indicators.

Figure 6-2: Business climate indicators for selected ASEAN countries
Selected indicators on the Ease of Doing Business, scores, scale 0-100

Starting a business
100

81.2

Hiring and Firing Registering property

~‘ 60.0

70.0 ) o
Enforcing contracts Prote.ctmg minority
investors
v
81.5
Paying taxes
Indonesia Thailand Vietnam  ====Phillipines ==Malaysia

Note: All indicators except the “Hiring and Firing” indicator are taken from World Bank (2024). The “Hiring and firing” indicator is
taken from the Fraser Institute; its original score of 0-10 was multiplied by a factor of ten to adapt it to the same scale.
Sources: World Bank; Fraser Institute; IW
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Mirroring the attractiveness of Indonesia as a business location, the business climate performance is medio-
cre relative to ASEAN peer nations in most aspects:

B However, Indonesia can set it itself ahead of other ASEAN nations only regarding the payment of taxes.
The baseline corporate income tax rate is 25 per cent in comparison to an average corporate income tax
rate of close to 29 per cent in Germany (ZEW, 2023). Several exemptions from the baseline tax rate are
granted in particular for large businesses whose shares are traded on the Indonesian stock market as well
as for small and medium-sized businesses whose turnovers fall below certain thresholds (Indonesia In-
vestments, n.d.c).

B Indonesia scores reasonably well regarding the ease of starting a business, albeit not exceptional and in
close neighbourhood to Vietnam and Malaysia and behind Thailand.

B Indonesia scores particularly low in critical dimensions such as registering property and enforcement of
contracts, where it positions itself only slightly ahead of the Philippines but markedly behind other ASEAN
nations.

B Indonesia’s outstanding weakness is its very rigid labour market regulation which significantly hampers
employment, as companies shy away from hiring new employees if they cannot make them redundant,
even though a deteriorating business situation would require this. Indonesia ranks last on the hiring and
firing indicator with a particularly low score of 25 — far behind its ASEAN peer nations. The Indonesian
government has demonstrated its awareness of the problem by passing the controversial Omnibus Law
on Job Creation in 2020, which besides making Indonesia an attractive business location for international
investors, is particularly aimed at adapting the previously very strict Indonesian labour market regulations
to those of other ASEAN peer nations.

Omnibus Law on Job Creation

The heavily disputed legislation aims to make Indonesia an attractive economic hub for international inves-
tors by significantly reducing the number of industries closed to foreign investment and easing operational
hurdles for businesses by reforming labour market regulations and streamlining bureaucratic and other reg-
ulatory hurdles (U.S. Department of State, n.d.).

The Omnibus Law on Job Creation was first passed in late 2020. It included amendments to more than 75
laws and required the Indonesian government to issue more than 30 government regulations (UNCTAD,
2020). The legislation was praised from businesses as a major breakthrough. However, it faced a heavy back-
lash in particular from trade unions who protested against the weakening of worker rights and took the leg-
islation to the Indonesian Constitutional Court shortly after it was passed. The court declared the Omnibus
Law as conditionally unconstitutional as certain procedural standards had not been met. It decided that the
Indonesian government would have to restart the legislative process within two years. However, although it
prohibited the implementation of new regulations, in particular those of broad impact and strategic impact,
regulations that had already been implemented remained in full force and effect. In late 2022, the Indonesian
government passed a slightly altered version of the initial 2020 Omnibus Law that finally came into effect in
March 2023 (IR Global, 2023). Once again, labour unions heavily protested against the law and filed another
case at the Constitutional Court, claiming procedural flaws such as the neglect of public participation. How-
ever, this time the court ruled in favour of the legislators and rejected the petitions in late 2023. Nonetheless,
the law is still not fully in force, as the substance of the legislations remains under investigation, pending a
further ruling of the Constitutional Court (Reuters, 2023d).
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Notwithstanding this uncertainty about its full application, the 2023 Omnibus Law on Job Creation, which
largely builds on its predecessor, comprises provisions in the following key areas.

