CHAPTER 2
Theoretical Basis and Literature Review

2.1. Brief Theoretical Review
2.1.1. Porter’s Diamond Model

Michael Porter developed the Diamond Model as a framework for measuring competitiveness.
Porter (Porter M. , 1990) proposed the basic concept that competitiveness is not inherited but created.
The model illustrates the interrelated relationships between variables without clearly distinguishing
between independent and dependent variables. This interconnectedness suggests that all variables are
interdependent, which has caused some confusion in its application.
Porter conducted research on competitiveness in ten leading trading nations using the Diamond Model.
Cho and Moon (Cho & Moon, 2003) stated, “Porter concluded that some nations succeed in particular
industries because their home environments are forward-looking, dynamic, and challenging.” The

model specifically includes the following determinants:
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Figure 1 Porter Diamond Model
1. Factor Conditions
Resources such as labor, infrastructure, and technology that support competitiveness.
2.  Demand Conditions
The nature of domestic market demand, which drives innovation and product improvement.
3. Related and Supporting Industries
The presence of efficient suppliers and supporting businesses enhances competitiveness.

4. Firm Strategy, Structure, and Rivalry



The way companies are organized, their strategies, and the level of competition within the industry.
Despite its significance, the Porter Diamond Model has faced criticism. Eickelpasch et al.
(Eickelpasch, Lejpras, & Stephan , 2011) highlighted the ambiguity in the relationships between
variables. To address these issues, modifications have been made to better measure business
competitiveness. One such modification by Bakan & Dogan (Bakan & Dogan, 2012) introduced

government influence as an independent variable while considering firm strategy, structure, and rivalry

as a dependent variable.
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Figure 2. Development of Porter Diamond Model (Eickelpasch, Lejpras, & Stephan , 2011)
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Figure 3. Modification of Porter Diamond Model (Bakan & Dogan, 2012)

2.1.2.  Competitive and Comparative Advantage Theory
Competitive advantage and comparative advantage are key concepts in international trade and
business strategy, but they have distinct meanings and implications. Comparative advantage, rooted in
classical economic theory, explains how nations or firms specialize in producing goods and services at

9



a lower opportunity cost relative to others. Competitive advantage, on the other hand, is a more modern
concept that emphasizes a firm’s ability to outperform competitors through innovation, differentiation,
and strategic positioning

1. Distinction between competitive advantage and comparative advantage

Peter Neary (Neary, 2003) discusses the divergence between the economic and business

perspectives on competitive advantage. He highlights that economists traditionally focus on
comparative advantage as a determinant of trade patterns, while business professionals emphasize
competitive advantage as a key factor in a nation’s economic success (Neary, 2003)One perspective is
that competitive advantage stems from factors such as lower barriers to entry, market competitiveness,
and absolute cost advantages. Another approach, exemplified by Michael Porter (Porter M. , 1990),
involves analyzing case studies to identify factors enabling firms to dominate global markets. While
some economists have dismissed Porter’s work as a restatement of comparative advantage, others
acknowledge its value in explaining industry-level success beyond national endowments (Warr, 1994).
2. Determinants of Sustainable Competitive Advantage

Several scholars have contributed to understanding competitive advantage:

a. Barney (Barney, 1991) highlights attributes such as rareness, value, and inimitability as key
to sustainable competitive advantage (SCA).

b. Hunt and Morgan (Hunt & Morgan, 1996) categorize competitive resources into financial,
physical, legal, human, organizational, informational, and relational aspects, emphasizing a
more holistic view of resource-based competition.

c. Prahalad and Hamel (Prahalad & Hamel, 1990) emphasize core competencies as critical in
combining skills and resources for a competitive edge, stressing that firms must
continuously refine these competencies to maintain their advantage.

d. Luo (2000) introduces the concept of dynamic capabilities, which involve acquiring,
integrating, and upgrading distinctive resources in response to changing market conditions.

