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Introduction



Background (1/5)

• Economic cooperation can take various forms, such as trade and 
investment

• The investment relations between and among countries do not 
always have to take the form of equity.

• Contractual relationships or other similar forms of relationship—
non-equity modes (NEMs)—can also present an option in 
developing economic cooperation between and among 
countries



Background (2/5)

Investment is the second 
largest contributor to the 
economy after domestic 
consumption. It also has 
played an important role in 
creating jobs.

Figure 1. Gross domestic product by expenditures, 2020 
(Per cent)

Source: Statistics Indonesia.



Background (3/5)

• Considering such a large economic contribution from foreign 
investment, the Government of Indonesia in 2020 passed Law 
number 11 of 2020 on Job Creation, an omnibus law that aims to 
improve ease of doing business and boost investment. 

• This ambitious law covers 11 clusters, from employment, ease of 
doing business, to micro-, small- and medium-sized enterprises 
(MSMEs). 

• This law addresses one of the main obstacles to investing in 
Indonesia, namely bureaucratic inefficiency relating to ease of doing 
business, overlapping laws, lack of coordination between central and 
local governments, etc.



NEMs Types

Types

Contract manufacturing/Services 

outsourcing

Licensing

Contract farming

Franchising

Management contracts

Concessions

Strategic alliances/Contractual joint 

ventures
Source: UNCTAD. 



Determinant of NEMs
• Many of the determinants for TNCs to undertake FDI 

or NEMs, or both, are common, but some work 
more for FDI, while others work more for NEMs

• Most NEMs require local partners that are powerful, 
efficient and capable of taking on risks in 
complementary but dissimilar operations on behalf 
of TNCs. 

• For example, if TNCs do not find it economical to 
produce their own machinery and equipment in 
integrated circuit assembly operations, their 
operations in particular locations become more 
deeply rooted when NEMs emerge to provide such 
services (Rasiah, 1994).



Background (4/5)

• Figure 2 indicates no significant changes in the 
structure of the economy. 

• In general, the service sector provides the largest 
contribution to the Indonesian economy. NEMs in 
these sectors, such as restaurants, retail and 
accommodation, have mushroomed in Indonesia 
and contributed significantly to the economy, but 
the pandemic has affected them the most

• In the industrial sector, exports of electrical 
machinery and equipment and parts make up 6 per 
cent, the third largest of the leading export 
commodities in Indonesia

• The agricultural sector, in this case, exports of 
animal or vegetable fats and oils and their cleavage 
products, constituted 11 per cent of all Indonesian 
exports in 2019 or the second largest.

Figure 2. GDP by sector (Per cent)

Source: Statistics Indonesia.



Source: Statistics Indonesia.

Background (5/5)

• Indonesia has long been experiencing premature 
deindustrialization. It is important to see the impact 
of NEMs on industrial development in Indonesia. FDI 
and NEMs can expand the business market in the 
host country; the hope is that the manufacturing 
industry can develop better

Figure 3. Manufacturing sector value added (Per cent 
of GDP)



Characteristics of 
Non-Equity Modes
in Indonesia



Scale & Scope of NEM Indonesia 
(Major Industries Only)



NEM Case Studies 

Contract Farming

Natural Rubber

Subcontracting

Footwear

Management Contract

Hotel

Franchise

Convenience Store



[1] Contract Farming : Natural 
Rubber

Industry Overview

• As a predominantly agricultural economy, Indonesia is 
the second largest natural rubber producer in the world, 
contributing 32% of global production. 

• Natural rubber is the second largest agricultural 
commodity export by value after palm oil. 

• In 2019, total natural rubber production in Indonesia 
was an estimated 3.4 million tons with a total plantation 
area of 3.2 million hectares (ha).

• Approximately 80 per cent of total natural rubber 
production in Indonesia is spent in the export market, 
which generated $2.9 billion in revenue in 2020.



[1] Contract Farming : Natural 
Rubber

Supply Chain Overview

• Indonesian areas for rubber plantation can be classified 
into three types of ownership. Smallholder farmers own 
(85%), private companies (9%) and state-owned 
companies (6%).

• More than 2.25 million farmers and 255,000 farm 
workers are involved in the rubber sector.