Labour regulations

The reform of labour market regulations is the core of the Omnibus Law on Job Creation. The legislation
comprises several measures to make the labour market more flexible in order to induce job creation and
expand formal sector employment. It reinstated a previous legislation that enables companies to subcontract
and outsource parts of their business activities, and introduced new working hour regulations have been
introduced that extend overtime allowance. Moreover, it reformed the calculation of the minimum wage
and implemented local minimum wages at provincial or regency level instead of sectoral ones (U.S. Depart-
ment of State, 2023). The Omnibus Law also significantly curtailed worker rights in multiple areas to make
the Indonesian labour regulation competitive with that of other ASEAN peer nations, including the reduction
of severance payments and mandatory rest days as well easing hiring and firing processes (Simatupang et al.,
2023).

Dismantling bureaucratic hurdles and business facilitation

The Indonesian government intends to implement a risk-based approach for the issuance of business licenses
and has overall streamlined the process for almost all sectors. Businesses are classified into low, medium and
high risk categories depending on the potential hazard of their business activities and are subject to different
business licensing requirements based on their risk profile. While low-risk businesses only need a business
identity number (BIN) for commercial or production activities, medium-risk companies need a BIN as well as
additional certificates, and high-risk businesses face additional requirements, such as an environmental im-
pact assessment (U.S. Department of State, 2023).

(Foreign) Investment regulations

The legislation replaces the 2016 negative list of investments and opens up nearly all sectors to foreign in-
vestments. Relevant sectors that were previously out of reach for foreign investors will be opened include
manufacturing, capital- and labour-intensive industries, transport and energy as well as digital infrastructure
and healthcare. However, despite the de jure full opening to foreign investment, technical and sectoral reg-
ulations may nonetheless pose significant challenges (U.S. Department of State, 2023). Only seven highly
specific sectors remain closed for international investors, such as the cultivation and processing of narcotics,
gambling, or fishing of endangered species.

In addition to these regulations, the Omnibus Law instated the Indonesia Investment Authority — a sovereign
wealth fund designed to attract foreign investment, in particular for the large-scale government infrastruc-
ture projects in sectors such as transportation, energy, construction as well as digital technologies (U.S. De-
partment of State, 2023).

In sum, the Indonesian business landscape used to display significant weaknesses, such as non-transparent
regulations and procedures as well as vested interests in political decisions. The Omnibus Law on Job Creation
addresses many of these pressing issues and puts in place regulations that could benefit domestic businesses
and attract foreign investors. However, there is still a great deal of legal uncertainty surrounding the legisla-
tion currently. Nonetheless, the law marks a decisive first step in the right direction towards making the
Indonesian economy more competitive and further open it up to further to international investors.
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6.2 Indonesia’s FDI relations globally and with the EU

Over the last years, Indonesia has not only expanded its trade relations, but has also become more attractive
to foreign investors. The stock of inwards foreign direct investment (FDI) has increased by nearly 19 per cent
since 2015, from around USD 222 billion in 2015 to nearly USD 264 billion in 2022. Figure 6-3 displays the
stock of inward FDI to Indonesia by source country as precent of total stock of inward FDI.! In 2015, the EU-
27 accounted for 21 per cent of total inward FDI to Indonesia, and Germany for 0.8 per cent. This is similar
to the amount of investment by Singapore in Indonesia, which accounted for 22.6 per cent. Japan’s share
was nearly 10 per cent. Meanwhile, in 2015 China only stood for a share of 2.2 per cent.

Figure 6-3: Stock of inward FDI to Indonesia by source country

Share of selected partner country/region at year-end in total inward FDI stock in Indonesia in per cent

6.5
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Sources: ASEANStats DataPortal; IW

By 2022, Singapore managed to expand its strong investment position in Indonesia to 28 per cent. Japan still
accounted for around 10 per cent. Thus, these two advanced countries seem to regard Indonesia as a rela-
tively attractive investment location. However, it also shows that Indonesia relies on only two countries for
nearly 40 per cent of its FDI. This makes it vulnerable to the macroeconomic conditions in these countries.
At the same time, the share of the EU-27 halved to 10.9 per cent. This decline has been particularly steep in
the two years since 2020. The German share remained constant at 0.8 per cent. China’s share, by contrast,
has tripled to 6.5 per cent. Indonesia is also part of China’s Belt and Road Initiative (BRI). This has spurred
Chinese investment in Indonesia, particularly directed toward infrastructure development and the mining
industry (Busbarat et al., 2023).

