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Abstract

We use the case of Indonesia to answer the question if signing regional trade agreements (RTAS)
should be expected to serve as a direct tool to increase the level of bilateral trade between the
signatories. We study the impact of RTAs on change in imports and exports between Indonesia
and forty-two other countries, and use two gravity models - exports and imports - of trade to
conduct the analysis. Four different measures of RTAs are included to reflect the agreements that
Indonesia had used in conducting its international trade from 1989 to 2019. This strategy allows
us to determine the cases of trade creation, diversion and contraction due to each of those
agreements. To support the findings associated with the aggregate analysis of exports and
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1. Introduction
The literature on international trade suggests benefits of regional trade agreements
(RTAS) for signatories. Countries with a comparative advantage export the corresponding
products, and both sides of the trade are better off, since one country benefits from trade
revenues while another benefits from the diverse consumption of products and the possibility to
shift its own resources into more efficient production. Overall, in the environment of limited
resources, the world benefits because of countries’” specialization and trade of those

corresponding products, which allow
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Figure 1. ‘grade balance of Indonesia and its ASEAN partners (in thousand USD) and share of
ASEAN in World GDP (%)*
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*Right vertical axis reflects the share of ASEAN in World G

As one of the ASEAN countries, Indonesia developed trade agreements in the ASEAN
Plus format with a number of countries. Thus, those agreements offered more beneficial terms of
trade to the People’s Republic of China in 2005, the year of their FTA entering into force. In
two years, the trade surplus with China reversed and Indonesia has reported a growing trade
deficit with this country from 2007 onward. The similar negative impact of FTAs on trade
dynamics of Indonesia is seen in the case of Australia and other countries. This paper uses the
case of Indonesia to challenge the widely used assumption by many countries that views RTAs
as the direct solution to achieving higher domestic economic growth through the acceleration of
net exports.

Going back to the roots of advocacy for an open economy, David Ricardo (1817) was one
of the early proponents of free trade. His work suggests that in the environment of limited
resources each country upon recognizing its comparative advantage would specialize in the

production of corresponding products and trade with others. That behavior will contribute to



trade creation and benefit all parties in terms of higher levels of consumption, output and more
efficient use of limited resources. On a global scale, these concepts of free trade would require
over a century to be recognized for their contribution to the domestic economic growth and
development and widely implemented. Since during that time, the countries frequently viewed
the tariff revenues as the main source of government income, while foreign imports were seen as
a threat to the domestic manufacturing. Thus, if trade openness is defined by lower trade

restrictions,



World Trade Organization (WTO) established during the Uruguay Round of GATT in 1995.
Overall, according to the World Bank statistics, world trade increased from $671 billion to $19
trillion over 1988-2019.

These global changes, which also impacted trade liberalization and economic integration,
resulted in turns in specific regions. Thus, the economy of Indonesia, a Southeast Asian country,
which, with current population of over 277 million people, is the fourth most populous country
in the world followed after China, India and the United States, was also impacted by those
transformations. This country, upon the declaration of its independence in 1945, started
implementing its institutions and developing its economic system. These regional changes
overlapped and, to some extent, were the result of the global developments, including the trade
liberalization described above. On August of 1967 the first opportunities for accelerated
economic and cultural integration in the region were put forth by the Bangkok Declaration. The
Association of Southeast Asian Nations (ASEAN) was launched by the leaders of five countries,
including Indonesia, who signed this declaration in Thailand.

The 1980s were characterized by a significant economic slowdown in Indonesia. Its
balance sheet and government revenues were affected by lower export revenues, due to a fall in
the world price of oil. In 1983-1995, the reduction of trade barriers and shift of export
composition to non-oil and gas products was seen as a solution to increase economic activity in
this country (Soesastro and Basri, 2005). The ASEAN free trade area (AFTA), a trade block
with ten active members, including Indonesia, entered into force in January 1992. This promoted
the free flow of goods and services within the region (Yang and Martinez-Zarzoso, 2014). For

Indonesia, the AFTA entered into force a year later in 1993. Overall, these trade liberalization






2. Literature Review

Volumes of studies are dedicated to the discussion on the benefits of trade liberalization
and high economic dependence in East Asia, which is achieved through the domestic structural
reforms and rising economic cooperation regionally and in the global scene. The expansion of
three main contributors to the open economy - foreign trade, direct investment and financial
flows - created natural grounds for highly integrated economic zone in this region (Kawai, 2005).
The literature suggests various models for further regional integration. Thus, Cui et al. (2019)
discuss the possibilities and advantages of the trilateral FTA among China, Japan and South
Korea. They define the comparative advantages of agricultural sector in Japan and South Korea
and consumption potential of those products in China. They believe that these strategies would
resolve the issues of rural employment and contribute to environmental protection in the region.

