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Introduction 
 
Employment generation and poverty alleviation have been prominent 
objectives of public policy in Indonesia for decades.  International trade 
with the promise of additional economic gains from outside the 
domestic economy holds out the prospect of economic growth that 
prospers the lower and middle classes.  This paper attempts to highlight 
both prospects and problems related to a policy of trade-based poverty 
alleviation. 
 
While trade in natural resources offers economic gains, value-added 
industries, which process natural resources, create additional 
employment and income.  This paper will address food processing in 
particular as a sector that utilizes agricultural products to produce 
value-added foods.   
 
Trade in food products depends upon comparative advantage.  Food 
products are made in every country of the world, which raises the 
question of the long-term competitiveness of a nation’s food products in 
the international market.  Under what conditions might a country 
maintain an international comparative advantage in the production and 
export of foods?   
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For Indonesia, a comparative advantage may arise in the production, 
processing and export of tropical fruits, which only exist in tropical 
climates.  For this reason, a trade advantage emerges for Indonesia and 
other countries where tropical fruits abound.  Such an advantage is 
apparent in trade with countries that do not have climates that can 
support tropical fruit cultivation.  For instance, the United States of 
America allocates very little land to tropical fruit cultivation even in 
places where the climate is conducive.  Clearly, market incentives exist 
for trade of Indonesian tropical fruit products with the US. 
 
For this reason, the scope of this paper will focus on the industry of 
tropical fruit processing and the resulting trade patterns between 
Indonesia and the US.  Such a narrow focus will shed light on specific 
trade opportunities, the promise of export development, and the 
possibility of income generation around a value-added product.  The 
extent to which small enterprises and their low-income families might 
benefit from these opportunities is also addressed. 
 
If Indonesia can maintain a comparative advantage in the production 
and export of tropical fruit based foods, what are the conditions for 
inclusion of the poor?  That is, what will it take to boost exportable 
value-added products, which are made by small enterprises, into the US 
market? 
 
By addressing these questions, this paper will provide some insights 
that bear directly on the hoped for outcome of export-oriented industrial 
development that creates sustainable benefits for low-income 
households and small enterprises.  These insights draw on the notion of 
transaction costs, which may be particularly pronounced in a model that 
includes collaboration with small enterprises.  In the context of tropical 
fruit processing, transaction costs emerge in the interactions with 
farmer groups who raise the tropical fruit crops and village groups who 
may be trained to process tropical fruits into value-added foods.  The 
role of contracts as a means by which transaction costs might be 
managed is also discussed. 
 
 
 
Section A.  What happened during the previous decade in Indonesia? 
 
During the first decade of the century, exports of products from 
Indonesia consistently increased among all enterprise categories – 
small enterprises, medium enterprises and large enterprises.  However, 
the share attributed to exports of the gross domestic product for small 
enterprises actually declined.  Such a trend suggests that small 
enterprises continue to lose competitiveness in the international market. 
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During the same decade, US imports of tropical fruit products increased 
significantly.  Specifically, US imports of mangos and pineapples 
increased in both value and volume.  Of the regions from which the US 
imports mangos and pineapples, Southeast Asian countries represent a 
block, which contains viable competitors with Indonesia.  These 
countries, including the Philippines, Thailand, face similar shipping 
costs to the US market, making them an appropriate set for comparison 
with Indonesia.  Regarding US imports of mangos, the Philippines and 
Thailand source far more product than Indonesia. 

Regarding US imports of pineapple, Thailand (and perhaps the 

Figure 1. 

 
Source: Government of Indones ia , M in istry of Smal l  and Medium Enterpr ises 

Figure 2. 

 
Source:  US Customs 
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Philippines if UN bilateral export data is considered1) far exceeds 
Indonesia in trade value. 

 
 
In order to shed some light on the type of fruit products traded with the 
US, we consider the unit export value for mangos and pineapple.  In 
general, processed products have a higher unit export value, reflecting 
added value due to processing.  A low eport value per unit probably 
indicates trade in raw materials, eg. fresh mangos and pineapples. 
 
During the last decade, UN Commodity data reveals a dramatic upsurge 
in the export value per unit for mangos from the Philippines, while 
Indonesia and Thailand maintained relatively low levels.  Indeed, the 
mango processing sector in the Philippines grew substantially during 
that period, eventually resulting in noticeable gains in export value. 