1 The data source for the inward stock of FDI by source country is ASEANStats. To verify the quality of the data it was crosschecked
with the data from UNCTAD, which provides only total stock of FDI, but no bilateral data. The total amount of inward stock of FDI
provided by ASEANStats equals the amount provided by UNCTAD. Furthermore, the amount of German investment into Indonesia
was crosschecked using data from the German Central Bank (Deutsche Bundesbank). Taking into account the euro/dollar exchange
rate, the order of magnitude and the trend of the German FDI stock in Indonesia from both sources is similar.
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In general, it seems that foreign investment in Indonesia is largely resource-oriented and to a large extent
goes into the mining sector, instead of more high-tech sectors, such as manufacturing (Russell/Ruehl, 2023).
However, foreign investment could become an opportunity for Indonesia to climb the technology ladder by
further expanding into refining mining products. In fact, in-line with Indonesia’s aim to build an electronic
vehicle (EV) ecosystem on the back of its nickel reserves, BYD, a Chinese carmaker, is reported to invest USD
1.3 billion in an EV factory (Campbell et al., 2024). Construction is to begin this year.

Similar to the trend observed for exports and imports to Indonesia, the EU is increasingly losing ground to
China also regarding FDI. Within the EU, the Netherlands are the largest European investor in Indonesia,
which could be a legacy of the colonial past, but could also be due to tax reasons because many holding
companies are located in the Netherlands. In 2022, the Netherlands accounted for nearly three quarters of
the total EU-27 inward FDI stock in Indonesia. However, since 2015 the stock of Dutch investment in Indone-
sia has decreased from nearly USD 33 billion to around USD 21 billion in 2022. The stock of FDI from Belgium,
France and Luxembourg in Indonesia has also decreased significantly since 2015. This explains the large re-
duction in overall EU inward FDI stock in Indonesia.

Interim conclusion

The decline in the EU’s FDI stocks in Indonesia is remarkable and surprising as the EU’s FDI outward stocks
tend to increase globally. While the business climate in Indonesia used to lag behind that of other ASEAN
countries (see Section 6.1), this was a known fact when former FDI stocks had been established. Thus, one
might have expected a stagnation or a smaller increase of the Eu’s FDI stocks in Indonesia than the global
average, but not such a clear decline. What is more, the clear reform orientation of the Indonesian govern-
ment and recent improvements in the business climate should have the potential to reverse the declining
tendency as they should offer new potentials for investment engagement in Indonesia. Particularly, the re-
cently introduced Omnibus Law, when fully implemented, will make investment in Indonesia more attractive,
for instance by simplifying processes and opening up more sectors to foreign investors. One obstacle for
foreign manufacturing firms is certainly the low quality of the education system and vocational training in
Indonesia (see Section 3.2). However, this is not unusual for multinational companies when investing in
emerging and developing countries. As European firms install relatively modern equipment in these coun-
tries, it is a given fact that they always have to intensively train their employees for their particular needs.

One starting point for more EU investment in Indonesia could be the green transition. In 2022, the EU and
international partners launched the Just Energy Transition Partnership (JETP) with Indonesia. Part of the JETP
is for Indonesia to develop an investment plan to achieve its climate targets and reduce greenhouse gas
emissions. Given that Indonesia still heavily relies on fossil fuels for energy production (see Section 3.2), in-
vestment in this area is urgently needed. The EU has committed to mobilise around EUR 2.5 billion for the
partnership (European Commission, 2022). European firms could use this opportunity to expand their pres-
ence in Indonesia in this sector, which is of strategic importance to the country in the longer run. Another
sector that would profit from more European investment and in which China does not yet dominate, is man-
ufacturing. This would be in-line with the aim of Indonesia’s long-term development plan, the 2025-2045
RPJPN, to foster the manufacturing sector (see Section 3.1).
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7 Conclusion: Potential for diversification for the EU