Along with the benefits of high integration and trade liberalization, the research also
defines some areas for improvement in the East Asia region. Thus, Kawai (2003) defines the
advantages of the region-wide FTA and advocates for the exchange rate policy coordination in

the region.






Indicators (WDI) of the World Bank database. The straight-line distance between two countries
in kilometers is used, which is calculated based on their center latitudes and longitudes. The size
of potential demand is controlled by including the population of trade partners as another

independent determinant, which is collected from the Population estimates and projections



This analysis includes binary variables which control for several common characteristics
which are believed to facilitate trade, such as language, border (contiguity), and colonial history.
More than 700 languages and local dialects are spoken in Indonesia. For the purpose of current
analysis, the knowledge of Malay, as Bahasa Indonesia (Indonesian) is considered a modification
of it, English and Dutch is controlled. The binary variable which controls for common history
takes 1 for the countries colonized by Portugal and/or the Netherlands and 0 otherwise.
According to the World Population Review, Indonesia is made up of over seventeen thousand
islands; therefore, it shares land border with only three countries, of which Malaysia is included
in this analysis. Thus, the binary variable defining adjacency of trade partners takes 1 in case of
Malaysia and 0 otherwise. Usually, the cost of transportation is considered to be higher for
landlocked and island countries, and the literature recommends using binary variables to control
for those characteristics. Indonesia and all other countries included in the current analysis have a
coastline; therefore, we do not control for being a landlocked country. Indonesia is an island
nation. Therefore, 1 is assigned if both Indonesia and trade partner are island nations and 0

otherwise.

RTA variables

This analysis uses a set of RTA denoting dummy variables to obtain the answer, whether
Indonesia benefited from RTAs, specifically applied to net-exports, which is one of the primary
drivers of a country’s economic growth. Table 1 below provides the summary of countries
included in the analysis and the type of RTA, or possibly not having one, they use for trade with
Indonesia. Thus, the first variable (RTA 1) controls the intra-ASEAN trade and is equal 1 if both

countries are members of the ASEAN free trade area (AFTA) and 0 otherwise. There are total of
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ten countries, including Indonesia, which comprise the AFTA zone. The se
2) controls for the agreement in the ASEAN Plus format, where 1 is assign
countries which cooperate with Indonesia in the context of being an extern
the countries that comprise the ASEAN free trade area - that list includes:
Zealand, China, Hong Kong (China), India, Japan, and South Korea.

Table 1. Countries included in the analysis and types of RiéAs

nd variable (RTA
only to those
rade partner with

tralia, New

ith Indonesia

Australia** France**** Mexico*** Poland**** witzerland****
Bangladesh*** | Germany**** Myanmar* Russia**** Tanzania***
. Hong Kong Saudi .
Belgium**** - Netherlands**** . Thailand*
g (China)** Arabig****
Brazil*** India** New Zealand** Singapore* Turkey****
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have FTAs and other regional trade agreements with Indonesia. The list of countries compiled
under each of the outlined RTAs is provided in Table A2. Since, the membership to WTO also
has an impact on trade, a binary variable assigning 1 if both trade partners belong to itand 0
otherwise is also included.

Overall, having the trade partners grouped under the four RTA types described above
allows us to determine if the international trade of Indonesia experienced one of the following
changes as a result of an RTA of interest: trade creation, diversion or, possibly, contraction.
There are three possible scenarios. Thus, the positive coefficients associated with all RTAs
would signal the case of trade creation. The combination of negative and positive coefficients
associated with RTAs would signal trade contraction in the areas where RTAs take a negative
coefficient and diversion of those trade flows to the RTA types which take a positive coefficient.
Here, the absolute values of coefficients are also important. Thus, if the negative coefficient is
greater than the positive one in absolute terms, then there was some level of trade diversion but
the higher negative value also signals some level of trade contraction. In contrast, if the
associated positive coefficient is greater than the negative one in absolute terms, it means a
combination of two effects took place - trade diversion and, in general, trade creation. The
negative coefficients simultaneously derived relative to all RTAs would signal trade contraction.
Dependent variables

The data (including the disaggregated data by product types) on bilateral trade flow
between Indonesia and its trade partners were obtained from the World Integrated Trade Solution
(WITS), one of the flagship databases produced by the World Bank. The data on bilateral trade

includes forty-
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Table 1. Descriptive statistics and data sources

| Variables |  Description | Mean |Std.Dev.| Min | Max | Source

L Imports to Indonesia
+llyye (thousand USD) 1,789.97 4,239.04 0 45,537.82
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according to the equation of 4 A (= AUAV:S]%?E and can be interpreted as the country’s

spatially weighted GDP from its trading partners. The statistical software uses a two-step
approach to estimate it. First, it estimates the contribution of GDP of a trade partner in the world
GDP and then incorporates that estimate as the denominator in the formula described above. To
avoid reverse causality, all macroeconomic control variables are included in the analysis with the
lag of one year.