Additional studies analyze factors like intellectual property rights (Hall, 1993), corporate ethics
(Buller & McEvoy, 1999), corporate reputation (Ljubojevic, 2003), and workplace diversity (Lattimer,
2003). Furthermore, Porter and Kramer (Porter & Kramer, 2002) argue that corporate social
responsibility can be leveraged as a source of competitive advantage by aligning social initiatives with
business strategy.
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3. Linking Competitive Advantage and Comparative Advantage
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Figure 4 Linking Comparative Advantage to Competitive Advantage

2.2. Factors Affecting Indonesia’s Nickel Trade

Indonesia is one of the world's largest producers of nickel, with significant reserves that contribute
to global supply chains. The country's nickel trade, particularly under HS codes 260400 (Nickel ores
and concentrates) and 7501 (Nickel, unwrought), is influenced by a variety of economic, policy, and
environmental.

2.2.1. Indonesia’s Nickel Reserves and Production Capacity

1. Overview of Nickel Reserves

Indonesia possesses one of the largest nickel reserves globally, primarily found in Sulawesi and
Maluku regions (USGS, 2023). These reserves play a crucial role in determining the country’s
production capabilities and trade volumes.
2. Production and Refining Capacity
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Indonesia has significantly increased its nickel production over the past decade, with substantial
investments in smelters and refining facilities (Widodo, International Trade, Regionalism and Dynamic
Market, 2010). The government's policies promoting domestic processing have influenced production
trends and trade patterns. The shift from exporting raw nickel ore (HS 260400) to refined nickel
products (HS 7501) is a key development in Indonesia’s trade policy.

2.2.2. Government Policies and Regulations

1. Indonesia’s Export Ban on HS 260400

Indonesia is one of the world’s largest producers of nickel, a crucial metal used in stainless steel
production and battery manufacturing. The Indonesian government has implemented various mineral
laws and regulations to maximize the economic benefits of its nickel resources, encourage domestic
value-added processing, and regulate exports. This section explores the legal framework governing
nickel production and trade in Indonesia, including key laws, policies, and their impact on the industry.
The primary legal basis for Indonesia’s mineral sector, including nickel, is Law No. 3 of 2020, which
amended Law No. 4 of 2009 on Mineral and Coal Mining. This law regulates mining activities,
including licensing, domestic processing obligations, and export restrictions. Several ministerial
regulations and presidential decrees further refine the legal landscape for nickel production.

a. Mining Licensing and Operations (Ministry of Energy and Mineral Resources, 2020)
Under the revised mining law, companies must obtain appropriate permits to explore and
exploit nickel deposits.

1) [Izin Usaha Pertambangan (IUP)
“Izin Usaha Pertambangan, yang selanjutnya disebut IUP, adalah izin untuk
melaksanakan Usaha Pertambangan.”

Which can be understand as a business mining permit granted for exploration
and production activities. Holders of IUP must comply with work and budget plans,
environmental protection measures, and reclamation obligations. (Law No 3 of 2020
Article 1 Paragraph 7)

2) Izin Usaha Pertambangan Khusus (IUPK)
“Izin Usaha Pertambangan Khusus, yang selanjutnya disebut dengan IUPK, adalah izin
untuk melaksanakan Usaha Pertambangan di wilayah izin usaha pertambangan

khusus.’
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Which can be understand as a special mining permit primarily issued for large-
scale mining operations, often involving foreign investments. IUPK holders are
subject to specific contractual terms with the government regarding profit-sharing
and operational sustainability. (Law No 3 of 2020 Article 1 Paragraph 11)