                                            
1 The UN Commodity database reports export quantities for individual 
countries that cannot be easily reconciled with the import data provided 
by US Customs.  This discrepancy may be the result of differing 
classification systems or their use.  Data presented here should be 
regarded as qualitative in nature. 

Figure 3. 

Source:  US Customs 
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Regarding pineapple, the UN commodity data suggests that both 
Thailand and Indonesia export increasing amounts of value-added 
processed products.  The Philippines appears to have not transitioned 
to processed pineapple exports, maintaining a prominent position in raw 
pineapple trade.  It should be noted that value-added pineapple products 
from Indonesia originate mainly from Lampung where primarily a large 
canning company represents the industry. 

 
For both mangos and pineapple products, trade possibilities exist to the 
US in particular, and to the rest of the world in general.  Nevertheless, 
the declining share of exports by Indonesian small enterprises suggests 

Figure 5. 

 
Source:  UN commodity data 

Figure 4. 

 
Source:  UN Commodity Database 
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that existing trade possibilities may not be providing opportunities for 
small businesses.  The observed trade patterns vary significantly among 
Southeast Asian countries, compelling a comparative examination of the 
cost structure of mango and pineapple products, which will be 
addressed in the next section. 
 
Section Summary:  The historical data shows consistent evidence of 
comparative advantage for Southeast Asian countries in the area of 
tropical fruit production and processing.  A market for processed 
tropical fruit products exists in the US.  Indonesia has yet to develop a 
processing industry (with the possible exception of large-scale 
pineapple processing in Lampung).  The share of exports of small 
enterprises in Indonesia continue to decline. 
 
Section B.  Cost Structure and Public Policy 
 
The economic principle of comparative advantage hinges on the relative 
costs of production across all possible products.  In other words, 
although many products are possible for trade, only those products 
whose inputs are abundant and whose production is efficient will be 
exported.  Because of Indonesia’s abundant labor supply, products 
made with labor-intensive technologies hold promise for comparative 
advantage, as long as those technologies are used efficiently. 
 
Abundant raw material inputs can also create a comparative advantage.  
For Indonesia, like several other countries of Southeast Asia, tropical 
fruit products represent an area of comparative advantage.  The 
consistent trade flows of tropical fruits from Southeast Asia to the US, 
which are depicted in Figures 1-5, demonstrate a comparative advantage 
relative to the US. 
 
Now we would like to compare the cost structures of Southeast Asian 
countries in the production of tropical fruit products in order to 
understand the way in which one country in the region may have a trade 
advantage over the others.  For instance, low input prices in Indonesia 
can also provide a cost advantage.  Comparing the Philippines and 
Indonesia presents a contrasting picture of the cost structure in the two 
countries. 
 
First, let’s compare the raw material cost of mango processing between 
Indonesia and the Philippines.  Table 1 presents statistics of the 
Philippines for the production and export of fresh mangos, dried 
mangos and mango puree.  In addition, US dollar amounts are reported 
for the price of the most common raw material, which is the Carabao 
mango.  Note that the wholesale prices vary in a narrow range between 
$0.67 and $0.60 per kilogram. 
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Table 1.  Basic features of the Philippine mango industry, 2001-2004 
 2001 2002 2003 2004 
Production Amounts     
Mango Production (000 tons)   882   956 1006   967 
Area (000 ha)   137   151   156   159 
Trees (000) 6461 6789 6857 7055 
     
Export Volumes     
Export of fresh mangos (000 tons) 37.13 35.52 35.78 46.99 
Export of dried mangos (000 tons)     1.311   0.673     2.522     2.171 
     Fresh mango equivalent a 13.11 6.73 25.22 21.71 
Export of mango puree (000 tons) 1.66 1.78 12.96 10.27 
     Fresh mango equivalent b 2.33 2.49 27.95 14.38 
Mango exports in processed form 15.44 9.22 53.17 36.09 
     
Export Value     
Value of processed mango exports, 
dried and puree only (mill US$) 

   9.92   5.70 25.61 17.34 

Value of fresh mango exports (mill 
US$) 

27.98 27.27 31.01 31.11 

     
Mango Prices (Carabao mango) c     
Farm Price (US$/kg) 0.35 0.38 0.34 0.40 
Wholesale Price (US$/kg) 0.67 0.63 0.61 0.60 
Source: National Statistics Office of the Philippines; FCSS-CSD, Bureau of 
Agricultural Statistics (BAS) of the Philippines 
Notes: a Conversion factor = 10; b Conversion factor = 1.4; c Calculated by the 
author. 
 