The aim of this study is to analyse whether Indonesia offers the EU potentials to diversify trade away from
China. To be clear, diversification does not imply that trade with China should be completely substituted.
Decoupling from China is not needed and would not be reasonable. Instead, de-risking critical dependencies
on the export and import side could imply that the EU might trade less with China to a limited extent or only
that trade with China might not grow as dynamically as it would without de-risking. The question therefore
is whether an increase in economic exchanges with Indonesia can support the EU’s diversification strategy in
a meaningful way.

The potential of Indonesia to replace China is clearly limited. First, while China is approaching the status of
an advanced economy, Indonesia is still an emerging economy with a less broad and less sophisticated indus-
trial portfolio. Second, Indonesia’s economic size is much smaller than China’s. Figures 7-1 and 7-2 show that
EU trade with Indonesia represented less than 4 per cent of total EU exports to and imports from China in
2022. In basic metals, chemical and food products the current relevance of Indonesia is somewhat larger on
the export side, on the import side, this is true for chemical products and leather products. However, these
figures indicate the current status quo and not the potential.

Figure 7-1: Indonesia’s relevance as an export partner relative to China

Share of EU exports to Indonesia relative to EU exports to China in 2022 in per cent
Overall trade and top ten product groups ranked by value of EU exports to China

Overall 3.8
29 Motor vehicles, trailers and semi-trailers 1.1
28 Machinery and equipment n.e.c. 5.8
26 Computer, electronic and optical products 1.9
20 Chemicals and chemical products 6.5
27 Electrical equipment 2.9
21 Pharmaceutical products and preparations 2.9
10 Food products 7.5
30 Other transport equipment 1.6
32 Other manufactured goods 3.8

24 Basic metals 11.0

Product groups based on CPA classification.
Sources: Eurostat; IW

However, a static thought experiment shows that Indonesia can play a sizeable role in de-risking from China.
When theoretically assuming that trade with China was to be reduced by a possible 5 per cent in the medium
term as a result of de-risking, an assumed increase of trade with Indonesia by 25 per cent (from 4 per cent
to 5 per cent of Chinas relevance) would be able to compensate for roughly one fifth (1 out of 5 percentage
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points) of the assumed shortfall in trade with China. However, it is also clear that compensating for a poten-
tially limited decline of trade with China would require the EU to seek a broader set of diversification partners
than just Indonesia, including for example India and other ASEAN countries and also countries in Latin Amer-
ica and Africa.

Figure 7-2: Indonesia’s relevance as an import partner relative to China

Share of EU imports from Indonesia relative to EU imports from China in 2022 in per cent
Overall trade and top ten product groups ranked by value of EU imports from China

Overall 3.9
26 Computer, electronic and optical products 0.5
27 Electrical equipment 1.3
20 Chemicals and chemical products 6.8
28 Machinery and equipment n.e.c. 0.5
14 Wearing apparel 4.4
32 Other manufactured goods 2.2

25 Fabricated metal products 0.4
22 Rubber and plastic products 2.6
29 Motor vehicles, trailers and semi-trailers 0.8

15 Leather and related products 13.3

Sources: Eurostat; IW

An increase in trade with Indonesia in the range of 25 per cent or more appears to be realistic in the medium
term. In fact, the SIA estimates that in an ambitious scenario of trade liberalisation as part of an EU-Indonesia
FTA, EU exports to Indonesia could increase by up to 44 per cent, while EU imports from Indonesia could
increase by 18 per cent in the medium term.

Putting these results into perspective, Indonesia does indeed appear to be an attractive trading partner for
the EU. Several arguments support this view.