• The supply chain starts with the producer, which is the 
owner of the rubber land. Farmers sell their products to 
three types of buyers: local suppliers, UPPBs (unit 
pengolahan dan pemasaran bokar, collective rubber 
processing and marketing units) and cooperatives 
(koperasi)

• Most smallholder plantations are in remote and 
dispersed locations, they prefer selling to small suppliers 
who come and collect their produce.

• selling to small local suppliers becomes the 
predominant market channel as few farmers are 
organized into farmer groups, cooperatives or UPPBs



[1] Contract Farming : Natural 
Rubber

Case Study

• Kirana Megatara Group (KMG) is the largest producer of 
crumb rubber in Indonesia, capturing more than 18 per 
cent of the Indonesian market share. 

• In the context of NEMs, KMG plays a role as integrator, 
starting from cultivating rubber plantations to gathering 
crumb rubber to producing semi-finished products. 
While the former sources of natural rubber come 
completely from smallholder farmers, the latter sources 
are from KMG’s own rubber plantations.

• In general, such a large supplier as KMG has annual 
contract farming with monthly supply obligations that 
operate at the provincial level.

• More than 95 per cent of KMG’s sales are made through 
a long-term contract mechanism that uses the previous 
month’s average natural rubber Singapore Commodity 
Exchange prices as the selling price

• KMG as integrator directly manages and controls the 
standard farming procedure.



[2] Subcontracting : Footwear

Industry Overview

• Indonesia is the third largest footwear exporter in 
Asia after China and Viet Nam.

• Indonesian footwear products have remarkable 
global reach and are imported by 142 countries 
around the world.

• The five largest import countries account for more 
than half of total footwear exports. The most 
frequent destination for Indonesian footwear is the 
United States, followed by China, Germany, Belgium 
and Japan [figure 6].

• Indonesian footwear exports have increased by 11 
per cent annually since 2006. The value of Indonesian 
footwear exports was $4.4 billion in 2019.

• The largest global market share for a footwear 
product in Indonesia is footwear with uppers made 
from textile products (HS 6404) [Figure 7]



[2] Subcontracting : Footwear

Supply Chain Overview

• Indonesia has an important global presence in all types 
of footwear under different modes of export and is 
especially prominent in athletic footwear.

• The presence of international athletic footwear firms in 
Indonesia has had a major impact on the sector’s 
development. For example, Indonesia was the location 
of 25 per cent of Nike’s footwear production in 2015.

• The major domestic athletic footwear factory are Adis
Dimension Footwear, KMK Global Sports and Panarub
Industry.

• Indonesian footwear factories are mainly located on the 
islands of Java and Sumatra, specifically in West Java, 
East Java and the North Sumatra Provinces.

• Each region specializes in a certain type of footwear. For 
instance, formal and casual shoe-manufacturing 
segments are mostly specialized in Yogyakarta, North 
Sumatra and East Java, while sandal manufacturers are 
mainly situated in Banten, West Java and East Java.



[2] Subcontracting : Footwear

Case Study

• PT Panarub Industry is an Indonesian company 
established in 1968 by Lukas Sasmito that produces 
rubber sponge and “Lily“ plastic sandals.

• Panarub is located in Tangerang with a factory area 
around 20 ha and has 25 high-tech production lines 
with around 9,000 employees.

• The company has had an historical collaboration with 
Adidas since 1988. In 1998, Panarub was chosen to be 
Adidas’s football specialty center and began producing 
the Predator model for the World Cup in 2000.

• In the beginning, design and development came from 
the brand owner (Adidas), and the factory (Panarub) 
only produced the shoes. 

• Because Panarub was chosen as an Adidas football 
specialist, Panarub continued to become a strategic 
partner for Adidas. In 2012, Panarub set up a division, 
Adidas Innovation Technology, that is responsible for 
developing a model for Adidas football shoes



[3] Management Contracts & 
Franchising : Hotel

Industry Overview

• Spectacular natural landscapes and rich diversity in 
cultural heritage make Indonesia a remarkable 
destination country that attracted 16.1 million 
international tourists in 2019.

• Indonesia is one of the ASEAN member countries 
that attracts tourists from all over the world. Market 
demand for hotels has been growing continuously in 
the past years (table 5).