Table 2 presents similar information about the Indonesia mango 
industry, which at the time reported no exports of any sort of processed 
mango.  In fact, the fresh mango exports from Indonesia represented 
only a fraction of the exports from the Philippines.  Yet the wholesale 
price of mangos in Indonesia was less than that in the Philippines, 
ranging from $0.29 to $0.57 per kilogram. 
 
Table 2.  Basic features of the Indonesia mango industry, 2001-2005 
 2001 2002 2003 2004 2005 
Production Amounts      
Mango Production (000 tons)   923   1403 1526   1438 1413 
      
Export Volumes      
Export of fresh mangos (000 tons) 0.425 1.573 0.459 1.880 0.558 
      
Export Value      
Value of fresh mango exports (mill 
US$) 

0.289 2.672 0.394 2.013 0.574 

      
Mango Prices (Average wholesale) a      
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Golek mango (US$/kg) 0.35 0.57 0.52 0.54 na 
Harumanis mango (US$/kg) 0.29 0.36 0.40 0.38 na 
Source: Biro Pusat Statistik, Tabel Ekspor (using HS number 080450200); 
Biro Pusat Statistik, Horticultural Statistics; Biro Pusat Statistik, Producer 
Price Statistics (Food and Smallholder Estate Crops), 1999-2003 
Notes: a Calculated by the author. 
 
In addition to raw material prices, labor wages also impact the 
production costs of mango production and processing.  Figure 6 
compares the minimum wage in Jakarta and in Manila.  By choosing the 
capital cities the data is directly comparable.  Note that in every year the 
minimum wage in Manila was significantly higher than in Jakarta. 

 
 
Despite higher input prices in the Philippines, exports of mangos and 
mango products from the Philippines dwarf exports from Indonesia, 
indicating the degree to which Indonesian mango products fail to 
compete in the international market.  Moreover, the Philippines is 
realizing increasing value for their exportable mango products in 
addition to increasing export volumes. 
 
Of course, production costs depend upon other factors in addition to 
input prices.  Specifically, low labor productivity can adversely affect 
production costs more than high wage levels.  In order to compare labor 
productivity across enterprise categories, production functions were 
estimated for small, medium and large enterprises.  The contribution of 
labor in each of the production functions provides a comparison across 

Figure 6. 

 
Source: Bangko Sentral ng Filipinas, Department of Labor and Employment, Bank Indonesia, Ministry of Labor 
and Transmigration 
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enterprise types.  Table 3 presents quantitative measures of the impact 
of labor on the gross domestic product of each category of enterprise. 
 
Table 3.  Parameter estimates of production functions for Indonesian small, 
medium and large enterprises 
       
GDP of . .  Small 

Enterprises 
 Medium 

Enterprises 
 Large 

Enterprises 
 

       
 Estimate  T-stat Estimate  T-stat Estimate  T-stat 
Constant 83603820 0.349 -22914223 0.718 -1.253x108 1.345 
Year -42454.134 0.351 11386.45 0.712 61829.447 1.325 
Labor 0.0247 0.564 0.0409 1.114 0.3414 2.291 
Invest 4.8218 1.854 0.9560 2.321 0.1145 0.210 
Price Def -564.522 0.057 1407.719 0.826 10949.86 2.571 
Data source: Ministry of Small, Medium Enterprises, Central Bureau of Statistics 
 
Notice that the contribution of labor increases as the size of the 
enterprise increases.  In other words, consistent with economic theory, 
labor productivity increases with increasing levels of capital.  This 
quantitative evidence provides some insight about both the mango 
industry and the pineapple industry in Indonesia.  Specifically, in the 
mango industry where no large enterprises process mangos into value-
added products, the quickest means of entry into the industry is the low-
capital path of a small enterprise.  However, that path is associated with 
low labor productivity and hence, higher production costs.  Export 
oriented mango processing must consider high levels of capital for 
entrance. 
 
With regard to the pineapple industry, where a large enterprise currently 
exists in Lampung, labor productivity is higher, explaining the higher 
levels of exports compared to the mango industry.  For both the 
pineapple industry and the mango industry consistent evidence 
emerges that labor productivity matters if Indonesia wishes to compete 
in the international market for processed fruit products. 
 