Relatively positive perspectives for economic growth

B The Indonesian economy has grown steadily and at a significant average pace of 5 per cent over the last
two decades and has mastered the various crises relatively well. Moreover, Indonesia is also considered
one of the most stable democracies in the region with relatively reliable economic and political institu-
tions. In addition, other drivers of development like population growth, public infrastructure, and indus-
trial development are likely to further contribute to Indonesia’s relatively strong growth performance.
The potential demand for EU exports has therefore grown over time and is likely to continue growing
considerably in the future.
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The reform orientation of the new Indonesian government has further improved the perspectives for
growth, investment and employment. Ambitious objectives such as the Golden Indonesia 2045 Vision
and reforms like the Omnibus Law on Job Creation or programmes such as the manufacturing initiative
‘Making Indonesia 4.0’ illustrate the serious strive for a better future, even though public funds tend to
fall short of the high ambitions. Nevertheless, due to the recent economic success of Indonesia, the new
government, which will be elected on 14 February 2024, has an incentive not to unwind the reforms and
might potentially continue the reform process.

In order to maintain this positive momentum in economic perspectives, it is important that the quality of
the education and training system is rapidly improved. Moreover, the relatively good governance perfor-
mance must not be blunted by a further surge in corruption.

Comparative advantages offer potentials but are hindered by trade barriers

The EU and Indonesia are good trading partners, as the comparative advantages are rather different,
which points to a large trade potential. The EU is specialised in sophisticated industrial goods, while In-
donesia is specialised in goods with lower technological intensity such as food and textiles. In particular,
Indonesia is a resource-rich country and the EU needs many of Indonesia’s raw materials.

Moreover, Indonesia’s development objectives tend to benefit the interests of EU exporters. The aim of
Indonesia’s government to expand the manufacturing sector and to build downstream industries that
complement Indonesia’s raw material production will increase the demand for capital goods. The EU and
particularly Germany are specialised in sectors producing capital goods, so that European producers
could benefit from supplying the very goods needed for Indonesia’s industrialisation.

However, trade barriers are strongly impeding trade between the EU and Indonesia as they tend to be
levied in both countries exactly on those goods, in which the respective partner enjoys a comparative
advantage.

Trade diversion to the detriment of the EU

The EU suffers from trade diversion compared to other Asian countries that have free trade agreements
with Indonesia. A free trade agreement between the EU and Indonesia would counterbalance this grave
disadvantage.

Especially China benefits from trade diversion in its favour and to the detriment of the EU. This is because
China displays a similar trade specialisation on industrial goods as the EU. This has contributed to China’s
large gains in exports and imports with Indonesia. China’s share of Indonesia’s total exports has risen
from 11.4 per cent in 2012 to 22.6 per cent in 2022. On the import side, China’s share accounted for 15.3
per cent in 2012 and 29 per cent in 2022. Moreover, as part of China’s Belt and Road Initiative China’s
investments in Indonesia further contribute to rising trade with Indonesia.

Moderate potentials for more EU investment in Indonesia

Indonesia’s attractiveness as an investment location is moderate compared to its ASEAN peers, as indi-
cated by the IW Business Location Index. Also, Indonesia’s business climate has relative strengths and
weaknesses.

The Indonesian governments’ Omnibus reform law is meant to tackle several shortcomings regarding the
investment climate. It is mainly intended to open up many Indonesian investment sectors for FDI, to
lower corporate taxes and to liberalise strict employment protection regulations. The reform effort
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behind this initiative is remarkable. However, due to court proceedings initiated by Indonesian trade un-
ions, the law has been implemented only to a small and uncertain degree.

Declining relevance of Indonesia as a trade and investment partner of the EU

B The EU’s relevance as a trading partner for Indonesia decreased further in the last decade. Also from the
EU’s perspective, Indonesia has lost relevance: Between 2012 and 2022, Indonesia’s share in total EU
imports stagnated at around 0.35 per cent, because imports from Indonesia grew less dynamically than
overall EU imports. On the export side, the picture is even starker: While Indonesia stood for 0.22 per
cent of the EU’s total exports in 2012, this share declined to only 0.13 per cent in 2022. During this period,
the absolute value of EU exports to Indonesia hardly increased at all. Germany’s exports to Indonesia
even declined by around 5 per cent between 2012 and 2022.