• In 2019, there were around 3,516 star-rated hotels 
with roughly 195,886 rooms in Indonesia. These 
hotels are mostly located in Bali (507 hotels), West 
Java (495 hotels) and Jakarta (397 hotels).



[3] Management Contracts & 
Franchising : Hotel

Supply Chain Overview

• International hotels operate in Indonesia under 
different types of contracts and different types of 
entry modes [table 7].

• One of the most critical factors affecting TNCs’ 
decision to choose NEMs over FDI is local 
regulations.

• According to Ease of Doing Business Rankings data 
in 2020, Indonesia ranks 6th out of ASEAN countries 
and 73rd globally.

• Considering the bureaucratic difficulties involved in 
Indonesian inward FDI, foreign investors who own 
international hotel brands have to adopt a more 
flexible mode of entry such as contract management 
or franchise agreements.



[3] Management Contracts & 
Franchising : Hotel

Case Study

• Accor Hotels is a global hotel operator that manages 2,359 
hotels under direct management contract and an additional 
2,572 hotels under franchise contract in more than 110 
countries (as of June 2020).

• Accor Hotels generally operates its hotel chain under one of 
two business models: franchising and management agreements 
[see box table 8.3]. 

• Hotel projects can start either as newly built projects or as hotel 
conversion projects (from existing property). 

• In November 2019, Accor Hotels signed a hotel management 
agreement with PT Wijaya Karya Realty (Wika Realty) to open 
an Ibis Styles brand hotel in Makassar. 

• As a local host company, Wika Realty aligned with Accor Hotels 
to rebrand 170 rooms in one of its apartment properties, 
Tamansari Skylounge Makassar, as a hotel under the name Ibis 
Styles Makassar Airport. 

• This hotel will start operating in 2021. Ibis Styles Makassar 
Airport will operate under a combination of the franchise and 
management agreement models [see box figure 8.1].



[4] Franchise: Convenience Store

Industry Overview

• The retail industry plays an important role in driving 
economic growth in terms of trade and consumption. 

• In the 2nd quarter of 2020, the trade sector made up 
13% and household consumption contributed 58% of 
total GDP (BPS, 2020).

• This contribution is said to be quite large even though 
growth has decreased compared with the corresponding 
quarter in 2019 due to COVID-19.

• Figure 9: information and communication equipment 
dominate the 2020 retail sales index due to shifting 
most activities online or long distance. Even so, the 
food, beverages and tobacco sector remains in second 
place.

• Euromonitor 2020 data indicate that the number of 
convenience store outlets in Indonesia reached 34,780 
in 2019, an increase of 7 per cent compared with 2013, 
and sales of $12 billion. 

• This has triggered TNCs to see a great potential in 
expanding to Indonesia using NEMs, such as 
franchising.



Case Study 

• The Lawson franchise was first developed in 2011 with 
PT Midi Utama Indonesia Tbk.

• On 6 June 2018, PT Lancar Wiguna Sejahtera (LWS), a 
subsidiary of PT Midi Utama Indonesia Tbk, signed a 
Master License Agreement with Lawson, Inc. of Japan. 

• The agreement gave LWS exclusive rights to use and 
act as a franchisee of the Lawson trademark and 
knowhow in Indonesian territory for a period of 18 
years. 

• In return, LWS must pay a royalty fee to Lawson, Inc. of 
a certain percentage of the net income of Lawson 
stores.

• Lawson outlets that provide ready-to-eat food and 
drinks (convenience stores) sell various Japanese 
specialties and other foods such as onigiri, bento, fried 
rice, pasta and beverage products such as coffee, ice 
cream and others. 

• As of May 2020, 73 Lawson outlets are operating in 
Indonesia.

[4] Franchise: Convenience Store



Preferred Mode of Foreign Investment 
Based on AHP (1/5)

• To determine the best foreign investment mode for Indonesia, 
this study uses AHP (box 10) to understand better the choice of 
FDI or NEMs.

• AHP is a structured technique for organizing and analyzing 
complex decisions Individual experts’ experience is used to 
estimate the relative magnitude of factors through pairwise 
comparisons.



