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ABSTRACT

Name : Deasi Natalia
Study of Program : Magister of Planning and Public Policy
Title of Thesis : Analysis of Bilateral Free Trade Agreement

between India and Indonesia

The FTA is a basic type of economic integration. Indonesia needs bilateral
FTA with the other countries to minimize its market losses. FTA, if used
strategically, can be a tool to enhance Indonesia’s competitiveness and economic
growth. One of potential partner country for Indonesia is India, because India is
the seventh biggest export destination and India as one of country which the
fastest growing economies in the world. The focus of this study is to analyze the
trade flow and trade potential between Indonesia and India then it examines the
impact of tariff elimination as one of FTA condition toward export and import of
selected commodities between Indonesia and India. From the trade flow and trade
potential analysis, there are 42 product groups which have great potential to
improve in Indian market. The products which have great potential are Mineral
Fuels and Qils, Electrical Equipments, Ores, Slag and Ash, Machinery, Fats, Oils
and Waxes. The Indonesian and Indian tarff has significant impact to trade
between them. The tariff elimination simulation result show that commodity or
product which have high percentage of increasing the export are Fats, Oils And
Waxes (15), Mineral Fuels And Qils (27), and Ores, Slag And Ash (26).whereas,
in increasing of import are Plastics & Plastic articles (39), Iron and steel (72), and
Cotton (52). The general conclusion is FTA between Indonesia and India will give
more gain to Indonesia than India, This is because of high tariff regime in India
and low tariff regime in Indonesia. So, Indonesia was expected to gain more from
the FTA than the India, at least for the first phase because of its much less tariffs
compared to India.

Key words : Free Trade Agreement (FTA), Trade Flow, Trade Potential, Panel
Data.
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ABSTRAK

Nama : Deasi Natalia
Program Studi : Magister Perencanaan dan Kebijakan Publik
Judul Tesis : Analisa Bilateral Free Trade Agreement antara

India and Indonesia

FTA merupakan salah satu bagian dasar dari integrasi ekonomi. Saat ini,
Indonesia membutuhkan bilateral FTA dengan Negara lain untuk meminimalisasi
hilangnya pasar. FTA, jika dilakukan dengan strategi yang baik and terencana
akan sangat berguna untuk meningkatkan daya saing dan pertumbuhan ekonomi.
Salah satu negara yang sangat potensial untuk membentuk kerjasama dengan
Indonesia adalah India, karena India merupakan tujuh besar negara tujuan utama
ekspor Indonesia dan India merupakan salah satu Negara dengan pertumbuhan
ekonomi tercepat di dunia. Tujuan utama dari studi ini adalah pertama untuk
menganalisa arus perdagangan antara Indonesia dan India, yang kemudian
mencari produk dari Indomesia yang mempunyai potensi besar untuk di
perdagangkan dengan India, kedua menganalisa faktor-fakor yang mempengaruhi
arus perdagangan antara keduanya, kemudian memprediksikan kemungkinan
keuntungan dan kerugian dari dampak penurunan tariff sebagai persyaratan utama
dari sebuah kerjasama FTA. Berdasarkan hasil dari analisa perdagangan, terdapat
44 kelompok komoditi yang mempunyai potensi besar untuk di perdagangnkan
dengan India. Kelompok komoditi tersebut diantaranya, Bahan akar Mineral,
Mesin atau Peralatan Listrik, Ores, Biji Kerak dan Abu Logam, Machinery,
Lemak dan Minyak Hewan/Nabati. Secara garis besar, FTA antara Indonesia dan
India akan memberikan keuntungan lebih kepada Indonesia daripada India. Ini
dikarenakan tingginya bea masuk yang dikenakan di India dibanding bea masuk di
Indonesia yang relatif sudah kecil. Sehingga diharapkan dengan adanya kerjasama
perdagangan antara Indonesia dan India akan memberikan keuntungan lebih pada
Indonesia, setidaknya pada jangka pendek di karenakan perbedaan tariff yang
cukup tinggi dengan india.

Kata Kunci : Free Trade Agreement (FTA), Arus Perdagangan, Produk
Potensial, Data Panel.
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CHAPTER 1
INTRODUCTION

1.1. Background

One of the interesting events of the world economy over the past one
and a half decade has been the phenomenal growth of regional trading
agreements and significant increase in world trade emerging from these
arrangements. In East Asian, the proliferation of free trade agreements
(FTA) has become so widespread. Before the late 1990s, the focus of
economic liberalization for East Asian countries, including Indonesia, was
the multilateral trade process. It was not until 1992 when ASEAN reached a
milestone agreement to establish a free trade area that finally regionalism in
the form of FTA came into prominence in the region. However, since the
onset of the Asian financial crisis in 1998, many countries in the region

have embarked on bilateral FTA.

Singapore led with a bilateral FTA with New Zealand, signed in 2000,
and has since made five others, with Japan, European free trade area,
Australia, Jordan and US. Now other countries have followed Singapore’s
initiative, and currently India, Japan, Thailand and Korea, in addition to
Singapore, are the lead countries, with most number of FTAs. Many of the
FTA initiatives in East Asia are currently under various phases of
negotiation. As of now, there are 49 major sub regional and bilateral trade
and cooperation agreements in the Asian region. All the RTAs registered
with the WTO are either based on Article XIV of WTO or Article XII of the
Enabling Clause (Kalirajan, 2007, p.2).

Bilateral free trade agreements (FTA) are not a major element of
Indonesia’s trade diplomacy and policy. Indonesia has thus far promoted
bilateral trade relations through efforts other than forming FTAs (Soesastro,
2004). It is only rather recently that Indonesia begins to contemplate more
seriously the role of bilateral FTAs in promoting trade and economic

cooperation with a number of countries. On October 2003 the Ministry of

1 University of Indonesia
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Industry and Trade formed a FTA Team to undertake studies on a number of
possible bilateral FTAs. At the same time, Indonesia has sensitive sectors as
well as important social considerations. The rapidly changing global and
regional conditions require Indonesia to response in a timely and strategic
manner. The global environment is becoming more competitive and the
scope of trade, particularly trade, is expanding rapidly. FTA, if used
strategically, can be a tool to enhance Indonesia’s competitiveness and
economic growth. Yet, the FTA path should be consistent and

complementary with Indonesia’s other international commitments.

In a sense Indonesia is a newcomer in forming bilateral FTAs. It is
examining this trade policy option more sericusly largely in response to
offers by a number of countries. It will definitely give priority to FTAs
with countries that it regards as politically and economically important,
namely Japan and the United States (Soesastro, 2004). Now, Indonesia
considers expanding the market in the emerging market such as India and

Middle East.

The age-old trade relations between India and Indonesia were
formalized by a Trade Agreement signed in June 1978, committing both
countries to take all appropriate measures to facilitate, strengthen,
maximize and diversify trade, within the framework of their respective
laws and regulations in force. From time to time, official discussions have
taken place to strengthen economic and commercial ties within the
framework of this Agreement. In an effort to promote trade and investment
cooperation between the two countries, the government was set up a Joint
Study Group (JSG) to explore the feasibility of Comprehensive Economic
Cooperation Agreement (CECA) between India and Indonesia. The
governments of Indonesia and India started negotiating a comprehensive
Economic Partnership Agreement in January 2007. They expect to
conclude a deal in 2009. (Ministry of Commerce of India, 2008)

India is one of potential partner countries. It can be seen from the

development trade between India that has increase significantly. Although

University of Indonesia
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the share of Indonesia’s export to India just about 4.33 percent from the
total export, still lower than Japan, Unites State, Singapore, China, Korea
and Malaysia, but the trend of the export from 2002 until 2007 is the
highest, which reach 29.1 percent, and also the change of value export is

the highest too, it reach 45.8 percent.
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Graphic 1

Comparison between Main Partners of Trade of Indonesia

In 2007, export for non oil and gas to India reached US$ 4,885.0
million or increase about 45.80 percent compare to 2006 that reached
US$ 3,326.5 million. Beside that India has one of the fastest growing
economies in the world, and India also as the country with the large
populations about 1.09 billion people. So, India is great potential country
for Indonesia, therefore FTA with India has been considered by the
government. But, before the agreement is signed, it is very important to

analyze the prospect of its cooperation.

1.2. Problem Statement

India is a great potential partner for Indonesian export, the main
problem of this study which want to be answered are which product or

commodities that has great potential and prospect to expand in Indian market

University of Indonesia
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within trade agreement framework with India and how the impact of tanff

elimination as one of FTA requirement to Indonesia’s trade?

1.3. Objective of the Study
The objectives of the study are:

1. To analyze trade potential between Indonesia and India;

2. To identify various Indonesian commodities or product which have
prospect to develop in India Market;

3. To determine the factors which influence export and import between
Indonesia and India;

4. To forecast how much increasing the value of export and import of

Indonesia-India FTA if agreement is signed.

1.4. Research Methodology

This thesis is using secondary data which come from many resources
such as National Statistical Agency (BPS), Ministry of Trade, WITS
(Comtrade Database), and International Financial Statistic (IFS). The details

of the methodology are as follow:

a. For the first and second objective, the method which is used identifying
export potential by trade flow analysis and calculation of indicative
trade potential. This section will attempt to identify products with a
potential for trade expansion in India market based on trade flow

analysis and trade potential.

b. According to the result of trade potential, 10 main products will be
analysis with export and import mode] equation using software Eviews,
to determine the factors or variable which affect trading between

Indonesia and India, especially to observe the impact of tariff variable.

¢. From the equation result, then it will try to make a simulation to
estimate how much increasing value of export and import if free trade
with India occurs. The simulation is base on four scenarios of

elimination the tariff barriers.
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1.5. Scope of the Study

To avoid broad of discussion and deviation from the objectives of
the research, the research coverage is limited to some important issues as

follow:

1.  The identification of commodities use Harmonize System (HS)
classification two digit;

2. The analysis focuses on the selected product of export and import
product according to trade potential analysis.

3. The analysis does not consider the sensitive sector, it assume that all
product has same condition.

4.  Simulation base on 4 scenario tariff reduction with assumption

ceteris paribus for GDP and exchange rate.

1.6. Organization of the Thesis

This study consists of six chapters. In chapter one, we describe the
background, problem statement, the objectives of the study, methodology
and scope of the study. The theory and empirical research or previous

studies which support and relate to this study will be described in chapter 2.

Chapter 3 reviews the current economic condition and the trade
flows between Indonesia and India recently. The methodology of the
analysis is reviewed in next chapter, it is chapter 4. Followed by chapter 5
attempts to identify product potential of Indonesia (at the HS 2-digit level)
to expand in Indian market. In addition in same chapter is discussed
analysis of estimation result and simulation result. And the last are
conclusion and recommendation are discussed in last chapter, it is chapter

six.

University of Indonesia
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CHAPTERII
LITERATURE REVIEW

The purpose of this chapter is to explain the theoretical and empirical

foundations on which this thesis is based.

2.1. International Trade

International trade is the exchange of capital, goods, and services
across international borders or territories. In most countries, it represents a
significant share of gross domestic product (GDP). Industrialization,
advanced transportation, globalization, multinational corporations, and
outsourcing are all having a major impact on the international trade system.
Increasing international trade is crucial to the continuance of globalization.
International trade is a major source of economic revenue for any nation that
is considered a world power. Without international trade, nations would be

limited to the goods and services produced within their own borders.

International trade is in principle not different from domestic trade as
the motivation and the behavior of parties involved in a trade does not
change fundamentally depending on whether trade is across a border or not.
The main difference is that international trade is typically more costly than
domestic trade. The reason is that a border typically imposes additional costs
such as tariffs, time costs due to border delays and costs associated with
country differences such as language, the legal system or a different culture.

There are some basic reasons why trade may take place between countries.

First is because difference in technology; advantageous trade can
occur between countries if the countries differ in their technological abilities
to produce goods and services. Technology refers to the techniques used to
turn resources (labor, capital, land) into outputs. The basis for trade in the

Ricardian Model of Comparative Advantage is differences in technology.

Second is difference in resource endowments; advantageous trade

can occur between countries if the countries differ in their endowments of

6 University of Indonesia
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resources. Resource endowments refers to the skills and abilities of a
country's workforce, the natural resources available within its borders
(minerals, farmland etc.), and the sophistication of its capital stock
(machinery, infrastructure, communications systems). The basis for trade in
the Pure Exchange model and the Heckscher-Ohlin Model is differences in

resource endowments.