B As far as the investment dimension is concerned, the stock of FDI from the EU in Indonesia declined in
absolute terms from around EUR 47 billion to around EUR 29 billion between 2015 and 2022. This con-
tributed to a significant decline in the EU’s share in Indonesia’s inward FDI stock. On the contrary, China
managed to expand its share over this period from 2.2 per cent to 6.5 per cent.

B Considering Indonesia’s moderate performance as a business location, it might appear understandable
that there has been no large surge of FDI from the EU in Indonesia. However, it is surprising that there
was even a marked decline, despite major reform efforts of the Indonesian government in recent years.

In summary, there is a considerable potential for the EU to increase economic relations with Indonesia in the
course of diversifying away from China. This pertains to trade and investment. However, the EU has recently
left this potential completely untapped, as shown by the stagnating exports and the declining FDI stock. The
open question is whether this is due only to the economic framework conditions, i.e. mainly the lack of a free
trade agreement to open up the Indonesian market and mitigate the clear trade diversion. Or is it also due
to a lack of attention that European firms are paying to Indonesia? In other words: Would a considerably
larger economic exchange be possible, if European companies were more aware of and willing to seize upon
the opportunities that Indonesia offers as a trade and investment partner? If this is the case, then it is right
to redirect public schemes for the promotion of exports and investment away from China towards Indonesia
and other emerging markets. The German government, for example, is already doing this.

Regardless of these initiatives, it is clear that a free trade agreement with Indonesia is a decisive precondition
for removing the roadblocks and thus for achieving major progress in in the expansion of economic relations
between the EU and Indonesia. However, the EU’s approach to the CEPA negotiations is highly problematic
in some aspects. The EU’s unilateral trade measures, such as the deforestation regulation, are a major obsta-
cle in the trade negotiations with Indonesia. This is also true on a more general level, as the recent failure of
the negotiations with the MERCOSUR or Australia demonstrate. This kind of behaviour is perceived as neo-
colonial by the partner countries. Instead, the EU should try to involve its trading partners more and formu-
late a joint approach towards reaching the sustainability goals. The EU should reprioritise its objectives in
trade negotiations and should put geostrategic considerations first. Moreover, the EU has to recognise that
its negotiating position has become weaker in the last years — especially in relation to alternative trading
partners such as China. On the other hand, Indonesia will also have to make compromises. Its current policy
of strict export bans on raw materials such as nickel has been ruled inconsistent with WTO rules. It is im-
portant that both partners recognise that by giving up on some of their maximum demands, they will have a
lot to gain by reaching a joint agreement in the near future.
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The CEPA negotiations could also be supported if the EU offering Indonesia a clear perspective to benefit
from more free trade with the EU. To this aim, the EU and also individual EU countries should offer to increase
FDI in Indonesia in order to support employment in the country — and to mitigate Indonesia’s increasing
dependence on China. It goes without saying that this necessitates the Indonesian government to be open
and cooperative towards EU investment. Once implemented, the Omnibus Law would be a large step in this
direction. However, export processing zones with more liberal regulation regimes can also play a role in
providing solid and reliable economic conditions for EU investors.

The key aspect behind this is a clear alignment of interests between the EU and Indonesia. The EU has an
interest in supporting industrial and technological development in Indonesia in order to foster Indonesia’s
role as a growing trade and investment partner, both for exports and for imports. For example, the EU could
work together with Indonesia in the course of derisking by supporting Indonesia in developing a large-scale
battery production for electric vehicles and potentially also a production of solar modules. It is obvious that
these efforts would also be in the interest of Indonesia.