AHP Model
• To analyze the variables that determine the most 

prefered mode of foreign investment in 
Indonesia, UNCTAD (2011) reports that NEMs, 
like FDI, have various types of development 
implications, including employment creation, 
increase in local value added, export generation, 
technology and skills acquisition, social and 
environmental impacts and long-term capacity 
building.

• Combs et al. (2004) argue that franchising—one 
of many NEMs—enhances growth and survival 
of the franchisee’s business. Besides franchising, 
contract farming led to higher household 
income (Bellemare, 2012). Furthermore, contract 
farmers earn higher yields due to technical 
assistance and specialized inputs (Miyata et al., 
2009). Finally, Kim (2008) shows that hotels that 
participated in contract management had higher 
financial performance in terms of profitability, 
stability and operating indicators.



Preferred Mode of Foreign Investment 
Based on AHP (2/5)

Figure 10. Preferred foreign investment mode based 
on AHP results by expert (Weight)

Figure 11. Criteria for the preferred foreign 
investment mode based on AHP results by expert 
(Weight)

Source: AJC.
Note: The sum of weights is calculated to be 1.



Preferred Mode of Foreign Investment 
Based on AHP (3/5)

Figure 12. Preferred foreign investment mode per 
criterion based on AHP results by expert (Weight)

Figure 13. The most important aspects to drive 
business growth and sustainability based on AHP 
results (Weight)

Source: AJC.
Note: The sum of weights is calculated to be 1.



Preferred Mode of Foreign Investment 
Based on AHP (4/5)
Figure 14. The most important aspects to encourage 
acquisition of technology, knowledge and skills 
based on AHP results (Weight)

Figure 15. The most important aspects to expand 
market access based on AHP results by expert 
(Weight)

Source: AJC.
Note: The sum of weights is calculated to be 1.



Preferred Mode of Foreign Investment 
Based on AHP (5/5)
Figure 16. The most important aspects to expand 
international market access based on AHP results by 
expert (Weight)

Source: AJC.
Note: The sum of weights is calculated to be 1.



Case Study: NEMs Impact to 
Rubber Manufacturing 
Industry Sector (1/2)
• Overall, GAPKINDO sees receiving a boost in 

business growth and sustainability as the biggest 
benefits of NEM relationships

• For GAPKINDO, in terms of encouraging business 
growth, NEMs can increase local added value and 
sales

• NEMs are also beneficial for the expansion of a 
company’s market because, for GAPKINDO, NEMs 
can expand rubber companies’ market access to 
international markets, especially for exports

Source: AJC.
Note: The sum of weights is calculated to be 1.



Case Study: NEMs Impact to 
Rubber Manufacturing 
Industry Sector (2/2)
• Overall, GAPKINDO sees receiving a boost in 

business growth and sustainability as the biggest 
benefits of NEM relationships

• For GAPKINDO, in terms of encouraging business 
growth, NEMs can increase local added value and 
sales

• NEMs are also beneficial for the expansion of a 
company’s market because, for GAPKINDO, NEMs 
can expand rubber companies’ market access to 
international markets, especially for exports

Source: AJC.
Note: The sum of weights is calculated to be 1.



Opportunities and 
Challenges



Opportunities and Challenges for 
NEMs in Indonesia 
(Industrial Perspective)



The Pursuit of Industrialization 
in Indonesia

• Rodrik (2013) states that an important prerequisite to 
get out of middle-income country group is the 
manufacturing sector’s development. At the same time, 
Hardiana and Hastiadi (2019) find that Indonesia needs 
at least 6 to 7 per cent growth in per capita income per 
year.

• At least there are two things that can help develop the 
manufacturing sector: 
• encouraging manufacturing exports

• supporting technology transfer.

• Advancing manufactured exports will also boost the 
performance of the manufacturing sector. NEM 
cooperation with TNCs increases demand for domestic 
products from abroad, in turn increasing manufacturing 
exports

• Krugman (1979) argues that obtaining technological 
transfer from developed countries through FDI or 
NEMs could strengthen future comparative advantages. 
NEMs’ contribution to technology transfer cannot be 
denied.



Ownership

• If a TNC can find a local company that can offer 
services rather than its own affiliate, it can 
contract with the local company instead. This is 
one of the advantages of having NEMs for the 
TNC in the host country.

• However, while local companies may see such 
opportunities as attractive, they need to have a 
minimal level of management skills, including 
autonomy and initiative, technological skills 
and capacity, because TNC support is limited.