Finally, in this section public policy in Indonesia is considered as a 
factor, which may impact export development.  Specifically, the 
minimum wage policy, which is largely determined at the regional level, 
may affect Indonesia’s overall competitiveness in global markets.  Table 
4 presents the results of a quantitative analysis of export levels across 
enterprise size categories.   
 
Table 4.  Factors that influence export levels of small, medium and large 
enterprises in Indonesia 
       
Exports of Small 

Enterprises 
 Medium 

Enterprises 
 Large 

Enterprises 
 

       
 Estimate  T-stat Estimate  T-stat Estimate  T-stat 
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Constant 14488322 1.871 -6262999 0.847 6414895 0.227 
Year -7186.604 1.865 3096.54 0.841 -3438.91 0.244 
Min Wage -0.0237 1.456 -0.0014 0.036 -0.2054 1.376 
Invest -0.0061 0.130 -0.1399 1.472 -0.3395 1.937 
Value Av 
Prod (L) 

-1093.769 3.328 846.077 0.331 13493.63 0.498 

Xrate Def 123.9197 0.984 507.596 1.933 816.262 0.527 
Price Def 280.027 1.823 694.131 2.908 7487.336 5.049 
Data: Ministry of Small and Medium Enterprises, Central Bureau of Statistics 
 
The statistics reported for the effect of the minimum wage provides 
some evidence of a negative impact of minimum wage policies on 
exports across all size groups.  Note that by including a price deflator, 
which is based on official inflation rates for food, the analysis attempts 
to segregate minimum wage effects from inflationary effects on exports.  
Indeed inflation is highly correlated with the minimum wage because 
lawmakers in Indonesia intentionally adjust the minimum wage to offset 
the price increases of food and fuel.  It should be noted that the 
minimum wage in real terms has not increased during the period.  
Nevertheless, evidence exists to suggest that the domestic policy of 
maintaining the real value of minimum wages actually undermines 
export possibilities.  To the extent that the minimum wage exceeds the 
value marginal product of labor, which may indeed be the case for small 
enterprises, those enterprises will not compete favorably in domestic or 
international markets.  Those enterprises face two options: either ignore 
the minimum wage requirement or boost labor productivity. 
 
The latter option appears to be most appealing since it is associated 
with meeting or exceeding previous standards of living.  We saw that 
increased capital levels can boost labor productivity and increase 
output, providing a return to investors.  Yet those sorts of capital flows 
to low-income operators of small enterprises have not been observed at 
levels that have enhanced the welfare of those associated with small 
enterprises.  In the next section we attempt to explain this failure of the 
capital market by introducing the notion of transaction costs. 
 
Section Summary:  In this section we evaluated Indonesia’s cost 
structure for the production of processed fruit products.  In addition, we 
evaluated Indonesia’s minimum wage policy and its impact on exports.  
Data suggests that low input prices create a favorable position for 
Indonesia.  However, low levels of labor productivity undermine the 
opportunity to produce with relatively low production costs, adversely 
affecting export possibilities.  In addition, the minimum wages in 
Indonesia may exceed levels that make it possible for sustained 
competitiveness, particularly for small enterprises.  By increasing labor 
productivity Indonesia can greatly enhance their position in global 
markets. 
 
Section C.  Transaction costs 
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So far our analysis of the cost structure of fruit processing has included 
the impact of input prices and productivity.  We now consider that 
another type of cost affects the cost structure of fruit processing in 
Indonesia, particularly when small enterprises are involved.  A poverty 
alleviation objective compels the inclusion of small enterprises when 
international trade possibilities exist, which is certainly the case for 
tropical fruit processing in Indonesia.  Although the benefits to the poor 
of access to international markets may be obvious, it may be less clear 
what costs are associated with an effort to intentionally connect small 
enterprises with global trade opportunities.  This section evaluates the 
scope and level of implicit costs related to collaboration with small 
enterprises, i.e. transaction costs. 
 
Some types of transaction costs are understood better than others.  
Transactions between lenders and borrowers, for example, arise from 
moral hazard- the ability and willingness of the borrower to shift the use 
of funds away from the original intent toward personal benefits.  We saw 
that increases in small enterprise capital promises to increase labor 
productivity and boost output.  Nevertheless, the capital market does 
not appear to flow in the direction of small enterprises, indicating a 
market failure.  In order to assess the presenceof moral hazard, it will be 
helpful to compare the financial practices of two income groups in 
Indonesia – the lowest 40% and the highest 60%.  A picture emerges of 
two very different client groups of the capital market.  Figure 6 presents 
contrasting statistics of the financial practices of these two basic 
income groups in Indonesia. 
 

