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Commodity Aspects as the report of the second phase of the country study of Indonesia. A 
report of the first phase of the country study, which includes institutional and structural aspects 
on the same subject, was published recently. I certainly hope these reports will be fully utilized 
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Executive Summary 

 
 In general, this study is aimed at analyzing the effects of trade liberalization on 
production, consumption, trade and marketing of selected CGPRT commodities, namely rice, 
soybeans, maize, cassava, and potatoes in Indonesia. The analysis is undertaken at both the 
aggregate and farm levels. Specifically, the objectives of the study are (i) to review production, 
marketing and trade-related policies on selected commodities, (ii) to measure the effects of 
trade liberalization at both national and farm levels, particularly on production, export, import, 
farm income, as well as producer, consumer and government surpluses, and (iii) to draw policy 
recommendations to minimize adverse impacts of trade liberalization. 

Effects of the trade liberalization prior to the economic crisis 
 At the macro level, unilateral trade liberalization through tariff reductions for import 
substitution would reduce the wholesale price, producer price, supply quantity and producer 
surplus, but increase demand quantity, import and consumer surplus. The eventual effect would 
be an increase in net surplus, suggesting an improvement in social welfare. The extent of 
change, however, would be dependent very much on the transmission elasticity of tariffs on 
wholesale price, the transmission elasticity of wholesale price on producer price, and the price 
elasticity of supply and demand. Higher tariff transmission elasticity would have a large 
negative effect on producer surplus, but also a larger positive effect on consumer surplus and 
eventually a larger positive effect on social welfare. 
 At the farm level, tariff cuts would reduce the producer price. Due to own-price and 
cross-price effects, a decline in producer price would reduce the use of inputs such as fertilizer 
and labor, which subsequently reduces yield and net revenue. As reflected in price transmission 
elasticity, the magnitude of the effects at the farm level would be dependent on the marketing 
system of the respective commodities. It is likely that the more efficient the marketing system, 
the higher the elasticity of price transmission. In the case of rice and potato in West Java and 
soybean, maize and cassava in East Java, the marketing systems can be considered efficient. 
Further improvement in the marketing systems would therefore improve the producer prices. 

Rice 
 The removal of implicit import tariffs for rice (reduction by 16.4%) would increase the 
demand for rice by 2.36% or 796,700 tons. Meanwhile, the supply of paddy would decline by 
2.83%, or decline from 51.1 million tons to 49.7 million tons in response to the drop in 
producer price of paddy. The import quantity would increase by around 1.7 million tons, from 
2.04 to 3.7 million tons. The net welfare gains for a 16.4% cut of implicit tariff would be 
around RP 1,832.2 billion. At the farm level, the gross revenue and total variable cost of rice 
farms would decrease by 13.9% and by 5.7%, respectively, resulting in a reduction of net 
revenue of 21.7%, from Rp 892,119 to Rp 698,373. 
 Implementation of Uruguay Round trade liberalization is expected to lift the world 
market price of rice by 7%. The analysis shows that this price change would increase the 
wholesale and producer prices by 6.63% and 6.76%, respectively. The increase in the domestic 
wholesale price would reduce the demand for rice by 1.27% (427,650 tons), but increase 
production of paddy slightly by 1.52% (30,940 tons), an increase from 51.102 million tons to 
51.133 million tons. Import quantity would decline by around 446,840 tons, from 2.040 to 
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1.593 million tons. The net welfare would be around Rp 1,069.30 billion. At the farm level, the 
Uruguay Round trade liberalization would increase net farm revenue by 11.7%. 
 The economic crisis has forced the government to abruptly deregulate its domestic rice 
market. The December 1998 deregulation liberalized rice markets including removal of the 
BULOG monopoly on importation of rice. There has been growing concern recently about the 
potential adverse effects of this situation. In order to reduce potential adverse effects, the 
government has been considering implementation of an import tariff on rice. The analysis found 
that the net welfare loss for imposing a 15% import tariff is around Rp 588.3 billion per year. 

Soybean 
 The decrease in the domestic wholesale price following the tariff removal would 
increase the demand for soybean by 35,500 tons or 1.61% higher than the base year level. In 
contrast, the supply of soybean would decline by 1.6% (32,300 tons), or from 1,680 thousand 
tons to 1,648 thousand tons in response to the drop in producer price of soybeans. Import 
quantity would increase by around 67,800 tons, from 533,600 tons to 601,400 tons. The net 
welfare gain resulting from tariff removal on soybean imports is estimated around Rp 32.3 
billion. At the farm level, removal of the tariff would reduce net revenue of soybean farms by 
4.6% from Rp 872,629 to Rp 832,354. 
 