• Contractual agreements with TNCs are 
unstable because such agreements are not 
guaranteed for a long term and can be 
terminated at any time. 

• With NEMs, foreign firms or TNCs do not 
directly own the business activities of local 
firms but control them indirectly, that is, TNCs’ 
shares of equity do not control local firms.

• Local firms face several challenges, as the 
contracts between local firms and TNCs are 
easily jeopardized. 

• For example, in the natural rubber industry, 
when local firms do not provide the quality of 
natural rubber TNCs, such as international tire 
companies, require, TNCs can easily terminate 
their contract. 

Control



Localization Strategies

• TNCs operate globally, and the operations or activities 
of local companies are part of their global value chain 
(GVC), whether done with FDI or NEMs.  

• If a local company needs to implement a localization 
strategy to meet the TNC’s demand, the local company 
will have the initiative for the operation, which in turn 
will create more opportunities. 

• In retail industry, the host country provides customers 
and demand. 



Relationships between NEM Modalities and 
Industries

• Certain modalities relate to specific industries in Indonesia. 

• For example, the rubber industry uses contract farming; the footwear industry applies 
subcontracting and the hotel and retail industries predominantly implement contract 
management and franchising.

• Management and franchise contracts should be promoted as foreign brand holders have 
demonstrated strong global marketing capabilities. However, national owners need to 
maintain high operating standards to remain attractive to brand holders.

• In the retail industry, the level of direct participation by foreign parent companies in a 
local franchise is minimal if the local master franchise has a direct NEM relationship with 
a foreign franchiser abroad.



Opportunities and 
Challenges for Local Firms 
through NEMs

• The existence of NEMs provides several potential 
benefits for local companies to grow their
businesses.

• However, Indonesian firms may face some potential 
issues that need to be considered.

• If local firms can strategically maximize TNCs’ know-
how and technological skills by linking with them, 
they can build capacities to deal with the challenges 
and even expand their businesses by using the 
TNCs’ networks.



Policy 
Implications



Enhancing the Capability of Local Firms 
(1/4)
• Local firm capacity must be increased so that local companies can meet 

demands from TNCs. TNCs generally already have quite sophisticated 
systems and technology. In establishing NEM relationships with local 
companies, TNCs will certainly look for local companies that are ready to 
adopt the system.

• One issue is the low quality of human resources, which can be overcome 
with training. To address this issue of low quality of human resources, the 
government has launched a Pre-Employment Card program (program 
kartu pra-kerja), which provides related training.

• This program is very appropriate considering that, according to Statistics 
Indonesia, only 10 per cent of the national workforce participated in 
training in 2019.

• Ensuring such a training program as this Pre-Employment Card program is 
crucial because the Indonesian labour market will become more flexible 
after passage of the Job Creation Omnibus Law.



Enhancing the Capability of 
Local Firms (2/4)
• The lack of training is generally experienced more 

by informal businesses and lower-class workers 
(blue-collar workers).

• The 2019 Statistics Indonesia data show that one 
third (30 per cent) of white-collar workers have 
participated in training.

• TNCs—which are more interested in establishing 
NEM relationships with companies with high 
capabilities—will primarily establish relationships 
with companies with many white-collar workers. 
TNCs will largely abandon MSMEs, which generally 
do not have white-collar workers. 

• Allowing such a dynamic to continue will further 
widen inequality.



Enhancing the Capability of Local Firms 
(3/4)

• Overall, MSMEs in Indonesia 
encounter several problems such 
as lack of access to finance, poor 
quality of managerial and human 
resources, lack of access to markets 
and raw materials, minimal 
technology adoption and licensing.

• For instance, to improve MSMEs’ 
financial access, the government 
has issued a people’s business 
credit (kredit usaha rakyat) policy, 
followed by an ultra-
microfinancing (UMI) policy.



Enhancing the Capability 
of Local Firms (4/4)
• Another program worth mentioning is JakPreneur, 

an entrepreneurial development or incubation 
program organized by the DKI Jakarta Provincial 
Government. 

• This program includes various activities that include 
training for entrepreneurs and MSMEs, 
entrepreneurial assistance, licensing assistance, 
marketing assistance, training in preparing financial 
reports and capital facilitation. 