Note 
that 
saving 

Figure 6. 

 
Source: The Global Findex Database 2014 
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practices are noticeably less frequent among low-income individuals, 
presenting a picture of financial vulnerability.  Specifically, over 70% of 
low-income respondents reported that it would be difficult or impossible 
to obtain funds in the event of an emergency.  For the middle-up income 
group the incidence is only 36%. 
 
Those who lend to operators of small enterprises need to be aware of 
the financial fragileness of the low-income segment of the population, 
who will likely be inclined to use borrowed funds earmarked for 
business purposes to meet personal needs, which might arise from 
unexpected emergencies.   
 
Such a situation characterizes an environment of high transaction costs 
that arise from a moral hazard problem.  Although low income 
respondents seem to have similar access to borrowed funds, the 
perception exists that loans for emergencies will not be available.  Moral 
hazard will persist in the event that low-income borrowers are permitted 
to shift funds away from production to personal use without penalty.  
Such a shift undermines the income possibilities that were documented 
in the previous sections, and may violate the agreement with the lender. 
 
Like lenders, investors, who require a share of the profits, will have 
insufficient incentive to partner with small enterprises, fearing rightly 
that capital which is made available for production will not be used as 
intended, particularly when personal emergencies arise.  Effectively, 
moral hazard undermines investment in small enterprises, which 
desperately need the capital to boost output and labor productivity.  
Ironically, the path to increased productivity among small enterprises 
includes protection and assurances for investors and lenders who wish 
to partner with small enterprises. 
 
Figure 7 presents similarities between the two income groups and 
suggests that perhaps capital markets are not biased against the poor.  
On the surface it appears that, because the incidence of borrowing in 
particular does not vary significantly across the income groups, capital 
flows just as well toward low-income clients as to high-income clients. 
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However, it’s important to note that a low incidence of saving, which 
was observed in Figure 6 for the low-income population, should imply a 
high incidence of borrowing.  After all, it’s only the households who 
have surplus cash reserves that need not borrow when they meet 
unexpected financial problems.  Clearly, the financial vulnerability of the 
low-income group makes borrowing more likely than borrowing by the 
high-income group.  The fact that higher level of borrowing does not 
appear in Figure 7 provides evidence of a capital market failure. 
 
While moral hazard appears to hamper the performance of the market to 
meet the financial needs of small enterprises, other transaction costs 
may arise as well.  Specifically, exporter considerations, if not properly 
accommodated, will not result in sustainable collaborations between 
small enterprises and international marketing agents. 
 
Among the methods applied by business practitioners, contracts 
represent a general means of managing transaction costs.  To the extent 
that contracts are enforceable, incentive compatible and 
comprehensive, they represent an effective way to ensure that 
collaboration will not become unexpectedly costly. 
 
Contracts are particularly important when a specific asset, which has a 
limited range of use, must be provided by one of the collaborating 
parties.  Such an asset makes the investor vulnerable to opportunistic 
behavior by the other party, who may be able to extract personal 
benefits from an alternative use of the specific asset.  For instance, in 
the event of a personal emergency the specific asset may be at least 
partially convertible to meet private needs, subverting the production 

Figure 7. 

 
Source: The Global Findex Database 2014 
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intentions of the specific asset.  A contract would make such behavior 
indictable. 
 
In the case of an exporter, who collaborates with one or more small 
enterprises, specific assets include packaging, branding and 
distributing.  The exporter expends capital in an effort to comply with 
local regulations in the case of packaging; to build positive product 
recognition in the case of branding; and to meet downstream 
requirements in the case of distributing.  In this way, the exporter is 
vulnerable, depending upon the small enterprise to comply with all 
production guidelines.  The failure to comply places the exporter’s 
assets at risk.  Thus, transacting with small enterprises raises the 
specter of additional costs, which may be addressed in a contract. 
 
However, contracts are only as good as the rules that are used to 
enforce them.  An attempt to manage transaction costs with a contract 
may be futile if there are no consequences for violators.  In this case, 
transaction costs represent an invisible drag on the economy, which is 
difficult or impossible to quantify.  For example, social customs that 
permit lawmakers and politicians to extract personal benefits from their 
position are the cause of unquantifiable costs to the economy.  
Similarly, social customs that permit small enterprises to walk away 
from obligations are the cause of unquantifiable economic costs.  
Ironically, the path toward increased efficiency, resulting in international 
competitiveness for small enterprises, includes protection and 
assurances for exporters and other marketers who collaborate with 
small enterprises. 
 
