Journal of Asian Economics 13 (2002) 1±26

The role of subcontracting in SME
development in Indonesia:
Micro-level evidence from the metalworking
and machinery industry
Mitsuhiro Hayashi*
Faculty of Economics and Commerce, The Australian National University, Canberra ACT 0200, Australia
Received 1 January 2001; received in revised form 1 July 2001; accepted 1 September 2001

Abstract
This study investigates whether subcontracting linkages are an important support mechanism for
the development of Indonesian small- and medium-scale enterprises (SMEs). It estimates production
functions and calculates indices of total factor productivity (TFP) based on micro-level data from 60
metalworking and machinery ®rms that supply their products to automobile, motorcycle, agricultural
machinery and bicycle manufacturers. The estimation results con®rm our main hypothesis that inter®rm cooperation through subcontracting ties increases productivity of Indonesian SMEs. This study
implies that the situation where subcontracting ties in Indonesia did not function well in supporting
SMEs has been changing recently. Better ®nancial access and business continuity are important in
facilitating subcontracting transactions, which can provide SMEs with support necessary for
improving productivity. A comparison of TFP indices indicates differences in productivity between
®rm groups. Larger SMEs, non-pribumi SMEs and SMEs producing automotive/motorcycle parts
have, in general, higher TFP than their counterparts. # 2002 Elsevier Science Inc. All rights
reserved.
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1. Introduction
The role of small- and medium-scale enterprises (SMEs) in the process of industrialization
and economic development varies according to the type of economy, stage of economic
development and sector of industry. Berry and Mazumdar (1991, p. 35±39) list common
reasons for the importance of SMEs in developing countries, such as (1) the high share of
SMEs in economies in terms of the number of establishments, the number of employees, the
value of output, etc.; (2) the contribution of SMEs to the favorable combination and
utilization of production factors (i.e., labor and capital) through the adoption of technologies
appropriate to resource endowments and through this participation in an inter-®rm division of
labor;1 (3) the contribution of SMEs to the establishment of foundations for industrialization;
and (4) the contribution of SMEs to a more equal income distribution as a consequence of
their larger share in labor earnings.
SMEs in Indonesia are regarded as an important issue in the economy.2 Hill (2001, p. 248±
250) lists reasons why SMEs are spotlighted in Indonesia: (1) the signi®cant contribution of
SMEs to the economy (e.g., workforce and output);3 (2) high priorities given by the
government to SMEs; (3) the potential role of SMEs in promoting pribumi (indigenous
Indonesian) enterprises that have lagged behind the business race with non-pribumi (ethnic
chinese) counterparts; (4) the necessity to formulate economic policies different from those
for large-scale enterprises (LEs), because of SME-speci®c characteristics such as higher
concentration on particular industrial activities, less foreign ownerships and less export
orientation; (5) the expected role of SMEs in promoting industrialization; and (6) the better
response of SMEs to the 1997±1998 crisis, relative to LEs.
SMEs have these potential roles in economic and industrial development. At the same
time, however, as Berry and Mazumdar (1991, p. 54±58) stated, many SMEs in Asian
developing economies have suffered from their insuf®cient capabilities in technology,
management, marketing and ®nancing and from a lack of access to effective support systems.
Similarly, Urata (2000, pages, 22±27, 87±96) found that the main problems SMEs in
Indonesia face are (1) lack of technological knowledge; (2) lack of marketing knowledge; (3)
lack of managerial knowledge; and (4) poor access to formal ®nancial sources. Insuf®cient
entrepreneurial and managerial skills are typical internal constraints to SME growth, while
limited access to technologies, markets and credit and government policies in favor of LEs
are common external constraints (Schmitz, 1982, p. 430±441).4 It is dif®cult for SMEs with
limited human and ®nancial resources to acquire technology, develop markets and arrange
®nancing by themselves. SMEs cannot rely on their internal resources to the same extent as
LEs. Given such internal constraints, how can developing economies foster SMEs?
According to Berry (1997, p. 7), the above limitations for SMEs make the assistance from
and collaboration with LEs imperative. The typical economic logic for inter-®rm cooperation
between LEs and SMEs is found in the fact that LEs can do some things better than SMEs.
Berry (1997, p. 6) pointed out that apart from the fostering of entrepreneurial capabilities, one
of the main determinants for the success of SME development is the establishment of useful
linkages between LEs and SMEs through subcontracting arrangements. He emphasized that
this kind of ``linkage-inducing'' policy is, mostly and in most places, a new and experimental
issue with considerable potential.