Next reason is differences in demand; advantageous trade can occur
between countries if demands or preferences differ between countries.
Individuals in different countries may have different preferences or demands
for various products. The Chinese are likely to demand more rice than
Americans, even if facing the same price. Canadians may demand more beer,
the Dutch more wooden shoes, and the Japanese more fish than Americans

would, even if they all faced the same prices.

Existence of economies of scale in production is another reason why
trade may take place between countries. Economies of scale refer to a
production process in which production costs fall as the scale of production
rises. This feature of production is also known as "increasing returns to

scale."

2.1.1. Ricardian Model

In a Ricardian model, trade is determined by relative and not
absolute efficiency in production. Unlike the theory of absolute advantage,
it can be shown that it will be in the interest of every country to engage in
trade since every country will find a product in which it has comparative
advantage. Once again specialization in production would occur and
because trading countries face the same relative prices, specialization
would occur in different goods, thus facilitating exchange between the two

trading countries. (Salvatore, 2004:35).

2.1.2, Heckscher — Ohlin (H-O) Model

The basic of H-O model is the assumption that technologies are

identical across countries. In the theories of absolute and comparative
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advantage, there is an implicit assumption of one factor of production, thus,
leaving the question of the effect of trade on a country’s factorial
distribution on income unanswered. According to the H-O Model the
country exports those goods which intensively uses its abundant factor and
imports those goods which are intensive in its scarce factor. As the

theorem says:

“A nation will export the commodity whose production requires the
intensive use of the nation’s relative abundant and cheap factor and
import the commodity whose production require the intensive use of the

nation’s relatively scarce and expensive factor”.(Salvatore, 2004:125)

The H-O model than followed by some theorems namely factor
price equalization theorem, Stopler-Samuelson theorem, and Rybczynski’s
theorem. In factor price equalization theorem, trade equalizes factor price
internationally. Given identical technologies of production throughout the
world, the equalization of the domestic product price ration will tend to

equalize factor process across trading countries.

Stopler-Samuelson theorem explained that a small increase in the
relative price of the capital-intensive product increases or reduce the return
to capital (labor) in terms of both products. (Salvatore, 2004:251) at
constant relative prices, small increases (reduction) in an economy’s
capital/labor endowment ratio will increase (reduce) the output of the
relatively capital/labor intensive good, relative to both factors. This is
known as Rybczynski's theorem which attempt to highlight the link
between changes in factor endowment and changes in the composition of

output at given product prices (Salvatore, 2004:202)

2.2. Theory of Economic Integration

For a variety of reasons it often makes sense for nations to
coordinate their economic policies. Coordination can generate benefits that

are not possible otherwise. Any type of arrangement in which countries
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agree to coordinate their trade, fiscal, and/or monetary policies is referred to
as economic integration. Obviously, there are many different degrees of

integration.

1. Preferential Trade Agreement (PTA)

A preferential trade agreement is perhaps the weakest form of
economic integration. In a PTA countries would offer tariff reductions,
though perhaps not eliminations, to a set of partner countries in some
product categories. Higher tariffs, perhaps non-discriminatory tariffs, would
remain in all remaining product categories. This type of trade agreement is
not allowed among WTO members who are obligated to grant most-favored
nation status to all other WTQO members. Under the most-favored nation
(MFN) rule countries agree not to discriminate against other WTO member
countries. Thus, if a country's low tariff on bicycle imports, for example, is
10%, then it must charge 10% on imports from all other WTO members.

Discrimination or preferential treatment for some countries is not allowed.

2. Free Trade Area (FTA)

A free trade area occurs when a group of countries agree to
eliminate tariffs between themselves, but maintain their own external tanff
on imports from the rest of the world. The North American Free Trade Area
is an example of a FTA. When the NAFTA is fully implemented, tariffs of
automobile imports between the US and Mexico will be zero. However,
Mexico may continue to set a different tariff than the US on auto imports
from non-NAFTA countries. Because of the different external tariffs, FTAs
generally develop elaborate “rules of origin". These rules are designed to
prevent goods from being imported into the FTA member country with the

lowest tariff and then transshipped to the country with higher tariffs.

Winters (1998) argues that members of an FTA have an incentive to
liberalize on an MFN basis to reduce the degree of distortion in the choice
between imports from members and third countries. If, as result, imports

remain evenly balanced between other members of an RTA and third
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countries, then the importing country can collect more tariff revenue on

imports from third countries without harming local procedures.

3. Customs Union

A customs union occurs when a group of countries agree to
eliminate tariffs between themselves and set a common external tariff on
imports from the rest of the world. The European Union represents such an
arrangement. A customs union avoids the problem of developing
complicated rules of origin, but introduces the problem of policy
coordination. With a customs union, all member countries must be able to

agree on tariff rates across many different import industries.

4.  Common Market

A common market establishes free trade in goods and services sets
common external tariffs among members and also allows for the free
mobility of capital and labor across countries. The European Union was
established as a common market by the Treaty of Rome in 1957, although it
took a long time for the transition to take place. Today, EU citizens have a
common passport, can work in any EU member country and can invest

throughout the union without restriction.

5. Economic Union

An economic union typically will maintain free trade in goods and
services, set common external tariffs among members, allow the free
mobility of capital and labor, and will also relegate some fiscal spending
responsibilities to a supra-national agency. The European Union's Common
Agriculture Policy (CAP) is an example of a type of fiscal coordination

indicative of an economic union,

6. Monetary Union

Monetary union establishes a common currency among a group of
countries. This involves the formation of a central monetary authority which
will determine monetary policy for the entire group. The Maastricht treaty
signed by EU members in 1991 proposed the implementation of a single
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European currency (the Euro) by 1999. The degree of monetary union that

will arise remains uncertain in 1998.

Perhaps the best example of an economic and monetary union is the
United States. Each US state has its own government which sets policies
and laws for its own residents. However, each state cedes control, to some
extent, over foreign policy, agricultural policy, welfare policy, and
monetary policy to the federal government. Goods, services, labor and
capital can all move freely, without restrictions among the US states and the

Nations sets a common external trade policy.

2.3. Barriers to Trade

A trade barrier is a general term that describes any government
policy or regulation that restricts international trade. The barriers can take
many forms, including the following terms that include many restrictions
in intemational trade within multiple countries that tmport and export any
items of trade. International trade theory has two common kinds of policy

restriction or barriers. Those are tariff barriers and non tariff barriers.

1. Tariff Barrier

A tariff, the simplest of trade policies, 15 a tax levied when a good
is imported (Krugman, Obstfeld, 2006: 176). Tariff is the oldest form of
trade policy and has traditionally been used as a source of government
income. Tariff is usually associated with protectionism, the economic
policy of restraining trade between nations. For political reasons, tariffs
are usually imposed on imported goods, although they may also be

imposed on exports.

There are three various kinds of tariff, they can be ad valorem,
specific, or compound. The ad valorem tariff is expressed as a fixed
percentage of the value of the traded commodity. The specific tariff is
expressed as a fixed sum per physical unit of the traded commodity. And
finally is compound tariff, it is a combination of an ad valorem and a

specific tariff. A tariff raises the price of a good in the importing country
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and lowers it in the exporting country. As a result of these price changes,
consumers lose in the importing country and lose in the exporting country.
In addition, the government imposing tariff gains revenue. To compare
these cost and benefits of a tariff depends on two concept, consumer and

producer surplus.

Suppose a market in a small importing country that faces an
international or world price of Pgy in free trade. The free trade equilibrium
is depicted in the adjoining diagram where Pgr is the free trade equilibrium
price. At that price, domestic demand is given by Dgr, domestic supply by
Srr and imports by the difference Dgr - Spr (the blue line in the figure).
When a specific tariff is implemented by a small country it will raise the

domestic price by the full value of the tariff. Suppose the price in the

IhT
. . 3 p . . .
importing couniry rises to © because of the tariff. In this case the tariff

_ It
t_PI_

rate would be Per , equal to the length of the green line

segment in the diagram.

b Importing Country
D\ ></ S
PE-M _/‘/ kY
P I & A_f C D\

Figure 2
Diagram of Tariff Equilibrium
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The following Table provides a summary of the direction and

magnitude of the welfare effects to producers, consumers and the

governments in the importing country. The aggregate national welfare

effect is also shown. Positive welfare effects are shown in black, negative

effects are shown in red.

Table 2
Welfare Effect
Welfare Effects of an Import Tariff
Importing Country

Consumer Surplus -(A+B+C+D)
Producer Surplus +A

Govt. Revenue +C
National Welfare -B-D

Tariff Effects on:

Importing Country Consumers - Consumers of the product in the
importing country are worse-off as a result of the tariff. The increase in
the domestic price of both imported goods and the domestic substitutes

reduces consumer surplus in the market.

Importing Country Producers - Producers in the importing country
are better-off as a result of the tariff. The increase in the price of their
product increases producer surplus in the industry. The price increases
also induces an increase in output of existing firms (and perhaps the
addition of new firms), an increase in employment, and an increase in

profit and/or payments to fixed costs.

Importing Country Government - The government receives tariff
revenue as a result of the tariff. Who will benefit from the revenue

depends on how the government spends it. These funds help support
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diverse government spending programs, therefore, someone within the

country will be the likely recipient of these benefits.

» Importing Country - The aggregate welfare effect for the country is
found by summing the gains and losses to consumers, producers and
the government. The net effect consists of two components: a negative
production efficiency loss (B), and negative consumption efficiency
loss (D). The two losses together are typically referred to as

"deadweight losses."

Because there are only negative elements in the national welfare
change, the net national welfare effect of a tariff must be negative. This
means that a tariff implemented by a "small” importing country must

reduce national welfare.

2. Non Tariff Barrier

Non-tariff barriers to trade (NTB's) are trade barriers that
restrict imports but are not in the usual form of a tariff. There some

types of non tariff barrier. The following is type of NTB’s:

Barrier to control the volume of import
These include prohibition and quantitative restriction of imports as

well as export restraint agreements (ERAs). For example import quotas.

Barrier to control the price of imported goods
These include the use of reference or trigger price mechanism, variable

levies, antidumping duties and countervailing measures.

Monitoring Measure

For example price and volume investigation and surveillance

d. Production and export measure

These include subsidy on production process as well as export subsidy;
the other side of these measure consist of tax and prohibition of

exports.
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e. Technical barriers and standards
These are used to apply various standards for health and safety reason
to ensure that imported products conform to the same standard as those

required by law for domestically produced goods.

f.  Rule and regulation

Include customs procedures and other regulations concerning domestic

trading arrangement.

2.4. Empirical Research

There are some empirical research of international trade, especially

focus on economic integration or free trade area, they are:

1. Kalirajan (2007) examined the feasibility of FTA between India and Japan
by measuring the trade intensity indices. In measuring the trade impacts of
PTAs and FTA deals with the gravity modeling including the impact of
‘behind the border’ constraints on trade flows, and simulation procedures
measuring the trade impacts of PTAs and FT'A. The specification the gravity

model for the research as follow :

In X ij = a0 + B1 in (GDPj ) + B2 In (Popj ) + B 3 In (Distij)+p 4 In

(Tariff)) + BSIn REXRj ) -ui+Vvi]  .ooiiviiiiiiiiiniieniinens (1
Where
Xij = Exports of country ‘i’ to country ’j’
GDPj = Gross Domestic Product of country j (i.e. importing
country)
Popj = Population of country ‘j’ (i.n. population of importing
country)
Dstij = Distance between country ‘i’ and ‘j’
Tariffj = Average weighted tariffs of the importing country
REXR;j = Real exchange rate of the currencies of importing countries

ul Combined effects of “behind the border” constraints that

prevent concemed country (India/Japan) from reaching its
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potential with its partner country. In other worlds, exp (u),
which is the ratio of actual to estimated exports, can be
called as export efficiency of India/Japan.

Vi = Combined effects of “beyond the border” constraints and
‘usual statistical’ errors.

i, and j = India and Japan respectively.