As described above, the model uses the Santos-Silva and Tenreyro (2006) approach,
where the gravity equation is modeled in the level-log format. Here, the dependent variable is
supposed to be in level - not logarithmic - form, while the independent variables are transformed

into the natural logarithms. Thus, the model is described by the following equation [1]:

& A U+ USH‘J)&J%S"' Us
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4 6 #%- both countries are PSA member economies
4 6 #- partner does not operate within the ASEAN related trade agreements

9 6 1- both are WTO member countries
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format (RTA 2) were lower and that specific format of trade agreement was a significant factor
leading to the contraction of exports. It was estimated that trading with an ASEAN Plus partner
reduced the flow of exports on average by .273 million dollars, if all other explanatory variables
are held constant. Exports significantly rose to countries which had partial scope agreements

(RTA 3
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regional trade agreement negatively impacted imports to Indonesia and that decline reached, on
average, .065 million dollars.

There were other factors that had a significant effect on trade of Indonesia. Thus, the
exports were positively impacted by the population size of this country and the level of
digitalization. The positive relation between the population size and level of exports can be
interpreted as the product of rising population that, in turn, generates higher levels of labor force
and output growth, which may lead to an increase in exports. The level of digitalization is one of
the factors that has been gaining importance in the international trade literature in recent years.
This paper reaffirms the significance of digitalization for acceleration of trade and estimates an
increased level of exports directed to the countries with higher levels of digitalization than that in
Indonesia. The Indonesian exports are negatively impacted by two following determinants - its
GDP and appreciation of IDR relative to foreign exchange rate. The negative relation between
GDP and exports may be driven by a number of factors, which may include domestic laws
causing certain constraints for exports, domestic consumption behavior with higher propensity to
consume locally manufactured goods and services, etc. The reduction in exports due to
appreciation of IDR (Indonesian Rupiah), which increases the prices of domestic products
relative to foreign ones, is supported by the macroeconomics literature.

Next, the factors that positively impact imports to Indonesia include the population of the
importing country and remoteness. The positive relation between the population size and imports
can be explained by higher labor force in those economies which through the production of
higher output would accelerate the levels of imports, including, to Indonesia. Remoteness is

explained as country’s spatially weighted GDP from its trading partners, and it can rise either
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due to a higher distance or a smaller aggregate output of the importing country or combination of
movements in both.

This section discusses the effects of RTAs on trade for selected categories of products,
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analysis suggests that Indonesia diverts the exports of some of those products to the WTO
member countries and those product groups include minerals, plastic or rubber, textiles and
clothing, machines and electronics, and vegetables. Due to low coefficients, the trade diversion
to the WTO member countries does not fully cover the losses of exports occurred as a result of
RTA 1 and RTA 2 effects.

Since fuel is the largest export product for Indonesia with the share of 20% in 2019, this
analysis determines that Indonesia does not fully utilize the potential of the AFTA and ASEAN

Plus
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countries of the AFTA utilized the potential of the Indonesian market much better and that
impacted the rise in their imports. Thus, in light of these findings, Indonesia will be better off if
it reevaluates its comparative advantages over the AFTA partners and fully utilizes the potential
that this free trade area offers to its members, specifically applied to expanding its exports to
these partner countries.

Next, our analysis suggests that the trade with the ASEAN Plus partners had the largest
area for improvement, since the exports to these countries were directly and negatively affected
by the terms of these agreements. This simultaneously occurring significant trend reflected in a
contraction of exports and a much sharper rise in imports would profoundly affect the balance of
trade, if no new steps are undertaken to improve the terms of trade and discussed disbalances.
Indonesia successfully utilized the potential of PSAs and being a member of the WTO, since the
exports to these countries were positively impacted by these agreements and grew significantly.
In contrast, although the coefficients associated with imports from the countries which have
PSAs and operate as WTO members with Indonesia have positive signs, they are not
significantly driven by these two agreements. This suggests that Indonesia did not fully benefit
from the diversified products and services that these countries could potentially offer. Therefore,
as another strategy, Indonesia may consider better utilizing the diverse potential of the imports
from these countries and still retain the orderly balance of trade related to PSA and WTO
partners.