 The 7% increase in the world market price of soybean arising from the Uruguay Round 
trade agreement would increase the wholesale and producer prices by 5.01% and 4.39%, 
respectively. The increase in the domestic wholesale price would in turn reduce the demand for 
soybean by 2.14%. Meanwhile, the production of soybean would increase by 2.57%, from 
1,680 thousand tons to 1,693 thousand tons in response to the increase in the producer price of 
soybean. Import quantity would decline by 61,150 tons, from 533,600 tons to 472,450 tons. The 
net welfare loss resulting from implementation of the Uruguay Round trade liberalization would 
be around Rp 69.14 billion. At the farm level, gross revenue and total variable cost of soybean 
farms would increase by 4.6% and 0.4%. The net revenue would increase from Rp 872,629 to 
Rp 925,860, by 6.1%. 

Maize 
 The decrease in the domestic wholesale price following the tariff removal of 5% would 
increase the demand for maize by 302,700 tons or 1.8% higher than the base year level. In 
contrast, the supply of soybean would decline by 159,000 tons. The import quantity would 
increase by around 461,700 tons. The net welfare gain resulting from tariff removal on maize 
imports is estimated around Rp 36.3 billion. These social welfare gains are attributed to the gain 
by consumers, which is much higher than the loss borne by producers as a result of tariff 
removal. The consumer surplus is estimated around Rp 136.3 billion. Due to tariff removal, the 
government would give up income of around Rp 12.9 billion per year. At the farm level, the 
tariff removal would likely reduce net revenue by 4.86%. 
 The increase in world price would have severe effects on the maize economy. The 
quantity imported and consumer surplus would decrease by 4,490 tons and Rp 177.8 billion, 
respectively, while producer surplus would increase by 133.8 billion. The social welfare of the 
society, in effect, would get worse because of a decline in net surplus by Rp 44.0 billion. At the 
farm level, on the other hand, the farmer’s income would be better-off from additional net 
revenue of 4.74% or Rp 34,814 per hectare per season. 

Cassava 
 A 6% increase in world price would eventually decrease the quantity demanded by 
0.04% or 7,000 tons. In contrast, a similar rate of increase in the world price would eventually 
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increase the quantity supplied by 0.44% or 74,900 tons. These changes would generate a 
potential increase for export by around 81,900 tons. As a consequence, consumer surplus would 
be expected to decrease by Rp 109.4 billion and the producer surplus increase by Rp 110.7 
billion. The net surplus would increase by approximately Rp 1.3 billion. This is to say that any 
increase in the world price of cassava would eventually improve social welfare. At the farm 
level, the world price change would increase the net farm revenue by 4.39% or Rp 85,666 per 
hectare per season. 

Potato 
 The decrease in the domestic wholesale price following the tariff reduction (from 22 to 
17%) would increase the demand for soybean by 4,400 tons or 0.42% higher than the base year 
level. In contrast, the supply of potato would decline by 2.8% (29,900 tons), from 1,035 
thousand tons to 1,005 thousand tons in response to the drop in producer price of potato. Import 
quantity would increase by around 43,000 tons, from 2,100 tons to 36,500 tons. As a result, the 
net welfare gains from tariff removal would be around Rp 10.4 billion. At the farm level, this 
5% tariff reduction would reduce net farm revenue by 7.9%, from Rp 10,356,164 to Rp 
9.533,752 per ha per season. 