The analysis is done using total aggregated exports data and also
using major commodity-specific data for both India and Japan. They have
taken 10 major commodities at the 2-digit HS categories for both the
countries. The research found that the coefficients of all variables are
significant at least at the 10 percent levels in both cases. India and Japan
could increase their exports to their partner countries by about 40 percent
and 36 percent respectively by eliminating the existing ‘behind the border

constraints’ in India and Japan.

Thus, the gverall results indicate that due to FTA, Japan’s exports to
the Indian market will increase by 2.46 per cent compared to only 0.3 per
cent increase in India’s exports to the Japanese market. Obviously, India
will be the loser in the short run. Any amount of tariff reduction in the
Indian market will significantly increase Japanese exports because of higher

tariffs in India.

Bhattacharya, K Swapan and Bhattacharyay N Biswa did research about
gains and losses of India-China trade cooperation using a gravity model
analysis. This paper makes an attempt to estimate the likely benefits in
terms of gains or losses in imports of both India and China due to free trade

arrangements.

Analytical tool for measuring the impact of PTAs and FTA on
bilateral trade between India and China is the simple and extended version
of the well-known gravity model used by Frankel et al. (1993). Quite a
number of empirical studies are available quantifying the impact of tariff

reductions on bilateral trade flows using the Gravity Model. This paper
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mainly focuses on the likely increase in India-China trade under some
hypothetical situations. In this analysis, the impact of PTAs by the
proportionate change in exports and imports of India and China in dollar
terms are basically measured. The higher the initial tariff level on trade
between partners, the greater the final effect of reduction and elimination of

tariffs. The main texture of model is as follows:

Log BTI . 41 = ap+ ajlog (GNP ., * GNP 4 o) + a; log (PCGNP, *
PCGNPy ) +a3Dea+aglog (1 +TR g )+ aslog( ]l +
TR ¢.q )+ a5 log REXRT ¢ 4.+ E

Where:

BTIc 4.1 = Bilateral trade of commodity 'i ' between country 'c' and
country 'd' at time 't".

GNP, (or GNP4,1) = Gross National Product of country 'c' ( or 'd' } at time t

PCGNPc.1(or, PCGNPd.:) = Per capita Gross National Product of country 'c' or
country 'd".

De.d = Distance between relevant centres of 'c' on country 'd'.

TRe, 4 = Tariff rate imposed by country ‘¢’ on products imported
from country 'd".

TRa.c = Tariff rate imposed by country 'd' on products imported
from country 'c'.

REXRTe, d.1 = Real Effective Exchange Rate between countries ‘¢’ and
'd', at time 't

c,d = India, China

The paper tries to make a hypothetical exercise measuring the
impact of tariff reductions to bilateral trade between India and China. If
tariff reductions are implemented through bilateral negotiations and in a
phased manner then it must have a positive impact on intra-regional trade.
Trade cooperation must start with PTAs with the objective of completely
eliminating tariffs to facilitate FTA between these two countries, which is

the ultimate objective of bilateral cooperation.

Empirical results show that in the short run India’s potential gain is

relatively less compared to China because of its high tariffs but in the long
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run, India’s gains are higher than China once its tariff levels are brought at
par with them. Free trade arrangement is a win-win situation for both
countries and is consistent with their growing dominance in the

international trade.

In the simulation exercise, four kinds of hypothetical scenarios were
taken into account. The simulation results are very much consistent with a
priori idea that the country, whose tariffs are low, will gain much than the
country whose tariffs are high. In the exercise, China’s simple average
mean tariff was 9.8% in 2004 and India’s simply average mean tanif was
28.3 % in the same period. Such huge difference in tariff structure is
reflected in the simulation results. Simulation results show the likely
increase in India’s imports from China and latter’s imports from the former
due to FTA. The percentage is notional in the sense that increases in value

of exports and imports depend on the base values of both way trade.

Sang-yirl Nam (2004)

Hyun Joung Jin, Won W. Koo And Bongsik Sul evaluated the
economic effects of a Free Trade Agreement among China, Japan, and
South Korea on the world economy using A computable general
equilibrium model, in specific, the Global Trade Analysis Project (GTAP)
model. There were two different scenarios in their analysis for the
economies of the northeast Asian countries; the model with the current trade
policies in the countries and the model with a free trade agreement among
China, Japan and Korea (without all trade barriers). The GTAP data base
originally has five primary factors, 87 world countries and regions, and 57
industrial sectors. In their study, they are regrouped into five primary

factors, six world regions, and six industrial sectors,

The study was focused on estimating trade creation and diversion
effects of the FTA. The results show that member countries would benefit
from the FTA among China, Japan, and South Korea. Evidently, there is no
doubt that the FTA will boost the economic systems of the three countries,

keeping them close to each other through an economic integration. This will
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result in substantial economic gains to member countries. Despite negative
effects to some sectors in each country, overall benefits of the FTA would
be significant for the three countries. The study also reveals that the FTA
stimulates trade among the member countries through trade creation and
trade diversion. There is significant trade diversion of high technology
manufacturing goods between the member countries and the ROW,
including the United States and the European Union. This is especially true
for U.S. and China bilateral trade. China diverts its imports of high-
technology products from the United States to Japan and South Korea under

the FTA. However, U.S. exports of utility/service increase under the FTA.
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CHAPTER 11
INDONESIA-INDIA ECONOMIC RELATIONS

Bilateral relations are underpinned by close historical and civilization
interaction and shared commonalities in terms of size, diversity (ethnic and
religious) and multi-cultural. Indonesia’s market of 220 million is the largest
among India’s ASEAN partners. The Indonesian economy has stabilized after its
1997-98 crisis, its strengths resting on the country’s enormous natural resources
(oil and gas, coal, copper, gold, forestry and plantation products) and
manufacturing for the domestic and export markets (textiles, footwear, electronics,
automotive, pulp and paper). While stable in macro-economic terms, the
Indonesian economy is marked by low investment growth, slowing exports and

high unemployment, making it largely consumption driven.

Trade relations between India and Indonesia go back to ancient times,
contributing to the historical and civilization affinities between the two countries.
In the modern era, a bilateral Agreement on Avoidance of Double Taxation
between the two countries was concluded in January, 1986. An Agreement for the
Promotion and Protection of Investments, which was signed in February, 1999,
came into force in January, 2004, The first ever India-Indonesia Joint Commission
Meeting (JCM) was held in Yogyakarta in September, 2003. Apart from taking
major decisions to promote bilateral economic and commercial relations in
various fields, the JCM decided to constitute an “India-Indonesia Expert Working
Group" with the specific mandate of reporting back to the JCM with concrete
recommendations for enhancing and diversifying bilateral trade, economic and
investment relations. Both sides are in the process of constituting this Working

Group.

2.1. Indonesian Economy

Indonesia’s modem-day economy has evolved from the early 1970s
on the strength of its oil and gas resources into manufacturing for the
domestic and export markets. Its open and market-based economy has

stabilized after a major collapse in 1997-1998, with macro economic
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stability being restored and 2007 GDP growth of 6.3 %, which is largely

consumption driven'.

The strengths of the Indonesian economy rest on the country’s
enormous natural resources (oil and gas, coal, copper, gold, forestry and
plantation products) and manufacturing for the domestic and export markets
(textiles, footwear, electronics, automobiles, pulp and paper). Major sectors
of the economy include oil and gas, mining, agriculture, plantations,
fisheries, transport and communications, banking and financial services and

tourism.

Indian Economy

During the 1990s India has embarked upon economic openness which
is reflected in policy reforms in the areas of trade, industry, investment,
exchange rate, etc. This has entailed reduction in tariff duties, removal of
quantitative restrictions, and liberalization of FDI policies, liberalization
and improvement in exchange rate management and so on. All these
together have been coincided with a sustained economic growth
performance in different sectors of the Indian economy. Nevertheless,
Indian economic development in recent times is note-worthy and a special
mention needs to be made in terms of its success on account of a strong
resilience in situations when different parts of the world confronted with

economic crisis and shocks (Rajesh, Mehta, 2003).

Indian Economy has significantly grown in the recent years. Both
social and economic indicators have reflected their respective positive
impact for the development of the Economy. India’s GDP has been
increasing over the last few decades. It has recorded an annual average

growth rate of above 4 percent approximately during the last decade.

! http://meaindia.nic.in/foreignrelationfindonesia.htm, Apr 2008
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GDP Growth of India
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Figure 3.1
The Growth of GDP’s India

With a GDP growth rate of 9.4% in 2006-07, the Indian economy is
among the fastest growing in the world, India's GDP in terms of USD
exchange-rate is US$ 1,289.9 billion. When measured in terms of purchasing
power parity (PPP), India has the world's third largest GDP at USS$ 4.164
trillion. India's per capita income (nominal) is US$ 1,089.0, while its per
capita (PPP) is US$ 4,543.

Although the Indian economy has grown steadily over the last decades;
its growth has been uneven when comparing different social groups, economic
groups, geographic regions, and rural and urban areas. Income inequality in
India is relatively small (Gini coefficient: 32.5 in year 1999-2000), though it
has been increasing of late. Wealth distribution in India is fairly uneven, with

the top 10% of income groups earning 33% of the income.

While these economic differences will shape each country’s approach
in negotiating an FTA, the presence of marked differences in levels of
development would be expected to increase the scope for trade creation and
positive benefits to each economy. The table following describe the

comparison of the economic from both.
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Table 3.1

Profile of Indonesian and Indian Economies
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Description Indonesia India
Surface land area (million km?2) 1.0 3.29
Population {million, 2007) 22494 1,123.97
GDP (US$ billion, current prices, 2007) 432.94 1,289.58
GDP Growth (2007, %) 6.30 9.40
Per capita GDP (US$/person, 2006, current price) 1,640.97 1,089.00
Export goods (US$ billion, 2006) 100.80 124.64
Import goods (US$ billion, 2006) 61.07 182.98
Export goods (% GDP, 2006) 27.66 14.21
Import goods (% GDP, 2006) 16.76 20.86
Inflation 2007 (Index, 2000=100) 184.12 137.27
Current account balance (US$ billion, 2007) 11.01 -19.35

2.3.

2.3.

Source:IMF World Economic Outicok

Indonesia — India Trade Relations

1. Indonesia’s Trade

Indonesia’s export and imports from India had been fluctuating

since the 1996. In 2007, bilateral trade between Indonesia and India reach

a record high of 6,553 million dollars. This places Indonesia and India’s

3.48% global trading partner.

The growth in trade between Indonesia and India is the result of a

more than average evolution in exports and imports, thus generating an

increase in bilateral exchange around 545.1% between 1998 and 2007,

three times of the growth of Indonesia’s global trade in the same period

(147.5 %).
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Indonesia's Exports, Imports and Trade Balance:

Table. 3.2

Global and India 1998-2007 (Billion US$)
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1998 | 1999 | 2000 | 2001 ] 2002 | 2003 | 2004 | 2005 [ 2006 | 2007
I. India
Export 072 092) 1.15 1.0os| 130} 174 | 217 288 339 494
Import 029| 028 052 049| 064 067 1.10 105 141 1.61
Trade Balance 043 065 063 057 066 1.08] 107 1.83 | 198 3.33
Trade Exchange .02} 120| L1.68 154 | 194 | 241 | 3.27 393 | 480 6.55
II. Global
Export 488 487 621 563 | 572| 61.1] 716 85711008 | 114.1
Import 273 24.0¢t 335 310| 313( 326[ 465 577 6L.1| 745
Trade Balance 215 247 286 254| 259 | 285 | .25.1 280 | 39.7( 396
Trade Exchange 762 727 | 956 873| 884 | 9306|1181 143.4 | 161.9 | 188.6
IIL. Share
Export 148 ( 190] 1.85 1.87 | 228 2.85| 3.03 336 | 336 433
Import 1.07 | I.15 1.57 157 204 | 204 | 2.37 1.82 | 230 2.16
Trade Exchange 1.33 1.65 1.75 176 | 2,19 | 257 | 2.77 274 296 | 3.48

Source : Comtrade Wits Database, processed

Export to India in 2007 reached 4,943.9 million doliars. Export to
India have increased at a higher pace than import, reaching between 1998
and 2007 a growth rate of 583.9%, higher than global export only grew in
133.6% in the same period. The share of export to India in Indonesia’s total
imports increased slightly, the range between 1.48 percent and 4.33 percent
during 1998-2007. Not only the share of export, but the percentage share of
imports from India’s in Indonesia’s total imporis also increases over year,
the range between 1.07 percent and 2.37 percent during 1998-2007. Tough
the value of Indonesia’s import from India increased from US$ 292.93
million in 1998 to US$ 1,609.61 in 2007. (Table 3.2). The trade balance
during 1998 until 2007 was surplus. In 2007, it marked surplus of
US$ 3,334.3 million. The poor record that Indonesian exports towards India
shown in 2001. The mainly the result of that are reduction of the Indonesia

economy in those years, process that has reversed in the last few years.
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Indonesia's Export and Import with India
% Share of Indonesia‘s total Export and Import
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Figure 3.2

Share of Indonesia’s Trade with India

About position Indonesia in Indian market, can be seen in table

following. Totally, Indonesia places 17" partner countries not only for
g Y P

export but also for its import. The main competitors of Indonesia in Indian

market are United State, China, United Arab Emirates, and Singapore,

which is the member of ASEAN.