Lastly, this analysis suggests that not having regional trade agreements was not beneficial
for Indonesia. The exports of Indonesia to these countries had a significant decline. The same
negative, yet insignificant, effect was determined in terms of imports to Indonesia from countries

which operate without implementation of any of the regional trade agreements discussed above.
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Therefore, another strategy to enhance the trade balance of Indonesia is to recommend signing a
higher number of partial scope agreements (PSA) directly with new potential partners. The
analysis disaggregated by nine product groups provided observations in line with the discussion

on the aggregate exports and imports outlined above.
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Appendices

Table Al. Indonesia Regional Trade Agreements

Agreement name/type

Trade partner

Date of entry into
force for Indonesia

Global System of
Trade Preferences

Algeria; Argentina; Bangladesh; Benin; Bolivia, Plurinational
State of; Brazil; Cameroon; Chile; Colombia; Cuba; Ecuador;
Egypt; Ghana; Guinea; Guyana; India; Indonesia; Iran; Iraqg;

Korea, Democratic People's Republic of; Korea, Republic of;

among Developing Libya; Malaysia; Mexico; Morocco; Mozambique; Myanmar; 04.19.1989
Countries (GSTP) Nicaragua; Nigeria; Pakistan; Peru; Philippines; Singapore; Sri
Lanka; Sudan; Tanzania; Thailand; Trinidad and Tobago; Tunisia;
Venezuela, Bolivarian Republic of; Viet Nam; Zimbabwe
Brunei Darussalam; Cambodia; Indonesia; Lao People's
QSEAN Free Trade Democratic Republic; Malaysia; Myanmar; Philippines; 01.01.1993
rea : . R
Singapore; Thailand; Vietnam
ASEAN-People's
Republic of Countries of ASEAN + China 01.01.2005*
China/FTA
Japan —
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Table A2. Results on total exports and exports by product types

Exports by product types

Variables Total exports Fuel Minerals Animals Plastic/Rubber Textile Wood Metals Machines Vegetables
HI&EOF 0.510 27.617 -1.447 8.324%** -1.014 2.040* -1.225 9.471%** 3.290%** -1.220%**
(1.164) (15.829) (.863) (1.138) (1.180) (.830) (.898) (1.265) (.957) (1.631)
HY&2; .508 1.029* - 221%** 1.729* .042 .072 239 1.310* .002 .090
Y (.717) (.509) (.063) (.840) (.045) (.047) (.461) (.657) (.081) (.406)
HJ)&32 -1.844%** -4.367%** -4.885** .358 -3.448*** -2.373** -.353 -4.696** -4.831*** -.398
(.532) (.493) (1.667) (1.298) (.950) (.847) (.717) (1.582) (.615) (.896)
H 2Kl .786 3.926% .107 121 -.049 -.429 7392 .002 -.536 1.706%
(.856) (1.744) (1.058) (2.161) (.410) (.3169 (.427) (.915) (.308) (.707)
HI2KL 11.225*** 17.752%** | 21.266** -1.099 18.846*** 12.512%** 4.006 22.065 25.294*** 7.655*
(2.750) (2.422) (7.563) (6.159) (4.065) (3.009) (3.664) (6.217) (2.389) (3.511)
HIT 28y -.542%** -.926%** - 701 -.199 -.753** - 547*** -.403* -.855* -.678%** -.185
) (.132) (.181) (.394) (.270) (.267) (.094) (.183) (.336) (.134) (.106)
HJ&EC .041** .040* 101** .040* .072* .040* 046** .035 163*** .084*
(.014) (.017) (.039) (.021) (.034) (.0168) (.017) (.034) (.022) (.038)
HE@ 2.806 46.419* -1.989* 8.039* 1.172 2.111 -377 12.644*** 4.252 -3.720*
(2.524) (20.524) (.831) 4.073 (1.124) (1.664) (.610) (3.150) (2.228) 1.875
UK R, 2.851 48.353* -4.566 19.428%** -4.911* -.537 -1.361 21.004%** 5.467* -11.963***
(3.301) (19.193) (2.720) (2.740) (2.092) (2.851) (2.314) (3.713) (2.621) (3.704)
WIDEQP (1'.714135)
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Table A3. Results on total imports and imports by product types

Variables

HJ

Total imports

Imports by product types

Fuel

Minerals

Animals

| Plastic/Rubber | Textile |
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Wood

Metals

Machines

[ Vegetables