To support these common interests, EU governments should pay more high-level political visits to Indonesia
and take large business delegations with them —as they did with China some decades ago when China opened
up to foreign investment. In short, it is the task of the EU to help Indonesia copy China’s way of climbing the
development ladder.
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Zusammenfassung

Am 14. Februar wahlt Indonesien einen neuen Prasidenten. Nach zehn erfolgreichen Jahren im Amt darf Joko
Widodo nicht erneut antreten. Er hat eine Reformaéra in dem Land eingeldutet. Auch deshalb ist Indonesien
seit zwei Dekaden mit jahresdurchschnittlich rund 5 Prozent gewachsen und hat selbst die Krisen der vergan-
genen Jahre erstaunlich gut gemeistert. Die Infrastruktur wie StraRen und das Eisenbahnnetz, aber auch der
digitale Bereich wurde stark ausgebaut. Widodo hat wirtschaftliche Interessen nach vorn gestellt und viel
Reformeifer gezeigt, was das Wachstum gestiitzt hat, auch wenn verschiedene Herausforderungen, etwa im
Bildungsbereich oder bei der Korruption, bleiben.

Indonesien ist mit einer Bevolkerung von gut 277 Millionen Menschen ein wichtiges Land im Indo-Pazifik.
Diese Region spielt fiir die EU eine wichtige Rolle, wenn es darum geht, kritische Abhangigkeiten von China
zu vermindern durch eine Diversifizierung der Handelsbeziehungen. Allerdings kann Indonesien China wegen
seiner begrenzten wirtschaftlichen Bedeutung bei Weitem nicht ersetzen. Denn der Handel der EU mit Indo-
nesien macht nur rund 4 Prozent des EU-Handels mit China aus. Trotzdem ist mehr wirtschaftlicher Austausch
mit Indonesien ein wichtiger Baustein fiir das von der Europdischen Union (EU) angestrebte De-Risking von
China, bei dem umso mehr auch andere Lander der Indo-Pazifik-Region einbezogen werden miissen sowie
Lateinamerika und Afrika.

Im gegenseitigen Handel der EU mit Indonesien bestehen groRe Potenziale. Denn die komparativen Vorteile
zwischen Indonesien und der EU sind stark unterschiedlich: Im Fall von Indonesien liegen sie besonders bei
Agrargitern und Rohstoffen, im Fall von der EU bei anspruchsvollen Industriegiitern. Auch aus diesem Grund
zeigen Schatzungen der Europdischen Kommission, dass durch ein Freihandelsabkommen zwischen der EU
und Indonesien die EU-Ausfuhren nach Indonesien mittelfristig um bis zu 44 Prozent steigen kénnten, wah-
rend die EU-Einfuhren aus Indonesien um 18 Prozent zunehmen kénnten. Ein Anstieg des Handels mit Indo-
nesien in der GroRRenordnung von beispielsweise 25 Prozent, kdnnte damit ein Flinftel eines angenommenen
Riickgangs im EU-Handel mit China von 5 Prozent kompensieren, der sich moglicherweise aus einem De-
Risking gegeniiber China ergeben mag.

Derzeit lassen sich diese Potenziale aber kaum heben, weil

B Indonesien und die EU jeweils gerade diejenigen Giter mit relativ hohen Zollen belegen, bei denen der
andere Partner komparative Vorteile hat.

B Indonesien bereits Freihandelsabkommen mit anderen asiatischen Staaten — und China — hat, sodass die
EU unter starken Handelsumlenkungseffekten leidet, weil EU-Akteure im Handel diskriminiert werden.