Table. 3.3
Indonesia Position in Indian Trade, 2006
Indian Import from Indonesia Indian Export to Indonesia
No. Partner Name Share (%) No. Partner Name Share (%)
All Countries 100.0 All Countries 160.0
1. [ China 10.2 I. | United States 15.0
2. | Saudi Arabia 7.8 2. | United Arab Emirates 9.5
3. | United States 6.8 3. | China 6.6
4. | Iran, Islamic Rep. 4.5 4. | Singapore 4.3
5. | Germany 44 3. | United Kingdom 44
6. | United Arab Emirates 4.1 6. { Hong Kong, China 3.7
7. | Nigeria 4.1 7. | Germany 3.1
8. | Kuwait 3.5 8. [ Italy 2.8
9. | Iraq 32 9. | Belgium 27
10. | Singapore 32 10. | Japan 2.3
17. | Indonesia 24 17. | Indonesia 1.6
Others 45.8 Others 434

Source: WITS database
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2.3.2. Indonesia’s main Export to India
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Main commedities of Indonesian exports to India are dominated by

agriculture product. Fats, Oil and Waxes (HS 15) is the top commodities,

the share of total to world is high, it is about 22.39 percent. Followed by
Mineral Fuel and Oils (HS27), Ores, Slag and Ash (HS 26) and

Miscellaneous Chemical Products (HS 38). Some of those commodities

are commodities which have competitive with high RCA.

Table. 3.4

Top Ten Indonesian Main Export to India (Million US$)

Exporite | Growth | Share of
HS2 Description 2006 2007 World (%) World
2007 ‘03-'07 2007
15 | Fats, Oils And Waxes 1,464 | 2,289.7 10,226.8 19.44 22.39
27 | Mineral Fuels And Oils 679.5 864.0 29,211.1 38.99 296
26 | Ores, Slag And Ash 701.4 537.6 5,103.9 39.90 10.53
38 ﬁ:jﬁiﬁ“e""s Chemical 748 | 1248 928.6 | 3239 13.44
40 | Rubber And Rubber Articles 64.2 108.6 6,248.7 | 158.19 1.74
29 | Organic Chemical 78.2 100.8 2,564.8 33.05 3.93
84 | Machinery 78.8 844 4,670.2 38.88 1.81
72 | Iron And Steel 85.8 80.2 1,118.5 | 161.00 117
08 | Fruit And Nuts 66.8 69.5 2799 18.05 24.83
47 | Wood Pulp And Waste 52.3 59.5 1,068.1 24.95 5.57
Others 462.4 624.7 52,680.3 26.28 1.19
Total to India 29284 | 43192 | 114,100.9 28.20 379

Source : WITS database, processed

2.3.3. Indonesia’s main Import from India

The most important items of Indonesia’s imports from India

belong to commodity groups like manufactured goods, Electrical

Equipment, Machinery, etc.
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Table. 3.5
Top Ten Indonesian Main Import from India (Million US$)
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M from Growth | Share of
HS2 Description 2006 2007 World (%) World
2007 03-07 2007
29 | Organic Chemical 374.4 3739 3,881.2 31.34 9.6
72 | Iron And Steel 178.3 | 2125 4,175.0 31.16 5.1
23 | Food Waste And Animal Fodder 168.7 174.2 1,147.5 19.04 152
85 | Electrical Equipments 25.9 86.6 4,642.0 59.55 1.9
17 | Sugars And Sugar Confectionery 15.5 80.9 1,116.4 47.85 1.2
87 | Vehicles Other Than Trains 444 78.7 2,778.7 86.29 2.8
52 | Cotton 55.7 73.1 953.0 74.29 7.7
84 | Machinery 58.6 66.8 9,518.7 17.71 0.7
76 | Aluminum 17.6 58.8 815.1 46.41 7.2
12 | Seeds And Grains 521 51.6 568.4 26.56 9.1
Others 415.3 3524 | 44,8715 4.98 0.8
Total 1,407.4 | 1,609.6 | 744734 22.27 2.2

Source : WITS database, processed

2.3.4. India’s Trade

In 2006, Indonesia was India's second largest trading partner in the

ASEAN, after Singapore. Trade between India and Indonesia has
increased significantly over the years and is likely to exceed US$ 6.1
billion in 2007. This places Indonesia as India 2,1 percent global trading
partner.The potential for increasing the total trade is much more and could
be realized, provided the trade partners agree for mutual cooperation in

services.

India’s imports from Indonesia had been fluctuating since the 1996.

The share of imports from Indonesia in India’s total imports range between
from 1.55 percent to 2.40 percent during 1990-2007. Though the value of
India’s import from Indonesia increased from US$ 596.7 million in 1996
to US$ 4,098.90 in 2006, the percentage share in India's total imports
increased slightly, from 1.55 per cent in 1996 to only 2.40 per cent in 2006
(Table 3.6).
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India's Exports, Imports and Trade Balance: World and Indonesia 1996-2006

Indonesia World
Year Export Import B'ilr: ::e Export Import ler:s:c
1996 591.38 596.74 -5.36 33,404.1 38.424.3 -5,020.1
(1.77) {1.55)
1997 437.34 730.64 -293.30 34,721.0 38,658.3 -3,937.3
(1.26) (1.89)
1998 185.01 829.84 -644.83 33,109.6 37.895.8 -4,786.2
(0.56) (2.19)
1999 324.78 964.09 -639.30 36,9200 45,831.2 -8,911.3
(0.88) (2.10)
2000 412.03 025.58 -513.55 45,249.6 47,136.0 -1,886.4
{0.91) (1.96)
2001 540.74 1.047.73 -506.99 44,306.3 47,694.0 -3,387.7
1.22 (2.20)
2002 822.16 1,374.48 -552.33 52471.3 57,290.8 -4,819.5
{1.57) (2.40)
2003 1,113.35 2,096.57 -983.21 63,034.5 70,762.3 -7,727.8
(1.77) (2.96)
2004 1,284.90 2,515.07 -1,230.18 79,833.9 97,987.2 -18,153.3
(1.61) (2.57)
2005 1,385.50 3,005.19 -1,619.69 103,396.0 138,876.0 -35,480.0
(1.34) (2.16)
2006 2,024.41 4,098.90 -2,074.49 126,123.6 170,950.0 -44,826.4
(1.61) (2.40)

Source: WITS, processed

2.3.5. India’s Tariff and Non Tariff Profile

Trade between countries sometimes faces the barrier which the basis

point is to protect the domestic industry. The barrier could be tariff barriers

and also non tariff barriers. For some common commodity, such as crude

palm oil (CPO), it imposed tariff duty which is very high in India market.

In 2006, India’s government imposed standarization policy or non tariff

policy for food product, it was Food Safety Standard and Act 2006. The

other standarization policy related to food product which have been

implemented are:

Analysis of bilateral..., Deasi Natalia, FE Ul, 2008.

University of Indonesia




29

Standars of weight & measures & packaged commodities act & rules
Meat food products order (MFPO)
Seeds act & insecticidies Act

Infant milk substitutes act & rules

O N

Essensial commodities act

The restrictions on imports of raw materials and manufactured
intermediates were removed during India’s 1991/92 reforms, but imports
of nearly all industrial consumer goods and agricultural products continued
to be restricted, either by import licensing which operated as a de facto
import ban in most cases, or-especially in the agricultural sector- by
“canalization™ such as FCL Among other things these import restrictions
hobbled SAPTA, especially in the first two negotiating rounds in 1995 and
1997, when the other South Asian countries complained that it was
meaningless for India to grant tariff preferences when the same products

were subject to import licensing.

In response to these complaints, in 1998 India exempted the SAARC
countries from its general system of import licensing. At about the same
time (following pressure at the WTQ) it started removing these controls
vis a vis the rest of the world, and the final 715 tariff lines were freed on

April 1, 2001,

Table. 3.7

Structure of Tariff Regimes of Indonesia and India

Tariff Rate Indonesia (2007)* India (2006-07)**
Tariff lines* % Share No. of Lines % Share
0-5 5,674 64.89 1,273 10.15
>5-10 1,398 15.99 903 7.20
>10-15 1,256 14.36 8,825 70.36
>15-20 155 1.77 140 1.12
>20-25 33 0.38 8 0.06
>25-30 29 0.33 1,030 8.21
>30-35 - - 5 0.04
>35-40 44 0.50 8 0.06
>40-45 49 0.56 7 0.06
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Tariff Rate Indonesia (2007)* India (2006-07)**
Tariff lines* % Share No. of Lines % Share
>45-50 8 0.09 18 0.14
> 50 71 0.81 305 2.43
Others 27 0.31 20 0.16
Total 8,744 100.00 12,542 100.00

Source: BTBMI and Ministry of Commerce and Industry, Government of India
Note: * Tariff lines based on 2007 Indonesian tariff at HS 9-digit level
% Tariff lines based on 2006-2007 Indian tariff at FIS 8-digit level

India imposes a customs duty on its imported commodities very
high. Average tariff is around 20 percent in 2007. Agriculture product
have tariff higher than non agricuiture. Agriculture has tariffed around 42
per cent meanwhile non agriculture around 15 percent in 2007. Average

tariff base on sector can be seen in following figure.

2003 2004 2005 2006 2007
O All Tariff Lines 0O Agriculture 0 Non Agriculire
Figure 3.3

India’s Tariff Profile
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2.4, Current Status of Indonesia’s and India’s Trading Arrangements

2.4.1. Indonesia

1. Asean

The ASEAN Free Trade Area (AFTA), including Brunei,
Indonesia, Malaysia, the Philippines, Singapore and Thailand, was
established in January 1992 whose objective is to ensure ASEAN integration
with a view to promoting and accelerating the economic development of the
Southeast Asian region and in order to strengthen economic cooperation
between ASEAN members. This agreement provided for the elimination of
tariffs and non-tariffs barriers within the 15 years from January 1993 with
the completion date set at 2008. Until then, tariffs will be reduced to less
than 5%. In the mid-1990s four countries joined ASEAN: Vietnam in 1993,
Myanmar and Lao PDR in 1998 and Cambodia in 1999. They are also
participating in AFTA with deadlines set for Vietnam in 2006, Myanmar and
Lao PDR in 2008 and Cambodia in 2010. In summary, AFTA that currently
has a membership of ten countries. AFTA’s final goal is to eliminate
altogether import duties on all products, to create a truly free-trade, or tariff-

less, region.

2. LJ-EPA

Following the successful in negotiating the formation of Japan-
Singapore closer Economic partnership (JSCEP), Japan announced its desire
to establish Economic Partnership Agreement (EPA) with other ASEAN
countries. This economic partnership formed via regional negotiation with
each ASEAN countries. Indonesia is the last five biggest country of ASEAN
that start negotiating process with Japan. The initiation of FTA with Japan
has begun in the regional framework that is ASEAN-Japan economic
partnership agreement (AJCEP) which started since April 2005. Japan
wanted the form of this AJCEP is comprehensive and covered trade in good
and services. But differently with AJCEP, in bilateral EPA with Indonesia,
the offered form of economic cooperation is comprehensive and covered

three pillars. The establishment of IJEPA was based on some important
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consideration and hoped it could be basic and development to Indonesia
economic. Japan is Indonesia’s main partner and has significant roles in the
economic activities and trade. Therefore, the increasing of Indonesia-Japan
relationship will give significant benefits to the Indonesia economic

development.