Collaboration with small enterprises, like farmer groups, is fairly 
common in Indonesia.  Even Bank Indonesia has made attempts to 
capitalize small enterprises and connect them with marketing agents.  
For example, the 2011 agreement between Bank Indonesia (the 
financier), PT Mitratani Agro Unggul (the marketing agent) and 
Gapoktani Mekarmukti (the group of small enterprises) intended to 
“advance chili cultivation, improve chili production as a business and 
support economic capacity building” for the small enterprises.  (See 
Appendix A.)  However, according to the evaluation of an anonymous 
businessman, “there wasn’t a lot of impact” from the project.  Among 
the reasons for the failure, he suggested that a “mentality which for 
generations has become an agrarian mentality must become an 
industrial mentality such that agriculture has an industrial culture.” 
 
The obligations of the farmer group (Gapoktani Mekarmukti) include 
“implement and coordinate cultivation, harvest, post-harvest and 
marketing activities according to multi-party agreements.”  The failure of 
the small enterprises to meet these obligations was blamed on an 
“agrarian mentality”, which undermined the values of “meeting 
standards, speaking with facts, recording and reporting all activities, 
just-in-time output, continuity of supply, quality and customer-
orientation”.  Bank Indonesia invested over six hundred million rupiah in 
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the endeavor that failed to meet objectives.  More importantly, the 
farmer group was not held responsible for the loss or for their failure to 
comply. 
 
In the case of exporting food products to the US, compliance with FDA 
labeling guidelines is required.  Specifically, even nutrition facts must 
be declared according to a format and regulations that differ from those 
of BPOM (the Indonesian Agency for Regulation of Drugs and Food).  
Consequently, packaging for export to the United States represents a 
specific asset that must be committed before production and cannot be 
recouped if the product fails to meet FDA standards.  Thus, in the event 
that a marketer wishes to collaborate with small enterprises in an effort 
to export food products to the US, the marketer should be aware that 
specific assets are at risk for which there is little recourse. 
 
Similarly, the marketer’s brand is at risk if the small enterprise fails to 
meet production standards.  Without expending monitoring costs, which 
can be substantial, to ensure that procedures are followed carefully by 
the small enterprise, unsafe or improperly labeled food may be placed 
under the marketer’s brand.  Such violations of FDA regulations result in 
sanctions, including mandated recalls.  These sorts of outcomes when 
they occur in a country like the United States, which has comprehensive 
laws, detailed legal procedures and historical precedence in the food 
industry, make litigation likely in the event that food safety standards 
are compromised.  In fact, litigation in the US is so frequent that many 
retailers require suppliers to have liability insurance that names the 
retailer as the insured.  In general, the US market operates under the 
principle that someone must be held responsible for the product, it’s 
flaws and it’s danger to society.  A marketer should be aware of these 
liabilities before attempting to export food products from small 
enterprises to the US.   
 
With respect to the marketer’s efforts at distribution, retailers may 
extract from the marketer listing fees, which represent non-refundable 
cash deposits just to place the product on the store shelves.  Capital 
outlays made by the marketer are placed at risk when small enterprises 
produce the product, which flow into distribution channels for which the 
exporter is liable. 
 
As was evident in the matter of financing, transaction costs emerge 
when an international marketer collaborates with small enterprises. 
Specifically, the matters of packaging, branding and distributing 
represent areas where the marketer is vulnerable to opportunistic 
behavior by the small enterprise.  The extent to which transaction costs 
can be managed will determine how sustainable is the collaboration 
between an international marketer and the small enterprise. 
 
Note that laws, which encourage collaboration with small enterprises, 
have existed for years.  Nevertheless, such pro-poor policies have not 
produced their intended effect, due, at least in part, to the transaction 
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costs associated with collaboration with small enterprises.  For 
instance, the Investment Law of 2007 provides favorable treatment for 
businesses that collaborate with small enterprises.  Article 13(1) 
reduces competition with small enterprises by forbidding large 
enterprises to enter certain sectors. 
 

“The government is required to specify business fields 
reserved for micro-, small- and medium-sized enterprises.”  
- Article 13(1), Investment Law Number 25 of 2007. 

 
Immediately following is an obligation of the government to solve 
matters of collaboration with small enterprises, including transaction 
costs. 
 