3) [Izin Pertambangan Rakyat (IPR)
“Izin Pertambangan Rakyat, yang selanjutnya disebut IPR, adalah izin untuk
melaksanakan Usaha Pertambangan dalam wilayah pertambangan rakyat dengan
luas wilayah dan investasi terbatas.”
Which translated to “a small-scale mining license granted to local community
miners, enabling them to engage in mining activities within designated areas”. (Law
No 3 of 2020 Article 1 Paragraph 10)
The Indonesian government prioritizes domestic ownership and control
over mining activities, requiring foreign companies to gradually divest
shares to Indonesian entities.
b. Domestic Processing and Export Ban
To maximize the added value of nickel resources, the government imposed an export ban
on raw nickel ore through Ministerial Regulation No. 11 of 2019. This regulation mandates
that all nickel ore must be processed within Indonesia before exportation. The core provisions
include:
1) Obligation to Build Smelters
Mining companies must construct or collaborate with smelting facilities to refine
nickel ore before selling it in domestic or international markets.
2) Export Restrictions
Direct exports of raw nickel ore are prohibited, encouraging the development of nickel
processing industries such as ferronickel and nickel pig iron production.
Taxation and Incentives

Government incentives, such as tax holidays for nickel processing industries, have influenced

investment in the sector (Yusuf et al., 2023). However, regulatory uncertainty sometimes affects

investor confidence (Kusuma, 2022). Higher export duties on nickel ore have pushed companies to

invest in smelters and shift towards exporting refined nickel under HS 7501.
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2.2.3. Global Demands and Market Dynamics

1. Demand from the Electric Vehicle Industry

The rapid growth of the electric vehicle (EV) market has significantly increased global demand for
nickel, particularly for battery-grade nickel (IEA, October 2024). Indonesia's role as a key supplier for
EV battery production has strengthened its trade position (Santoso, Rahmawati, & Prasetyo, 2021). The
transition from HS 260400 to HS 7501 has allowed Indonesia to capitalize on higher-value exports.
2. Competition with Other Producing Countries

Indonesia competes with countries such as the Philippines and Russia in nickel supply. Market
dynamics, including production costs and geopolitical stability, influence Indonesia’s competitiveness
(Zhang & Li, 2021). The country’s focus on refined nickel (HS 7501) gives it an edge in supplying

high-grade materials for industrial applications.

2.2.4. Environmental and Social Considerations
1. Environmental Regulations and Sustainability
Nickel mining and processing have significant environmental impacts, including deforestation and
water pollution (Greenpeace, 2021). The government has introduced environmental regulations to
ensure sustainable practices, impacting production costs and trade. The shift from HS 260400 to HS
7501 has required the implementation of stricter environmental policies in processing facilities.
2. Social and Labor Issues
Labor conditions in the nickel industry, including worker safety and wages, also play a role in
shaping trade and investment trends (Amiruddin & Rachman, 2023). The expansion of the smelting
industry under HS 7501 has increased employment opportunities but also raised concerns about fair
labor practices.
2.3. Factors Influencing the International Competitiveness of Indonesian Nickel Products
2.3.1. Competitive Cost Structure and Production Efficiency
1. Comparative Cost Advantages
Indonesia enjoys relatively low extraction and processing costs due to abundant reserves and low
labor costs. However, energy expenses, regulatory compliance, and infrastructure constraints impact
overall competitiveness (Yusuf, 2023).
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2. Logistics and Supply Chain Efficiency

Efficient port infrastructure and supply chain networks enhance Indonesia’s ability to meet global
demand. Strategic investments in industrial zones, such as the Indonesia Morowali Industrial Park
(IMIP), have strengthened logistics efficiency for nickel processing (Santoso, Rahmawati, & Prasetyo,

2021).

2.3.2. Technological Superiority and Innovation

1. Advancements in Nickel Processing Technologies

Indonesia’s adoption of high-pressure acid leaching (HPAL) and rotary kiln-electric furnace
(RKEF) technologies has enhanced the quality and efficiency of nickel processing. This section focuses
on how these technological advancements provide Indonesia with a competitive edge in the global
nickel industry (Widodo, Nickel Processing Developments in Indonesia, 2022)
2. Research and Development (R&D) Investment

Investment in nickel refining technologies and battery-grade nickel production is crucial for
maintaining a competitive advantage. Companies investing in R&D ensure product differentiation,
setting Indonesia apart from competitors such as the Philippines and Russia (Santoso, Rahmawati, &

Prasetyo, 2021).