2.4.2. India

India be apart in many arrangement with other countries, following

are agreement which India involved:

1. Agreement on South Asia Free Trade Area (SAFTA)

The Agreement on South Asian Free Trade Area (SAFTA) was
signed by all the member states of the South Asian Association for
Regional Cooperation (SAARC), namely, India, Bangladesh,
Bhutan, Maldives, Nepal, Pakistan and Sri Lanka. SAARC Summit held
in Islamabad on 4-6th January, 2004. SAFTA, along with its four annexes,

has come into force from 1st January, 2006.

2. Agreement on India-Bhutan Trade & Commerce

The Agreement on Trade and Commerce between India and
Bhutan was concluded in 17.1.1972. It has been renewed periodically,
with mutually agreed modifications. The current Agreement between the
two countries on Trade, Commerce and Transit was renewed on 28th July

2006 and operational from 29 July 2006 for a period of 10 years.

3. India-Sri Lanka Free Trade Agreement

There is a bilateral Free Trade Agreement (ISLFTA) with Sri
Lanka  which has been signed on  28.12.98. Under
this Agreement, both countries are committed to the elimination of

tariffs in a phased manner. ISLFTA became operational from March 2000.

4. Trade Agreement between India and Bangladesh
A bilateral trade agreement was signed between India and
Bangladesh on 4.10.80 for a period of three years with provision for

extension of three years by mutual consent subject to such modifications
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as agreed upon. Its validity has been extended from time to time. An
amended Trade Agreement was signed on 21.03.2006 which came into
force from 1.4.2006 and presently the agreement is valid till 31.03.2009.

5. Trade Agreement between India and Maldives

India and Maldives signed Trade Agreement on 31st March, 1981
which shall progressively remain in force until it is modified or terminated
by either country on giving three months™ notice to the other. The
Agreement provides for Most Favored Nation (MFN) treatment to each
other in trade and merchant vessels, promotion of commercial and
technical cooperation through exchange of delegations and participation in
trade fairs and exhibitions and supply of essential commodities by

Government of India to Government of Maldives on annual quota.

6. India-Nepal Treaty of Trade

The bilateral trade between India and Nepal is regulated by the
Treaty of Trade. The current Treaty has been in force for a period of five
years with effect from 6.3.2002. Presently, this Treaty was to expire on
6th March, 2007. Hence, both Governments of Nepal and India have
decided to renew the Treaty in its current form with effect from 6th March,
2007. Under this Treaty, there is free trade on mutually agreed to primary

products from each other as indicated in Protocol of the Treaty.

7. India-Afghanistan Preferential Trade Agreement

A Preferential Trade Agreement was signed between India and
Afghanistan on March 6, 2003 in New Delhi which provides for, among
others, establishing a Preferential Trading Arrangement between the two
countries to promote harmonious development of the economic relations
and free movement of goods through reduction of tariffs between the two
countries. The Agreement would remain in force till either party gives to

the other a notice for the Agreement’s termination.
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8. India-MERCOSUR PTA

The Framework Agreement, a Preferential Trade Agreement
(PTA) was signed in New Delhi on January 25, 2004. The aim of this
Preferential Trade Agreement is to expand and strengthen the existing
relations between MERCOSUR and India and promote the expansion of
trade by granting reciprocal fixed tariff preferences with the ultimate

objective of creating a free trade area between the parties.

9. FTA between ASEAN and India

A  FPramework Agreement on Comprehensive Economic
Cooperation between the Association of South East Asian Nations
(ASEAN) and India was signed by the Prime Minster of India and the
Heads of Nation of ASEAN members during the Second ASEAN — India
Summit on 8th October 2003 in Bali, Indonesia.

The key elements of the Framework Agreement on
Comprehensive Economic Cooperation between the ASEAN and India
cover FTA in Goods, Services and Investment, as well as Areas of
Economic Cooperation. The Agreement also provided for an Early
Harvest Programme (EHP) which covers areas of Economic Cooperation
and a common list of items for exchange of tariff concessions as a
confidence building measure. Negotiations in Trade in Services and
Investment are expected to begin immediately after the Agreement on

Trade in Goods is concluded.

10. Joint Study Group between India and Others

There many JSG to examine the feasibility of a comprehensive
economic partnership agreement (CEPA) between India and some
countries in ASIA, such as with Republic of Korea, Japan, China,
Singapore, Thailand, Malaysia, Indonesia, and others countries such as

Israel, Mauritius, South Africa Customs Union (SACU) and Russia.
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CHAPTER 1V
METHODOLOGY

The methodology which is used in this study contains some steps and

ways. For the detail the methodology is as follow:

4.1. Trade Flow and Trade Potential Analysis

Building on methodologies employed by the International Trade
Centre ITC in Geneva (part of the UN system and closely affiliated with
UNCTAD and the WTO) to evaluate the potential for increased trade within
RTAs and further adapted for other bilateral trade studies. This study will
attempt to identify products with a potential for trade expansion in India
market based on trade flow analysis. The approach attempts to reveal
product groups which are exported by one country towards the other and
rest of the world, and for which there is a significant import demand in

another country.,

The first concept that needs to be introduced is the notion of
potential supply capacity, which determines the lesser of total India import
and total Indonesia exports of a particular commodity. In other words, we
determine the most that Indonesia could export to the India, constrained
either by total export supply or import demand. From this we subtract actual
current India exports to the India to arrive at indicative trade potential (ITP).
In basic terms, the indicative trade potential is defined as the lowest value

between the amount the target market can absorb and the amount the target

exporting country can supply.

Indicative trade potential = MIN (Supply capacity, Market absorption)

Indicative potential trade thus shows of the as yet untapped the India
import market, thereby directing policy-makers towards identifying
commodity groups offering substantial export potential for Indonesia. Then,
we rank all HS 2 commodity groups according to the indicative potential

trade. Next, we introduce growth and size dimensions into the framework.
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The growth rates are calculated for Indonesia exports to the India and to the
world and the India imports from the world for the period 2002 to 2007 at
the HS2 commodity group level. If trade is measured as zero for any of the
observations during this period, we assign a zero growth rate to this
commodity group. With three sets of growth rates — one for Indonesia’s total
exports, one for Indonesia’s exports to the India and cone for India total
imports — and two possible solutions - either positive growth or

negative/zero growth — six possible combinations can be identified.

To determine whether or not a sector shows these attributes, they are
categorized according to the growth of Indonesia exports to the world, India
imports from the whole world and India imports from Indonesia. Growth
rates are calculated for the last five years. Using these criteria, commodity
groups can be categorized according to table below.

Table 4.1:
Classifying Category According to Export Growth

Potential
Export Code

Indonesia
Export to India

Indonesia
Total Export

India Total
Import

Comment

5

Oor-

+

+

High potential in India but not
realized by Indonesia exports in
that market, although significant
Indonesia exports elsewhere occur

High potential in India, realized by
Indonesia exports in that market
with significant Indonesia exports
elsewhere

Qor-

High potential in India, realized by
Indonesia exports in that market
but with export supply constraints
elsewhere

Qor-

Oor—

High potential in India, mnot
realized by Indonesia exporis in
that market and with export supply
constraints elsewhere

Oor-

Low potential in India, realized by
Indonesia exporis in that market
with significant Indonesia exports
elsewhere

Qor-

Qor-

Low potential in India but not
realized by Indonesia exports in
that market, although significant
Indonesia exports elsewhere occur
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It can be argued that the highest priority should be given to those
commodities that have shown high growth in the India and for which
Indonesia has displayed high growth of exports to the world but not to the
India. We assign the potential export code 5 to these commodities.
However, even if Indonesia exports to the India were to be positive instead
of flat or negative, policy-makers would want to improve access to
perhaps facilitate gain in market share in the India (code 4). Commodities
with negative or flat total export growth for Indonesia may feature less on
the radar screens of policy-makers (code 2), even if the India market is
expanding and Indonesia exports to that market are positive (code 3). For
all potential export codes discussed so far (2 to 5), a minimum market size
of US$ 100 Million is reguired to trigger an offensive interest. Exports less
than US$ 100 Million are considered to be less interesting. In this study, it
choose to look at those commodities with codes 4 and 5, an ITP value of

100 US$ million and higher and a non-zero tariff.

Specification of the Model

In estimate model equation, it is used pooled data. There some
reason why it uses pooled data. First, application of data panel is to
enhance a number of observations, in other word, to solve unlimited of
time series data that was often necessary in research. Second, variation
among different units and variation according to time will appear in panel
data model. Hence, analysis of this model is probably to explain, to
analyze and examine hypothesis. Finally, it is supposed that each

individual has different effect or characteristic.

The purpose of this section is to estimate in equation model what
the potential impact of further reduction in tariff barriers on trade between
the Indonesia and India for 10 main commodities (base on trade flow
analysis before) traded between the Indonesia and India. This study has
two model equations, it differentiate between export and import. So there
are two model, model for Indonesian export to India, and model for

Indonesian import from India.
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42,1, Model of Indonesian Export to India

In this analyze, it will use cross section data of 10 potential export
commodities from Indonesia to India using HS 2 code with period 2001-
2007. The reason why it is chosen just 10 commodities is based on
identification of indicative trade potential and those commodities represent
more than 80 percent of share to total export to India. The basic equations

for the regression analysis develop from Kalirajan model, as follow form:

In Exporty, = dg + B; In (GDP; ) + B2 In (REXR ) + B3 (Tariff})) + £

Where

Exporty = Export of Indonesia to India for commodity k

GDPF; =  Gross Domestic Product of India

REXR = Real exchange rate of the Rupiah in term of Rupee
Tariff; = Simple Average tariffs of India

o = Constanta

€ =  Ermror Term, the effect of another variable not in model

The difference with the Kalirajan model is in distance. Kalirajan
used distance between the countries as independent variable. The reason
why I exclude the distance variable is because this analysis only between
two countries, so using the distance variable is not appropriate since there is
no changes the distance between two countries year by year. The analysis is
done using total export and import of Indonesia’s specific commodity using
HS code 2-digit. These commodity groups are selected on the trade
potential basis and from their share of export and import. The reason why
chosen 10 commodities because it represented about 80 percent share of

Indonesian export to India and 70 percent share of Indonesian import.

The data for exports import of both were available from the UN and
BPS for the Period 2000-2007. Hence, data used in this study are confined
to this period. The UN and BPS publications present export data in their
current values. Real export is taken by Indonesia nominal export to India

converted into real values via deflating by the Wholesale Price Index (WPI).
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Nachrowi, Djalal and Usman (2002) said that one indicator which is used to
measure national economic condition is export. In this study, the real
exchange rate of India is constructed by multiplying the domestic price
(CPI) level by nominal exchange rate and then dividing by the Indonesia
consumer price. Real GDP is constructed by data in current prices based are
converted into real values via deflating by the gross domestic product

(GDP) deflator.

4.2.2. Model of Indonesian Import From India

For the Indonesian import model, I applied the same process to
tackle the endogenous problem. Because the imports are just the opposite
movement of goods as exports, we reversed the process we adopted for the

export model.

In this analysis, it will use cross section data of 10 main import
commodities of Indonesia from India using HS 2 code with period 2001-
2007. The reason why it is chosen just 10 commodities is based on the
share more than 75 percent of share to total Import from India. The

equations for Import model is as follow:
In Importk= Oy + ﬁ] In (GDP;) + ﬁz In (RE)(Rij ) + B3 (Tan'ffi) + £

Importy = Import of Indonesia from India for commodity k
GDP; = Gross Domestic Product of Indonesia
REXR = Real exchange rate of the Rupiah in term of Rupee

Tariff; = Simple Average tariffs of Indonesia
o = Constanta
c = Error Term, the effect of another variable not in model

4.2.3. Expected signs of the coefficients

The real GDP are used to proxy for the economic sizes of the

countries; hence, if real GDP increases, countries seem to export more or
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import more. That is, trade between the countries rises, so the coefficients

of real GDPs in both equation models are expected to be positive.

Blanchard (2003) asserts that the real exchange rate represents the
price of foreign goods in terms of domestic goods; thus, the depreciation
of the domestic currency makes domestic goods relatively cheaper, leading
to an increase in exports due to higher foreign demand. So, the variable for
the real exchange rate is expected to have a positive coefficient in the
unilateral exports model since depreciation in the country i will stimulate
export flows from the country i to the country j. Otherwise, coefficient for
import model is expected have a negative sign, it is contrary with the

export.