Vor allem China profitiert von der Handelsumlenkung zu seinen Gunsten und zum Nachteil der EU. So weist
China eine ahnliche Handelsspezialisierung auf Industriegiiter auf wie die EU und steht daher in enger Kon-
kurrenz zu europaischen Firmen. Dies trug zu den groRen Gewinnen Chinas bei den Ausfuhren und Einfuhren
mit Indonesien bei. Der Anteil Chinas an den gesamten Exporten Indonesiens ist von 11,4 Prozent im Jahr
2012 auf 22,6 Prozent im Jahr 2022 gestiegen. Auf der Importseite betrug der Anteil Chinas 15,3 Prozent im
Jahr 2012 und 29 Prozent im Jahr 2022. Dariber hinaus tragen Chinas Investitionen in Indonesien als Teil der
chinesischen Neuen SeidenstraRe Initiative zu einem weiteren Anstieg des Handels mit Indonesien bei.
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Hingegen hat die Bedeutung der EU als Handelspartner fir Indonesien im letzten Jahrzehnt weiter abgenom-
men. Auch aus Sicht der EU hat Indonesien an Relevanz verloren: Zwischen 2012 und 2022 stagnierte der
Anteil Indonesiens an den gesamten EU-Importen bei rund 0,35 Prozent, weil die Importe aus Indonesien
weniger dynamisch wuchsen als die EU-Importe insgesamt. Auf der Exportseite ist das Bild noch deutlicher:
Wahrend der Anteil Indonesiens an den Gesamtausfuhren der EU im Jahr 2012 noch bei 0,22 Prozent lag,
sank dieser Anteil bis 2022 auf nur noch 0,13 Prozent. In diesem Zeitraum ist der absolute Wert der EU-
Ausfuhren nach Indonesien kaum gestiegen. Die deutschen Exporte nach Indonesien sind zwischen 2012 und
2022 sogar um rund 5 Prozent zurlickgegangen.

Bei den Direktinvestitionen ergibt sich ein dhnliches Bild. So ist der Bestand an ausldandischen Direktinvestiti-
onen aus der EU in Indonesien zwischen 2015 und 2022 in absoluten Zahlen von rund 47 Milliarden Euro auf
rund 29 Milliarden Euro zuriickgegangen. Dies trug zu einem erheblichen Riickgang des Anteils der EU an den
auslandischen Direktinvestitionen in Indonesien bei. China hingegen konnte seinen Anteil in diesem Zeitraum
von 2,2 Prozent auf 6,5 Prozent ausbauen.

Bei Handel und Direktinvestitionen erfolgte damit in der letzten Dekade das Gegenteil von Diversifizierung
mit Indonesien. Denn dafiir hdtten die Anteile Indonesiens aus Sicht der EU zunehmen mussen. Bildlich ge-
sprochen fahrt der Zug der Diversifizierung mit Indonesien demnach nicht vorwarts, sondern sogar riickwarts.

Die EU sollte daher dringend ein Freihandelsabkommen mit Indonesien anstreben, welches ermdoglicht,

B die jeweiligen komparativen Vorteile wirklich nutzen zu kénnen,
B  die Handelsumlenkung zulasten der EU zu stoppen,
B Chinas Vordringen zumindest zu bremsen durch deutlich mehr EU-Handel mit Indonesien.

Daneben sollten die europdischen Unternehmen Indonesien und den Chancen, die sich ihnen dort bieten,
mehr Aufmerksamkeit schenken. Das ist zu flankieren mit handels- und investitionspolitischen Ubereinkom-
men, um die Investitionsbedingungen vor Ort attraktiv genug zu gestalten. Dazu braucht es auch ein Wirt-
schaftspartnerschaftsabkommen, das Ansiedelungen von EU-Firmen in Indonesien vorsieht. Hier ist bei-
spielsweise an sogenannte Exportfreizonen (,export processing zones‘) zu denken, also weniger regulierte
Regionen, in denen sich multinationale Firmen ansiedeln kénnen.

Um solche Ubereinkommen umzusetzen, ist es wichtig zu verstehen, dass es eine klare Interesseniiberein-
stimmung zwischen der EU und Indonesien gibt: Die EU hat ein Interesse daran, die industrielle und techno-
logische Entwicklung in Indonesien zu unterstiitzen, um Indonesiens Rolle als wachsender Handels- und In-
vestitionspartner zu fordern, sowohl fir Exporte als auch fir Importe. So konnte die EU beispielsweise im
Zuge des De-Risking mit Indonesien zusammenarbeiten, indem sie Indonesien beim Aufbau einer umfangrei-
chen Batterieproduktion fiir E-Fahrzeuge und moglicherweise einer Produktion von Solarmodulen unter-
stitzt. Diese Bemiihungen sind ebenfalls ganz im Interesse Indonesiens.
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