• This program not only involves the government, but 
also society at large. The community can be 
involved as trainers, business assistants and business 
coaches.



Promoting and Upgrading Skills and 
Expertise (1/2)

Low skill of the workforce
• The low skill of the workforce in certain 

industries has reduced TNCs’ interest in 
establishing NEM relationships with Indonesian 
companies.

• Based on Statistics Indonesia data, in August 
2020, of the 203 million national population 
aged over 15 years, only 10 per cent had 
completed higher education (academies, 
diplomas and universities). 

• Moreover, 38 per cent of the population aged 
over 15 years were educated below the 
elementary school level, and the remaining 52 
per cent had secondary level education (junior 
high, senior high and vocational schools or 
SMKs).

Link-and-Match
• Aside from the issue of low formal education 

attainment, Indonesia also grapples with the 
issue of matching, that is, the disconnect 
between what is taught in schools and what 
industry needs. 

• In fact, SMKs should solve this problem. Yet, 
the facts show the opposite. In 2019, of the 
7.67 million unemployed, 23 per cent or 1.78 
million of them were SMK graduates.

• This is far from the purpose of SMKs, which 
should produce graduates who are 
immediately ready to work. However, instead of 
working, they mostly make up the ranks of the 
unemployed.



Promoting and Upgrading 
Skills and Expertise (2/2)
• Facing such problems, in the short term, the 

government has launched a Pre-Employment Card 
program aimed at filling the skills gap left by 
educational institutions. The Pre-Employment Card 
provides beneficiaries with social assistance money 
and access to training.

• In the long term, the government has prepared 
several new education programs such as the 
Kampus Merdeka (free campus) program, which 
effectively enables students to take direct 
internships in industry or the world of work thus 
allowing students to catch up on their skills.



Improving Investment Regulations

• According to the 2017 Executive Opinion Survey conducted by the World Economic 
Forum, two of the 16 most problematic factors for doing business in Indonesia are 
corruption and inefficiency of the government bureaucracy, which includes issues of legal 
overlap and poor coordination between regional governments and the central 
government.

• In terms of the ease of doing business indicator released by the World Bank, Indonesia 
ranked 73rd out of 190 countries in 2019. In ASEAN, Indonesia ranks 6th out of 10 
countries

• Some of the aspects that most hampered Indonesia in terms of this ease of doing 
business indicator relate to starting a business and registering a property—aspects that 
relate closely to regulation and bureaucracy. 

• In fact, the Indonesian government’s ratification of the Job Creation Law at the end of 
2020 aimed to solve this problem.

• Resolving this problem aims to improve the Indonesian business environment and attract 
TNCs to establish NEM relationships with Indonesian firms.



Promoting Connectivity 
and Coordination
• Joint organizational support for NEM companies is 

not sufficient to stimulate technological 
upgrading.

• Strong connectivity and coordination between 
basic infrastructure and science, technology and 
innovation and NEM companies are required. 

• Connectivity alone is a challenge for Indonesia as 
an archipelagic country. Hence, an emphasis on 
basic infrastructure will help companies build more 
efficient business practices, shorten waiting times 
and reduce costs. 



Promoting Integration into Global Markets
• In 2015, ASEAN committed to change economic integration from free flows of goods to free flows 

of investments, services and capital, through the ASEAN Economic Community. ASEAN NEM 
companies can enjoy preferential treatment in the ASEAN market. Furthermore, the RCEP 
concluded in late 2020 further expands the market to a wider East Asia. 

• The role of Indonesia in ASEAN is also important; not only because Indonesia holds the highest 
share of ASEAN GDP and population, but also because the Indonesian share of total intra-ASEAN 
trade is 17 per cent among the top four ASEAN members. 

• The Indonesian government’s efforts to maximize such opportunities include reduction of 
bureaucracy and deregulation in customs controls involving trade which will increase the 
competitiveness of Indonesian companies in the global market. 

• Further, facilitating investment policies and a more flexible labor market are indispensable 
strategies to improve Indonesian competitiveness in the future.

• The Government of Indonesia should consider implementing and strengthening the regulatory 
framework for NEM firms so that they can successfully export, expand employment and upgrade 
technologically. 
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