Trade barriers such as tariff have a statistically significant negative
effect on trade flows between countries. It is common knowledge within
the economic and business arena that tariffs will reduce the volume of
trade and serve as a trade impediment measure. So, negative sign is

expected for the result analysis.

Scenarios of Simulation for Export- Import Indonesia-India

Refer to estimation result, so it will try to make simulation on
increasing export and import value after FTA. In simulation stage, only
reduction of tariffs under ceteris paribus assumption was taken. The
scenario on tarff elimination use modality which usually practiced in
bilateral arrangement. There are four schemes or scenarios in this

simulation, they are as follow:

1. Early Harvest Program (EHP)

EHP is one of type of modality tariff elimination which use in
arrangement in ASEAN countries and also ASEAN with China. The

scenario under EHP is as follow:
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Table 4.2. Scheme of EHP

EHP
Existing MFN Tariff Rates (X) Preferential Tariff Rate
X > 15% 10%
5% < X< 15% 5%
X < 5% 0%

2. Normal Track (NT)
Normal track which tariffs would be reduced more slowly. The

scenario under Normal Track is as follow:

Table 4.3. Scheme of Normal Track

Normal Track
Applied MEN Tariff Rate (X) Preferential Tariff Rate
X > 20% 20%
I5% < X < 20% 15%
10% < X < 15% 10%
5% <« X < 10% 3%
X<5% 0%

3. Sensitive Track

This study tries to eliminate by 50% by both countries.

4, 100% tariff cuts i.e. free trade between Indonesia and India

This would give some idea of the sort of producer gains and
losses that could result from an FTA with the India. The final scenario
of simulation is the maximum benefit that could be gained. This wouid
occur if all Indonesia and India tariffs were reduced to zero. In this
section we first consider market access gains for Indonesia exporters to

India, followed by a view on potential gains to India exporters.
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4.4. Data Description

Data used 1in this study based on the secondary data. Data on export,
import and tariff of both Indonesia and India are taken from the UN
COMTRADE database provided through the online WITS software
developed by the World Bank and UNCTAD. Trade data recorded in US
dollars and the classification of the product base on two digit of harmonized
system (HS).

Gross Domestic Product (GDP) data for Indonesia and India at
dollars constant price and the exchange rate were obtained from the

International Financial Statistics using IFS browser.
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CHAPTER V
RESULT AND ANALYSIS

The objective of this chapter is to provide the result of the identifying
potential product of Indonesia in Indian market base on trade flow analysis. Next,
it provides the result from estimation the equation of export import model and
then it shows how much increasing value of export and import from tariff

elimination base on some scenarios of simulation.

5.1. Identifying Export Potential

To identify potential commodity or product of Indonesia to export to
Indian market, this study attempt to identify commodities with high export
potential to India markets based on trade flow analysis. The approach
attempts to reveal product groups which are exported by Indonesia to India
and rest of the world, and for which there is a significant import demand in

India market.

According to explaining in methodology about the concept of trade
flow analysis and indicative trade potential, in this analysis, I choose to look
at those commodities which is under code or category 4 and 5, and ITP
value of 100 US$ million and higher and a non-zero tariff. From a total of
about 97 HS2 commodities there are 44 met the conditions set above (table
5.1). It means there are many potential commodities of Indonesia that could
be improve the access to perhaps facilitate gain in market share in India.
Besides the oil and gas commodity, Electrical Equipment (HS 85) ) has the
highest potential of about US$ 7.29.2 billion followed by Ores, slag and ash
(HS 26); Machinery (HS 84) and Fats Oil and Waxes (HS15) and they are
making a top five list based on indicative trade potential. Export potential of
each these group products are US$ 4.9 billion; US$ 4.3 billion; US$ 2.26

billion respectively.

On a sector basis, most industry sector shows significant potential as
paper, furniture, organic chemical, footwear, wood pulp and waste and
many others. On agriculture sector, the potential commodity could be
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improved the access such as wood, fish, cocoa and tobacco. Besides that,

Man-Made Staple Fibers (HS55) and Nickel (HS75) show very high

potential to improve.

Table 5.1

Category 4 and 5 commodities with Indicative Trade Potential

Greater than US$ 100 Million

No. | HS2 Description 1TP2007 | Category | Tariff | 42210
1 27 | Mineral Fuels And Qils 29,211.1 4 11.8 864.0
2 85 | Electrical Equipments 7,596.2 4 10.5 28.7
3 26 | Ores, Slag And Ash 4,935.8 4 5.6 537.6
4 84 | Machinery 4,670.2 4 12.0 84.4
5 15 | Fats, Qils And Waxes 2,5839 4 64.8 2,280.7
6 29 | Organic Chemical 2,564.8 4 12.6 100.8
7 39 | Plastic & Plastic Articles 1,906.5 4 12.5 49.0
8 87 | Vehicles Other Than Trains 1,902.9 4 298 17.9
9 40 | Rubber And Rubber Articles 1,388.9 4 13.5 108.6
10 74 | Copper 1,373.9 4 12.5 34
I1 48 | Paper 1,242.5 4 12.5 59.0
12 73 | Anricles Of Iron Or Steel 1,148.1 4 12.5 24.4
13 72 | Iron And Steel 1,118.5 4 200 80.2
14 38 | Miscellaneous Chemical Products 928.6 4 14.1 124.8
15 | 7 2";‘2?;3";’:?}’0“;3:‘;;“ & a 8975| 4 12.5 0.0
16 76 Aluminium 868.1 4 12.5 54
17 75 | Nickel 750.6 5 12.5 0.0
18 47 | Wood Pulp And Waslte 745.6 4 6.4 59.5
19 89 | Ships And Boats 643.3 4 12.5 182

20 94 | Fumniture, Bedding, Lamps, Hlum. 528.3 4 12.5 44

21|90 | O ing Bty MedicalIn sis1| 4 115 86
22 54 | Man-Made Filaments 4354 5 12.5 28.3
23 28 | Chemicals And Allied Products 400.1 4 12.1 39.0
24 70 | Glass And Glassware 3814 4 12.5 19.1
25 25 | Salt, Suiphur, Earths & Stone 2913 4 123 34
26 69 | Ceramic Products 290.0 4 12.5 32
27 08 | Fruit And Nuts 279.9 4 350 69.5
28 32 | Tans, Dyes, Pigments, Paints, 261.8 4 125 27.8
29 | 34 iﬁi’:{c\:{ﬁgﬁgﬂﬁfﬁm 251.1 4 12.5 14.6
30 55 | Man-Made Staplc Fibres 233.1 4 12.5 12.8
3 3 g:s;:;lr?azjry?ﬂcsofs\;guiisgf 'lll‘josi’lct 2215 4 203 77
32 09 | Coffee, Tea And Spices 206.2 4 56.8 48.4
33 96 | Miscel Manufactured Articles 200.8 4 12.5 1.5
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No. | HS2 Description 1TP2007 | Category | Tart | G010
34 88 | Aircraft And Spacecraft 194.7 5 8.7 16.3
35 41 Raw Hides, Skins And Leathers 1839 4 9.5 12.8
36 30 Pharmaceutical Products 176.4 4 12.1 24.4
37 95 | Toys, Games & Sports Equipment 154.9 4 12.5 0.9

Articles Of Stone, Plaster,
38 68 Cement, Asbestos And Mica 140.5 3 12.5 1.0

39 64 | Footwear 139.6 4 12.5 1.6
40 83 Miscs Articles of Base Metals 137.7 4 12.5 1.6
41 59 Industrial Textile Fibers 116.6 4 12.5 3.4
a2 63 OLhcr_Tcxu!c Articles And Used 113.3 4 12.5 0.8

Clothing

43 12 Seeds And Grains 112.5 4 311 2.8

44 23 Food Waste And Animal Fodder 102.2 5 300 3.7

Source: WITS, processed

However, only a half of these product groups exceeded US$ 20
million in 2007 trade with India. Furthermore, there are many groups in the
list were not exported to the India or just a few in 2007. We already know
{by definition of code 4 and 5) that supply is not the constraining factor for
these products. This suggests that there may be possible constraints that are
restricting these commodities from realizing the potential in the Indian
market. These constraints may range from export competitiveness,
consumer preferences, transport costs, trade barriers (tariff and non-tariff),
business cycles, and seasonal factors, as well as political and economic

events.

Next we match the product groups up with tariff barriers, and look
into the possibility of those being the constraining factors. From the 44
identified commodities, almost ail of them have tariff more than 10%, just 2
of them had a tariff of less than 10% imposed on them by the India in 2007.
One of the high was 29.8 % imposed on HS 87 Vehicles Other Than Trains,
which unsurprising little recorded exports to the India in the same year.
Among the agricultural products, HS 15: Fats, Oils & Waxes with the
highest tariff of about 64.8%. Despite that, the value export is the highest of
US$ 2.3 billion in 2007. The implication here is that India is a main

destination county for Indonesian export of HS 15. Totally, the average
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tariff imposed in India is higher than 18 percent, so further removal of the
constraining factor, it is expected will result in more commodities achieving

high export performances and thus realizing the potential.

There are only two HS 2 products falling under code 3 and all of them
with the market size larger than US$ 100 million. All these products have
high potential in the India market, but Indonesian export of them is still low.
Two products are, HS 44: Wood, and HS 52: Cotton. Of these two, the
tariffs more than 10% imposed on them. In this case, tariffs could be

considered as one of the main barriers.

Table 5.2

Category 3 commodities with Indicative Trade Potential
Greater than US$ 100 Million

No. | HS2 Description ITP 2007 | Category | Tariff Idl':] gfa“’
i 4 | Wood 13278 3| 112 44
2 52 | Cotton 514.5 3| 127 7.5

Source : WITS, processed

According to figure the percentage of potential export, we can
conclude that Indonesia has many potential products to improve in
expanding market in India, More than 80% our product groups have market
in India. But for overall, Indonesia still not exploits that condition. It can be
concluded from many products have under the category 5 (24 percent), that
means if Indonesia has high potential in India but not realized by Indonesia
exports in that market, although there is significant Indonesia exports
elsewhere. With the cooperation on trade with India is expected to
Indonesia could expand their market with low trade barrier. We can see that
it just 3 percent from the entire product which have low potential in India
market (code or category 0). Consequently, FTA with India will give gain
much to Indonesia if we could take chance and opportunities within
penetrating the market. The following graphic shows the percentage of each

category.
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Code 4

Figure 5.1
Percentage Potential Export according to Category

Result of Export Equation

The Result of F or Chow test

The first step to determine the best approach in estimating the
model is by testing the model using Chow-Test or F Test which is the test
to confirm about the existence of individual effects. Firstly, we need to do
F test and Chow test from pooled least square with elaborate common
intercept with no weighting. The F test and chow test is used to analyze

whether the cross section have an individual effect or not to the model.

Table 5.3
F-Test Result
SSR 1 SSR 2 F - table
LS EM F-stat Result Conclusion
(PLS) (FEM) (i A F -table
(1%) | 2.736

144.206 13.079 | 63.496 | (5%) 2.049 | F-stat > F-table Fixed Effect

(10%) | 1.744
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The result of F test above shows that F-stat > F-table with degree a

=0.01, a = 0.05 and o = 0.1; so it can be concluded that the model has an

individual effect and fixed effect is better to estimate the model.

5.2.2. The Result of Hausmann test
Based on the result F test and chow test, we find that fixed effect

model better than common model, the process should be continued by

hausmann test to examine where the model more properly to use, using Fix

Effect or Random Effect Estimation.

Table 5.4
F-Test Result
XZ table
Hausmsann Test Result Conclusion
o XZ table
Chi-square 3df) | 57094 | (%) | 11.345
X2 table > Random
p-value 0.122 (5%) 7815 Hausmann Effect
(10%) | 6251

Based on the table result above, We can see that the result of

Hausmann test with degree a = 0.01, ¢ = 0.05 and o = 0.1, it shows that x?

table > Hausmann, so random effect is better to use in examine the model

than fixed effect. Because the result from hausman test show that random

is better, so, there is no need LM test more to examined the model.