“The government is to cultivate and develop micro-, small- 
and medium-sized enterprises and cooperatives through 
partnership programs, competitiveness improvement 
programs, innovation encouragement and market 
development as well as information distribution to the 
farthest extent.”  Article 13(2) 

 
Later the law clearly creates a legal basis for favorable treatment of 
investors who collaborate with small enterprises. 
 

“Investors receiving facilities . . . shall be those who fulfill at 
least one of the following criteria . . . (i) making partnerships 
with micro-, small- and medium-sized enterprises.”  Article 
18(3)i 

 
For all the effort and expense directed toward small enterprises it 
should be curious that the increasing trend of medium enterprises is not 
more pronounced.  (See Figure 8.)  If the interventions were successful 
small enterprises would grow into medium enterprises adding to the 
rate of increase from 2007.  In addition, the data do not show any 
improvement in labor productivity of the small enterprises.  With regard 
to exports, small enterprises have a lesser share of output traded 
abroad than in previous years. 
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In the spirit of poverty alleviation it is expected that attempts to 
collaborate with small enterprises will continue.  Apparently, contracts, 
which specify obligations for small enterprises are not always 
enforceable, removing the chief mechanism for managing transaction 
costs, which are the costs of collaborating with small enterprises.  
Unfortunately, such costs are hard to identify and quantify.  Until the 
costs of collaboration are better understood we may never be able to 
quantify the transaction costs that emerge as partners work with small 
enterprises. 
 
Section Summary:  Transaction costs restrict the economic 
opportunities that otherwise would be available to small enterprises.  
With regard to exports, transaction costs that are born by the 
international marketers when they collaborate with small enterprises 
prevent sustainable business partnerships.  Government agencies can 
play a role in reducing transaction costs by defending the concerns of 
those who collaborate with small enterprises. 
 
Section D.  Summary and Recommendations 
 
This paper has described a market failure, arising from transaction 
costs in general, moral hazard in particular.  With respect to financing, 
small enterprises do not obtain needed capital, without which they 
cannot realize higher labor productivity and higher output.   
 
Beyond financing, transaction costs prevent collaboration between 
international marketers and small enterprises despite the clear export 
opportunities, which arise from comparative advantage.  Private sector 
agribusinesses and exporters do not have sufficient incentive to 
overcome the high cost of doing business with small enterprises.  In 
other words, transaction costs create additional disincentives that must 

Figure 8. 

 
Source: Ministry of Cooperatives and Small and Medium Enterprises 
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be overcome before small enterprises can export products sustainably 
to the US market. 
 
It was found that public policy could be at crossed purposes with an 
objective to facilitate exports of small enterprises.  Government policies 
carry a mixed message that will not result in increased exports of small 
enterprises to the US.  Specifically, the minimum wage policy, while it 
aligns with domestic concerns about inflation, undermines the ability of 
labor-hiring small business entrepreneurs to maintain competitiveness.  
In order to capitalize on export opportunities, small business must find 
ways to increase labor productivity so that production costs can be 
maintained at a competitive level.  Alternatively, small businesses must 
pay for unproductive labor at less than the minimum wage. 
 
Civil society can provide answers to market failures in the event that the 
government cannot.  Such a situation seems to be the case for small 
enterprises that produce food products for export to the United States.  
Consequently, the recommendation of this paper points to an expanding 
role for non-profit organizations, which can apply resources in an effort 
to address these market failures and create new opportunities for small 
enterprises.  A non-profit organization, like Resource Exchange 
International, is civil society’s response to a market failure that prevents 
low-income populations from enjoying the gains from international 
trade.  Here are some of the reasons why REI has agreed to address the 
problem of diminishing small enterprise exports. 
 

a. REI maintains a focus on “building people to build a nation” , 
which includes training and monitoring to enhance labor 
productivity. 

b. REI is willing to finance research and development that creates 
marketable products. 

c. REI wants to invest in technology development in villages, aiming 
to enhance labor productivity. 

d. REI believes that contracts are beneficial, including constant 
monitoring and personal involvement in village enterprises that 
can alter the environment where transaction costs emerge. 

e. REI desires to aggregate the output of small enterprises promises 
to boost exportable output without vertical integration. 

f. REI recognizes the potential of small enterprises. 
g. REI is willing to face the challenges of transaction costs. 
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Appendix A.  A sample Memorandum of Understanding describing 
collaboration with small enterprises.
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