2.3.3. Sustainable and Ethical Mining Practices

1. Compliance with Environmental Standards

Unlike the previous discussion on general environmental concerns, this section focuses on how
sustainability practices contribute to competitiveness. Strict adherence to global environmental
regulations, including carbon footprint reduction and ethical sourcing, enhances Indonesia’s reputation
as a responsible nickel supplier (Greenpeace, 2021).
2.  ESG Commitments and Global Market Perception

International buyers increasingly demand nickel products that meet environmental, social, and
governance (ESG) standards. This section examines how Indonesia’s ESG commitments improve its
standing among global buyers and differentiate its nickel products in high-end markets (Amiruddin &

Rachman, 2023).
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2.3.4. Geopolitical Considerations and Competitive Risks

1. Trade Disputes and Policy Risks

While the previous discussion covered general trade barriers, this section explores their impact on
Indonesia’s competitiveness. Ongoing disputes with the European Union over Indonesia’s nickel export
policies highlight geopolitical risks that could impact Indonesia’s market position (World Bank, 2023).
2. Foreign Direct Investment (FDI) and Strategic Alliances

Unlike the prior discussion on investment trends, this section evaluates how Indonesia’s
partnerships with global investors, particularly from China and Japan, enhance its international

competitiveness by securing long-term trade relations (Huang, 2022).

2.4. Measurement of Competitiveness

Competitiveness in international trade refers to a country’s ability to produce and sell goods or services
more efficiently than its competitors, allowing it to achieve and sustain a comparative advantage in
global markets. This efficiency often stems from the optimal allocation and utilization of resources,
enabling producers to deliver goods of higher quality or at lower costs. The concept of competitiveness
has its roots in classical economic theories. Adam Smith, in his work on absolute advantage, defined it
as the ability of a country to produce goods at a lower cost than its competitors, reflecting inherent
resource and productivity differences (Salvatore, 1996).

David Ricardo later expanded this into the theory of comparative advantage, emphasizing
opportunity costs. Ricardo argued that even if a country does not have an absolute advantage in
producing any goods, it can still benefit from trade by focusing on producing goods where it has a lower
relative opportunity cost compared to other nations (Gonarsyah, 2007). This concept forms the
backbone of modern international trade theories.

(Krugman & Obsfield, 2012)Krugman and Obsfield further elaborated on comparative advantage
in a globalized economy. They emphasized that competitiveness in trade is not solely determined by
absolute resource differences but also by factors such as productivity, technology, trade policies, and
structural advantages. Comparative advantage, in this context, arises when a country can produce a
good at a lower opportunity cost compared to its trading partners, allowing for mutual benefits through
specialization and trade.

The measurement of competitiveness has evolved to Ile both static and dynamic approaches, with
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various quantitative indicators used to assess a country’s standing in the global market. One of the most
widely used tools is the Revealed Comparative Advantage (RCA) Index, introduced by Balassa (Ballasa,
1965). The RCA index quantifies a country’s share in global exports of a specific product relative to its
overall share in global trade. A higher RCA value indicates a competitive advantage in that sector. This
method provides insights into which industries or products a country excels at, offering policymakers
and businesses a foundation for strategic decision-making (Widodo, International Trade, Regionalism
and Dynamic Market, 2010).

However, the RCA index is static, offering a snapshot of competitiveness at a particular point in
time. To address this limitation, researchers have developed the Dynamic RCA Index. This approach,
proposed by Edwards and Schoer (Edwards & Schoer, 2002), evaluates changes in competitiveness
over time by analyzing trends and patterns in market share growth. Dynamic RCA categorizes industries
into segments such as “rising stars” (growing market share in a growing market) or “failing stars”
(declining market share in a declining market), providing a more comprehensive understanding of how

competitive positions evolve in response to market dynamics.
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