5.2.3. Estimation Result

The estimation result of random effect model for the model of export

of Indonesia to India is shown in the following table:
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Table 5.5
The Regression Resuit of Export Model
Variables Random Effect Method
Coefficient Probability

C 6.951272 0.2425
LOG(GDP_IND?) 1.521975%%%* 0.0016
LOG(ER?) -0.992561 0.1814
TARIFF? -0.036799%** 0.0093
R-squared 0.9120

Source: processed using Eviews

5.2.4. Interpretation and Analysis of the Model

The interpretation of the estimation result for that model can be

explained as follow:

a. The correlation between dependent and independent variables is shown
by the value of R? of 0.912. It means that all explanatory variables can
be explained by the model in the level of 91 per cent. So, it is relatively

strong correlation between dependent and independent variables.

b. GDP has significant influence to trade. As expected, the GDP elasticity
is positive. This implies that Indonesia tends to trade more with larger
economies, the increasing of the real value of the trading partner shows
the power of the country to import more for domestic demand. In other
word with a rise in GDP of India, the export of Indonesia will increase.
The value is more than unity which means that it is in the elastic region,
so that Indonesia’s export is highly sensitive to India’s growth. India’s
GDP give significant influence to Indonesia’s trade, it is showed on
probability = 0.0016. When India’ GDP increases 1 percent, it will
increase Indonesian export for those 10 commodities by 1.52 percent

ceteris paribus.

c. Variable of exchange rate give insignificant influence to Indonesian

export for those commodities. In the case of the real exchange rate, the
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coefficient is negative, meaning that a real depreciation of the Indonesia
money decreases the export of Indonesia to India. The research by
Ekananda (2002) concluded that the influence of depreciation exchange
rate to trade in the beginning would give negative value because it is
needed a certain time lag adjustment to the new price. But, in his case,
the coefficient is insignificant, so it does not give influence to the

dependent variable.

. Finally, tariff gives significant influence to Indonesia’s trade. It is
showed on probability = 0.0093 and it has expected sign (-). If the
average Indian tariff for those commodities decreases, the total trades of
Indonesia for the commodities increase. Based on the result of model, if
tariff decrease 1%, it will cause increasing export for those
commodities about 0.0368%. Based on elasticity, Indian tariff has value
less than unity; it means that tariff is in the inelastic region, so that
change of tariff will effect slowly to total Indonesian export, in other
word, tariff is not major factor which be able to push Indonesian export

to India.

From the equation result for each commodities, ceteris paribus,

shows the individual effect is as foliowing table:

Table 5.6
Individual Effect for 10 Selected Commodity Groups

HS Code Description Individual Effect
15 Fats, Qils And Waxes 4.1945
27 Mineral Fuels And Oils 1.5869
26 Ores, Slag And Ash 0.7942
08 Fruit And Nuts 0.1586
29 Organic Chemical -0.4073
84 Machinery -0.7339
47 Wood Pulp And Waste -1.2371
85 Electrical Equipments -1.3902
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Table 5.7
F-Test Result of Import Model

SSR1 SSR2
. sFt;t F—table Result Conclusion
(PLS) (FEM) a F -table
(1%) 2.811

46.112 | 18894 | 7523 | (5%) 2.086 { F.stat> F-table | Fixed Effect
(10%) | 1.768

Source: processed using Eviews

The result of F test above, it shows that F-stat > F-table with degree
o = 0.01, ¢« = 0.05 and & = 0.1; based on that we can conclude that the

model has an individual effect and fixed effect is better to estimate the

model.

5.3.2. The Result of Hausmann test
Based on the result F test and chow test, we find that fixed effect
model better than common model, next we need to hausmann test to

examine where the model more properly to use.

Table 5.8
Hausman Test Result of Import Model

X2 table
Hausmann Test Result Conclusion
Q X table
Chi-square
(3df) 0.163 (1%} 11.345 )
X table >

(5%) 7815 Hausmanm Random Effect
p-value 0.983

(10%) 6.251

Source: processed using Eviews

We can see from the result of Hausmann test with degree ¢ =0.01, o
=0.05 and a = 0.1, it shows that X” table > Hausmann, so random effect is

better to use in examine the model than fixed effect. Because the result
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HS Code Description Individual Effect
40 Rubber And Rubber Articles -1.3984
72 Iron And Steel -1.5673

Source: own processed using Eviews

From the table, it can be seen that commodities which have highest
of average export is Fats, Oils and Waxes; followed by Mineral Fuels and
Qils; Ores, Slag and Ash; and Fruit and Nuts. Otherwise, commodities

which have smallest export is Iron and Steel.

Highest Individual effect in Fats, Oils and Waxes is possible,
because it is top one commodity of Indonesian export to India, in addition
Fats, Oils and Waxes is one of main commodity export of Indonesia to
world. In addition, Crude Palm Oil as one of derived product from HS 15
is an important sector in the Indonesian economy as ifs is one of the
country’s major export earners. Beside that, Indonesia is the world second

largest producer of palm oil after Malaysia.

Iron and Steel is the lowest individual effect to Indonesia export. It
is possible if we see the value of comparative advantage for that product is
less than one (0.42), it means that iron and steal is product which is not

competitive in the other market.

Result of Import Equation
The Result of F and Chow test

Firstly, we need to do F test and Chow test from pooled least square
with elaborate common intercept with no weighting. The F test and chow
test is used to analyze whether the cross section have an individual effect

or not to the model.
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from hausman test show that random is better, same with export equation

model, import model does not need LM test as well.

5.3.3. Estimation Result

The estimation result of random effect model] for the model of Import

of Indonesia from India is shown in the following table:

Table 5.9
The Regression Result of Import Model

Random Effect Method
Variables
Coefficient Probability

C 7.398722 0.6035
LOG(GDP_INA?) 2.59678 % 0.0280
LOG(ER?) -1.837322 0.2912
TARIFF? -0.144939* 0.0543
R-squared 0. 5944661

Source: processed using Eviews

5.3.4. Interpretation and Analysis of the Model

The interpretation of the estimation result for that model can be

explained as follow:

a. In this case, GDP not only has positive sign which again supports the
H-O hypothesis and also give significant influence to Indonesia’s
Import, it is showed on probability = 0.02. An increase of 1%
Indonesia’s GDP leads to increase Indonesian Import for those
commodities by 2.59 percent. It indicates that the Increasing of the
value of real GDP, show the power of Indonesia to import the

commodities for domestic demand.

b. Imports of Indonesia are also negatively responsive with the exchange
rate but it has insignificant influence to Indonesian Import for those

commodities. If we look at figure 5.2 below, we can see that
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depreciation or an appreciation of the Indonesia’s currency did not give
big influence not only to demand for imported goods but also for export.
The trade balance tends to increase year by year, even though there is a
depreciation or depreciation of the Indonesia’s currency. Beside that,
from the figure it can be seen that the Indonesia’s currency in term of
India currency during period 2002 until 2007 relatively stable. So,

exchange rate gives insignificant to trade between Indonesia and India.

an .
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2002 2003 2005 2006 2007

Figure 5.2
Comparison between RER and Import

Defined as units of foreign currency per unit of domestic currency,
a domestic currency appreciation is represented by a rise in the (defined)
real exchange rate. The effect of currency appreciation is twofold.
Firstly, export would be instantaneously more expensive. However, this
effect will be negated to the extent that imported raw materials would
now be cheaper. Overall though, it seems sensible to assume that the
former effect will dominate. Thus firstly, the exchange rate variable
appears to be perversely signed, and secondly it appears insignificant.
The insignificance of this variable is possibly suggesting that the two
conflicting effect (supply and demand are canceling each other out)

(Harris and Matyas, 1998).
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Magee (1973) assumed the unfavorable effect of currency
depreciation as the J-curve since the total time path (short and long-run)
of the balance of trade resembles the letter of “J”. Krueger (1983)
pointed out that the existence of J-curve phenomenon can be attributed
to the fact that at the time an exchange occurs, goods, which are already
in transit and under contract, have been purchased, and the completion
of those transactions dominates the short-term change in the trade
balance. So, it can give indicate why the exchange rate give

insignificant to the export and import for this case.

Finally, tariff gives significant influence to Indonesia’s trade on alpha
10 percent. It is showed on probability = 0.054 and it has expected sign
(-). If the average Indonesian tariff for those commodities decreases, the
total import of Indonesia for the commodities increases. Based on the
result of model, if tariff decrease 1%, it will cause increasing import for
those commodities about 0.145. The exchange rate elasticity of imports
is - 0.145. The absolute value is less than unity which means that it is in
the inelastic region, it indicate that change of tariff will affect slowly to

total Indonesian import,

From the equation result for each commodities, ceteris paribus,

shows the individual effect is as following table:

Table 5.10
Individual Effect for 10 Selected Commodity Groups

HS Code Description Individual Effect
29 Organic Chemical 0.7943
72 Iron And Steel 0.7194
27 Mineral Fuels And QOils 0.2695
39 Plastic & Plastic Articles 0.1435
23 Food Waste And Animal Fodder 0.1417
52 Cotton 0.0154
73 Articles Of Iron Or Steel -0.0847
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HS Code Description Individual Effect
12 Seeds And Grains -0.2804
84 Machinery -0.6402
74 Copper -1.0785

Source: own processed using Eviews

From the table, it can be seen that commodities which have
highest import is Organic Chemical; followed by Iron and Steel;
Mineral Fuels and Oils; Plastic & Plastic Articles and Food Waste and
Animal Fodder. Otherwise, commodities which have smallest import

are Copper.

Highest Individual effect in Organic Chemical is possible,

because it is the seventh largest of Indonesian main import.

Result of Simulation

Within simulation of import, there is one important thing that need
to be attention, because of low Rz, so we need to be careful on
interpretation The purpose of this section is to estimate what the potential
impact of further reduction in tariff barriers on trade between the Indonesia
and India for those selected commodities traded between the Indonesia and
India. This would give some idea of the sort of how much increasing
export and import that could result from an FTA with the India. The final
simulation is the maximum benefit that could be gained. This would occur

if all Indonesia and India tariffs were reduced to zero.

5.4.1. Simulation of Indonesian Export to India

Next, the analysis concern working out the impact of FTA on
export of Indonesia to India. This simulation is a hypothetical scenario in
which the countries start with elimination scheme of EHP, normal track,
sensitive track and complete elimination of tariff in the final phase. The
value and percentage terms of Indonesia’s increasing in export to India

under different scenarios are shown in table below:
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Increase of Export (Value in '000 US$) Percentage Increase
Description

EHP NT ST FTA EHP | NT | ST | FTA
Fats, Qils And Waxes (15) 47,9450 | 33,183.8 | 38,171.3 | 69,2725 | 2.09 | 1.45| 1.67 | 3.03
Mineral Fuels And Oils (27) 42477 | 3,533.8 45810 51058 049 | 041 [ 053 | 059
Ores, Slag And Ash (26) 19226 | 20843 | 21947 | 2311.0| 036 039 041 | 043
Rubber & Ruber Articles (40) 2146 178.6 2278 2580 | 020{ O0l6| 021 | 0.24
Organic Chemical (29) 5782 481.0 619.0 695.0 | 057 048 | 0.61 | 0.69
Machinery (84) 417.1 347.0 449.1 5014 | 049 | 041 | 0.53 | 0.59
Iron And Sieel (72) 150.8 125.5 181.3 2179 | 019 | 016 | 0.23 | 0.27
Fruit And Nuts (08) 465.9 6428 | 10183 | 12240 | 067 | 093|147 ] 176
Wood Pulp And Waste (47) 2522 252.2 285.7 303.1 042 | 042 | 048 0.51
Electrical Equipments (85) 2164 180.0 236.2 260.1 075 063 082 091
Total 56410.5 | 41,009.1 | 47.964.3 | 80,148.8 134 | 097 | 1.14 | L90

Source: own calculation

The simulation result shows that the main beneficiaries of the tariff

phase down are Indonesian exporter of Fats, Oils and Waxes (HS 15). Due
to FTA, Indonesia’s export of this item to India market will increase by
3.03 percent and has potential to expand their market in India with US$ 62
million, followed by Fruit and Nuts (1.76 percent) in HS 08 with 1,2
million US$; and Electrical Equipment (0.91 percent) in HS category 85.
This shows that as trade barriers are reduced or removed, then trade will
increase. For the Fats, Oils and Waxes (HS 15), the percentage of

increasing export is the highest according to all scenarios. (figure 5.2)