Effects of the economic crisis and related policy reforms 
 Since the economic crisis hit the country, the government has undertaken massive policy 
reforms in agriculture, including: (i) eliminating the BULOG import monopoly over wheat, 
wheat flour, sugar, soybeans, garlic, and quite recently rice, (ii) reducing tariff rates on all food 
items to a maximum of 5% and abolishing local content regulations, (iii) removing restrictive 
trade and marketing arrangements for a number of commodities including local content 
requirement, and (iv) deregulating trade in agricultural products across district and provincial 
boundaries including cloves, oranges, and livestock. It is expected that consistent 
implementation of these reforms will restore investor confidence and allow more efficient and 
productive investment. 
 Despite the ongoing reforms, the economy remains in a deep crisis. The massive 
currency depreciation has serious implications on domestic demand, the banking system, 
corporate balance sheets, inflation, trade and the balance of payments, government finances, 
and eventually growth, incomes, employment, welfare, and poverty. The most immediate effect 
of the exchange rate depreciation was a collapse in domestic demand. The collapse of domestic 
demand overwhelmed producers of import substitutes who might otherwise have benefited from 
the exchange rate depreciation. Exporters of manufactured products have been handicapped by 
a shortage in trade finance due to lack of confidence among the trading partners. The main 
gainers were exporters, especially those exporting agricultural and natural resource based 
products. 
 The currency depreciation caused inflation to soar. Inflation over the 12 months to the 
end of June 1998, reached 59%. The bulk of this increase was caused by a rise in the price of 
tradable goods, especially food and clothing. This has serious implications on the welfare of the 
poor. Agricultural supply shocks due to weather problems combined with the high inflation 
have sharply reduced consumer purchasing power and triggered an alarming rise in the number 
of food insecure families. Up to now, the government is retaining a targeted subsidy on rice, 
particularly to food insecure families, and it is still seeking the most appropriate mechanisms to 
deregulate trading in this staple and to make the price affordable. 
 Weather problems and the economic crisis have pushed Indonesia into a serious food 
crisis. In terms of rice, the supply shocks occurred after several years of slow growth of rice 
production. The monetary crisis, which has disrupted agricultural input and output markets, 
seriously affected the food supply. Rice production, in the form of dried paddy, dropped from 
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51 million tons in 1996 to 49 million tons in 1997 at a rate 4.1%. According to the second 
production forecast of the Central Bureau of Statistics, rice production in 1998 is forecast to 
drop further by 6.5%, to a total amount of 46.3 million tons. Similar situations occurred in the 
production of other food crops. The case of soybean was the worst, and its production declined 
continuously during the 1995-1998 period. 
 The decline in domestic food supply has been partially offset by an increase in food 
imports. Imports of rice, soybeans and sugar, in particular, have increased significantly to offset 
the low level of domestic production. The import of wheat has also increased to meet an 
increasing demand in relation to the food and social safety net program. The decline in rice 
production in 1997 has been offset by a rice import of 3.6 million tons plus 4.3 million tons of 
wheat import. 
 Whether it is timely to undertake abrupt policy reforms in agriculture when the delivery 
system has collapsed is now a controversial policy issue. Many argued that before the subsidies 
were removed, the government should have secured an effective food delivery system in order 
to reach those who are food insecure. In terms of fertilizer subsidy removal, negative reaction 
spread out not long after the policy was announced, since fertilizer not only disappeared from 
the market but their prices were too expensive. Many people suggested that subsidy elimination 
should instead be done gradually. 

Policy recommendations 
 Trade liberalization would act to redistribute income between consumers and producers. 
In the case of import substitution commodities, such as rice, soybean and maize, trade 
liberalization through tariff reduction would increase the social welfare of the society. In the 
case of export commodities, such as cassava, an increase in world price resulting from trade 
liberalization would also increase the social welfare of the society. The negative effects arising 
from trade liberalization can be attenuated if the government could act to help enhance 
productive efficiency. In addition, government policies should also act to better redistribute the 
welfare gains arising from trade liberalization. 
 Since the effects of unilateral trade liberalization on import substitution commodities 
would likely reduce the welfare of producers, at least in the short-run, attempts should be made 
to prevent producers from income squeeze. Agricultural policy reform should be directed to 
further increase farm productivity and marketing efficiency. Introduction of improved 
production technology, provision of farm credits, and improvement of infrastructure such as 
transportation facilities, are among other policies expected to minimize the negative effects, and 
at the same time, open opportunities to gain from trade liberalization. 
 Government intervention on rice remains a debatable policy issue. Although the rice 
trade has been liberalized, the government is still attempting to use a floor price and market 
operations program to support producer incomes and stabilize consumer prices. Three options 
might be considered. At one extreme, the government could abandon all efforts to stabilize 
domestic rice prices, abolish the public procurement and distribution system, and rely solely on 
private trade. The question is whether domestic producers and consumers would be willing to 
accept the consequences of considerable price volatility. Another extreme option would be to 
restore the government monopoly on rice imports and return to its pre-1998 rice price 
stabilization policy. The compromise option would be to retain many of its previous rice policy 
objectives, while implementing them in a more transparent and cons-effective way. 
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