According to all scenarios, the highest increasing value can be
obtained if all tariff is zero, there is no longer tariff barrier. The lowest

increasing occur if it provides normal track within tariff elimination.
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Fats, Oils And Waxes

20%

Figure 5.3

Percentage Increasing Export for HS 15 in All
Tariff Elimination Scheme

5.4.2. Simulation of Indonesian Import from India

Impact of different levels of tariff cuts through FTA on India’s

exports to Indonesia (Indonesia’s import) is shown in Table 5.13. In the

hypothetical comparative analysis, it is shown that if Indonesia completely

eliminates tariffs on its imports from India, total exports of the India for

those commodities will increase by 1.13 percent or has potential to expand

their market in India with US$ 618, 7 million

Table. 5.12

Value and Percentage of Increasing Import According to all Scenarios

Inceease of Impart (Value in ‘000 US$)

Percentage Increase

Description

EHP | NT ST FTA | EHP [ NT | ST [FTA
Plastics & Plastic articles (39) | 9137 | 4427 | 8629 1.8860| 217| 1.05| 205 | 448
Iron and steel (72) 16252 | 16252 | 22650 33546| o098| 098] 136| 202
Cotton (52) 8039 | 8039 9132 16593 | 096| 096 1.09| 1.8
Articles of iron or steel (73) 7273 3523 725.7 1,501.2 0.95 046 | 095 196
Machinery (84) 8613 | 6253 7339| 8613| 176| 128 150 176
::2"30; Waste & Animal Fodder | ceaa | 13027 | 16192 | 18827 123 o091 106| 123

Analysis of bilateral..., Deasi Natalia, FE Ul, 2008.
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Increase of Import (Value in '000 US3) Percentage Increase
Description

EHP NT ST FTA EHP NT ST | FTA
Seed and Grains (12) 1,234.4 742.2 957.2 1,234.4 1.20 072 093] 1.20
QOrganic chemicals (29) 3,615.8 | 2,212.1 | 28282 3,615.8 1.01 062 079 101
Copper & articles thereof (74) 269.2 269.2 362.1 555.7 041 041 | 055 085
Mineral Fuels and Oils (27) 2,139.3 | 1,199.8 | 1,602.1 2,139.3 0.38 022 029 038
Total 14,072.8 | 9,6654 | 12,869.4 | 18,690.2 0.85 058] 078] 1.13

Source: own calculation

Table 5.13 depict the simulation results under different scenarios.
In this table there are major 10 commodities in order of trade coverage,
whose combined share is more than 70 % of Indonesia’s total imports
from India during that period. In 2007, Indonesia’s average MFN tariff
was 7.93 %, which is taken from the BTBMI 2007.

Due to FTA, the simulation result show that the most significance
increase in Indonesian import from India will be in HS category 39 i.e.
Plastics and Plastic articles 4.48 percent; followed by Iron and steel in HS
72, then Cotton (HS 52). But the import of Copper & articles thereof (HS
74) and Mineral Fuels and Oils (HS 27) are relatively small due to

liberalization.

Due to FTA, Indonesia’s imports are very insignificant in two
categories viz. Copper & articles thereof (HHS74) and Mineral Fuels and
Qils (HS827). The simulation results show that if Indonesia offers duty free
treatment (FTA) to India, its imports of this category (i.e. HS 27) would
increase only by 0.38%. Such very low level increase is because Indonesia
has almost negligible tariff in this category, which was 3 percent in 2007.
In most of the items of these categories, tariff levels are zero at the 9 digit
levels. Tariff levels become high if the items are processed from primary

to intermediary stage.

The commodities which is analyzed, there are four same item for

export and also import. Those are Mineral Fuels and Qils (27); Organic
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chemicals (29); Iron and steel (72} and Machinery (84). From the
simulation can be seen that only Mineral Fuels ad oil which is higher in
increasing of export than import due to FTA. The others, HS 29, HS 72

and HS 84, the increasing of import are higher than export.

2.5

2.0 - OExport  OImport
1.5 1

L0

0.5 -

0.0

Figure 5.4

The Comparison of Increasing Export and Import for Same Product
Due to FTA

Base on those scenarios, Iron and steel would be higher on import
than export. The data show that Indonesian export of Iron and steel tend
to decrease year by year. The steel industry has experienced a decline due
to various factors such as the dependence on imported raw materials, lack
of supply of energy, illegal imports, environmental problems and changes
in the intermational market situation. Otherwise, the steel industry is one
of the strategic industries that are important for the development of
infrastructure and manufacturing industries. So, it is possible if free trade

with India occurs, import of Iron and Steel will be higher than the others.

Overall, the simulation result show that gain from Indonesia-India
FTA is substantially high in the case of Indonesia’s export to India. This
is simply because of the fact that Indian market is protected by much

higher tariffs, probably India’s average rate of tariffs is amongst the
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highest in the world at present. Figure 5.4 following show the comparison
of increasing the percentage export and import base on all scheme

elimination,

2.0
Q Export U Import

1.5 1

[.0

0.5 1

0.0

Figure 5.5
Percentage Export and Import

As it is mentioned earlier that due to FTA, the country will gain
much whose initial tariff level is much lower than its competitors and vice-
versa. Since India’s average tanff level was 19.39% compared to
Indonesia’s 7.9%, Indonesia’s increase in export to India will be much
more than the former. This suggests that if all preferences were indeed
realised, Indonesia was expected to gain more from the FTA than the India,

at least for the first phase.

Finally, as a conclusion from the analysis section, it can be
concluded that all the methodologies have a connection each other. The
first methodology determines which commodities that have great potential
to expand in Indian market, and then second methodology plot the
relationship between the tariff reductions and increasing of exports and
import between Indonesia and India for the selected commodities
according to analysis before, and finally how much increasing value of
export and import from those elimination through some scenarios

simulation.

University of Indonesia

Analysis of bilateral..., Deasi Natalia, FE Ul, 2008.




6.1.

CHAPTER VI
CONCLUSION & RECOMMENDATION

Conclusion

The Proposed India-Indonesia FTA is expected to provide a basic

ground for strengthening and widening economic cooperation between two

countries with high population of the Asian region. From the analysis trade

flow and trade potential, this study can conclude that:

India as potential country for Indonesia, but Indonesia has not still yet
optimizes the market; it can be seen from the high indicative trade
potential but export value of Indonesia to India still low. It suggests
that there may be possible constraints that are restricting these
commodities from realizing the potential in the Indian market. It can

be referred from highest the initial tariff in India for most commaodities.

From a total of about 97 HS2 commodity groups, there are 44 which
have potential to improve in Indian market, the highest potential are
Mineral Fuel and Qils (27); Electrical Equipment (85); Ores, Slag and
Ash (26); Machinery (84) and Fats, Oil and Waxes (15).

There are two groups products which have high potential in India, but
there is supply constrain of Indonesia. Those are Wood (HS 44) and
Cotton (HS 52).

From the econometric model and simulation, this study can

conclude that:

GDP and tariff have significant impact to trade (export and import)
between Indonesia and India. If real GDP increases, countries will
export or import more. Otherwise, if tariff increase, it will reduce the
value of trade. This shows that as trade barriers are reduced or

removed, then trade will increase.
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Based on those scenarios, significant changes in Indonesian export to
India would be apparent in Fat oil and waxes (HS 15), Fruit and Nuts
(HS 08) and Electrical Equipment (HS 85). But the export Rubber and
Rubber article (HS 40) and Iront and Steel (HS72) are stagnant due to

liberalization.

Based on those scenarios, significant changes in Indian export to
Indonesia (Import of Indonesia) would be apparent in Plastics and

Plastic articles (HS 39), Iron and Steel (HS 72) and Cotton (HS 52).

Simulation result indicates that value export Indonesia to India will
more be higher than India export to Indonesia (import of Indonesia).
FTA between India and Indonesia goes in favor of Indonesia and it is
disadvantageous to India at least in the short run. This is because of
high tariff regime in India and low tariff regime in Indonesia. In other
word, Indonesia will be gainer in this process because of its much less

tariffs compared to India.

Finally, this study concludes that the proposed FTA between Indonesia
and India is feasible and mutually beneficial in expanding bilateral

economic linkages.

6.2. Recommendations

6.2.1. Further Study Recommendations

For further research, it is suggested to explore more specific the
characteristic of each product which have competitive, for example use

HS six or nine digit and also sensitive sector.

Trade depends on many other factors other than tariff barriers, it is
better for further study to focus on the impact of non tariff barrier to

trade between Indonesia and India.

The study should also consider the fluctuation of the importing
countries currencies against the U.S. dollar instead of bilateral

exchange rate.
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6.2.2. Policy Recommendations

There are many commodities groups (44 groups) which have potential
to improve in Indian market, so the government should be careful
within determine the product list to be requested and offered in

negotiation with India.

The highest growth of Indonesian export to India is HS 15 (Fats, Oil
and Waxes), so it is better if the government includes those
commodities and it's derived such as crude palm oil to product list

which will be proposed in FTA.

With regards to bilateral FTA, serious preparations need to be
addressed when entering into negotiations with a partner country.
Good preparation can be achieved by research and investigation.
Improving coordination between the ministries involved and rigorous
preparations are crucial. Equally important is capacity building for

negotiators.
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Annex 1: GLS, Random Effect for export model

Dependent Variable: LOG(RIIL_EKSPOR7?)
Method: GLS {Variance Components)

Date: 10/13/08 Time: 18:46

Sample: 2001 2007

Included observations: 7

Number of cross-sections used: 10

Total panel (balanced) observations: 70

Variable Coefficient  Std. Error  t-Statistic Prob.

C 6.951272  5.894415  1.179298 (0.2425

LOG(GDP_IND?) 1.521975 0461633  3.296938 0.0016

LOG(ER?) -0.992561  0.734769 -1.350848 0.1814

TARIFF? -0.036799  0.013730 -2.680175 0.0093

Random Effects
_HS15--C 4.194531
_HS827--C 1.586857
_HS826--C 0.794160
_HS840--C -1.398377
_HS29--C -0.407317
_HS84--C -0.733864
_HS572--C -1.567271
_HS08--C 0.158597
_HS47--C -1.237096
_HS85--C -1.390220
GLS Transformed Regression

R-squared 0.912069 Mean dependent var 10.63652

Adjusted R-squared 0.908072 S.D. dependent var 1.602582

S.E. of regression 0.485898 Sum squared resid 15.58239

Durbin-Watson stat (0.850589
Unweighted Statistics including Random Effects

R-squared 0.925037 Mean dependent var 10.63652
Adjusted R-squared 0.921629 S.D. dependent var 1.602582
S.E. of regression 0.448639  Sum squared resid 13.28430

Durbin-Watson stat 0.997734
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Annex 2: GLS, Random Effect fro import model

Dependent Variable: LOG(RIIL_IMPOR?)
Method: GLS (Variance Components)
Date: 10/30/08 Time: 14:24

Sample: 2001 2007

Included observations: 7

Number of cross-sections used: 10

Total panel (balanced) observations: 70

Variable Coefficient Std. Error  t-Statistic  Prob.
C 7.398722 14.17533  0.521943 = 0.6035
LOG(GDP_INAT) 2596781 1.155793  2.246752  0.0280
LOG(ER?) -1.837322 1.726670  -1.064084 0.2912
TARIFF? -0.144939 0.073983  -1.959086  0.0543
Random Effects
_HS27--C 0.269497
_HS29--C 0.794339
_HS872--C 0.719376
_HS823--C 0.141729
_HS12--C -0.280363
_HS52--C 0.015424
_HS73-C -0.084721
_HS874--C -1.078525
_HS84--C -(.640228
_HS839--C 0.143473

GLS Transformed Regression
R-squared (.594661 Mean dependent var 10.62388
Adjusted R-squared 0.576237 S.D. dependent var 1.173112
S.E. of regression 0.763662 Sum squared resid 38.48986

Durbin-Watson stat 1.497685
Unweighted Statistics including Random Effects

R-squared 0.623015 Mean dependent var 10.62388
Adjusted R-squared 0.611106 S.D. dependent var 1.173112
S.E. of regression 0.731569  Sum squared resid 35.32272

Durbin-Watson stat 1.631972
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