References	31
The Trans-Pacific Partnership 
Implications for Indonesia
September 2012
This publication was produced by Nathan Associates Inc. for review by the United States Agency for International Development. 


[image: USAID, from the American People]
2	Contents
Introduction	3

The Trans-Pacific Partnership
Implications for Indonesia

DISCLAIMER
[bookmark: _GoBack]This document is made possible by the support of the American people through the United States Agency for International Development (USAID). Its contents are the sole responsibility of the author or authors and do not necessarily reflect the views of USAID or the United States government.



ii	TPP: Implications for Indonesia
Contents1. Introduction	1
2. TPP Participants: How Alike? How Like-minded?	3
3. The TPP: Scope and Coverage	7
Will the TPP Allow Exceptions?	10
Will the TPP Include Special and Differential Treatment?	10
4. Current Status of the TPP	13
Whither China?	14
Moving From TPP to FTAAP	14
5. Implications of the TPP for Indonesia	17
Gains From Trade Integration	21
Potential for Trade Diversion	24
6. Conclusions	29
References	31



Illustrations
Figures
Figure 1. Indonesia FDI Inflows	20
Figure 2. Indonesian FDI Inflows, by Sector	21
Tables
Table 1. 2011 Trade Indicators (US$ billions)	2
Table 2. 2011 Development Indicators	4
Table 3. FTAs Among Core and Candidate Countries	9
Table 4. Indonesia: Merchandise Trade, 2011	18
Table 5. Indonesia Bilateral Trade Composition, in $ Millions	19
Table 6.  FTA Scenarios: Prospective Income and Export Gains	23
Table 7. Indonesia: Prospective Income and Export Gains	23
Table 8. Key Southeast Asian Exports to the United States, 2010	26
Table 9. Export Similarity Index Rating of Key Southeast Asian Exports to 
the United States, 2010	27



ii	

[bookmark: _Toc332621485]Preface
This consultancy was carried out under auspices of the USAID-funded Support for Economic Analysis Development in Indonesia (SEADI) program, which aims to improve the economic policy framework for growth, job creation, poverty reduction, and strengthen Indonesian economic analysis capacity. In order to promote sustainability, SEADI utilizes existing Indonesian institutions to undertake much of this analysis, and capacity building, including long-term training for a number of Indonesians, to strengthen economic analysis capability. 
Jeff Schott from the Peterson Institute for International Economics (PIIE) was in Jakarta in June 2012 to meet with a variety of government, private sector and donors to discuss the prospects of the Trans Pacific Partnership (TPP for Indonesia).  After discussions, Jeff Schott held a one-day workshop, which brought together the various representatives to discuss preliminary findings.  This report is the culmination of Mr. Schott’s work.  The work was carrier out under sub-contract to PIIE.




1. Introduction
After more than a decade, the Doha Round of multilateral trade negotiations is at an impasse. In the absence of a Doha deal, countries increasingly have relied on bilateral and regional trade agreements (RTAs) to advance their trade and investment objectives. Currently, the most significant and comprehensive RTA under negotiation is the Trans-Pacific Partnership (TPP). Nine countries are participating in the TPP talks: Australia, Brunei, Chile, Malaysia, New Zealand, Peru, Singapore, the United States and Vietnam. In addition, Canada and Mexico have been invited to join the talks in late 2012; Japan and South Korea may follow suit in 2013. 
The TPP is a big deal in both economic and political terms. The TPP-9 has a combined GDP of about $17 trillion and $7 trillion in trade of goods and services (imports plus exports), dominated by the United States which accounts for over 85 percent of the aggregate GDP and more than 60 percent of total trade of the TPP countries (see Table 1). Adding Canada, Mexico, Korea, and Japan would expand aggregate GDP to $28 trillion or 40 percent of world GDP, and would increase trade of goods and services to $12.6 trillion, or about 28 percent of the world total. The value of the TPP, however, goes well beyond its impetus to trade and investment. The TPP serves as an instructive negotiating laboratory, which could yield useful precedents for other trade initiatives, and hopefully inspire new global trade talks. Perhaps even more important is its strategic value in reinforcing economic and political relationships among the Asia-Pacific countries. 
At first glance, the TPP seems like a traditional trade negotiation. In fact, however, it is quite different in terms of both the scope of its coverage and the dynamism of the negotiating process. Three points bear mention. First, the scope of the projected trade liberalization and new disciplines on policies that affect trade and investment of goods and services goes well beyond what has been achieved in other RTAs. The TPP will cover more than 20 chapters that aim to substantially reduce barriers to trade as well as updating and expanding the trade rulebook. Second, the TPP is perhaps the only RTA negotiation in which the number of participating countries has increased during the course of the talks. While the expansion of the participants increases the economic footprint, it complicates negotiations. As such, negotiators need to frequently recalibrate their “gives and gets” and adjust their offers accordingly to ensure domestic political support when the deal finally closes. Third, the TPP is regarded as an interim arrangement or stepping stone toward a broader, region-wide Free Trade Area of the Asia Pacific (FTAAP), possibly within a decade, as envisaged by the leaders of the Asia-Pacific Economic Cooperation (APEC) forum in Bogor in November 1994. TPP negotiators are not only thinking about new countries joining the ongoing talks; they also are planning and constructing the trade pact with a view towards future linkages with other APEC members, including and especially China.
This paper provides a primer on the TPP. It first examines the participants and substantive coverage of the prospective trade pact. It then assesses the current status of the talks, what it means for trade relations with China, and how it could advance progress toward a FTAAP. The subsequent sections analyze the implications of the TPP for Indonesia, including the projected gains or losses in output and exports from participating or not participating in various regional trade initiatives and the potential for trade diversion if Vietnam and Malaysia participate in the TPP and Indonesia does not. The paper concludes with summary comments on the benefits and challenges for Indonesia of participating in regional integration arrangements like the TPP.
[bookmark: _Toc332621375]Table 1
2011 Trade Indicators (US$ billions)
	  
	 GDP
	Goods
	Services

	
	
	Exports
	Imports
	Exports
	Imports 

	TPP-9

	Australia
	1,488 
	271 
	244 
	50 
	59 

	Brunei
	16 
	19 
	11 
	1 
	2 

	Chile
	248 
	81 
	74 
	13 
	14 

	Malaysia
	279 
	227 
	188 
	36 
	38 

	New Zealand
	162 
	38 
	37 
	10 
	11 

	Peru
	174 
	46 
	38 
	5 
	6 

	Singapore
	260 
	410 
	366 
	125 
	111 

	United States
	15,094 
	1,481 
	2,265 
	578 
	391 

	Viet Nam
	123 
	97 
	107 
	9 
	12 

	Subtotal 
	17,721 
	2,668 
	3,330 
	827 
	644 

	TPP Candidates

	Canada
	1,737 
	452 
	462 
	74 
	99 

	Japan
	5,869 
	823 
	854 
	143 
	165 

	Korea
	1,116 
	555 
	524 
	94 
	98 

	Mexico
	1,155 
	350 
	361 
	15 
	25 

	Subtotal
	9,877 
	2,180 
	2,202 
	326 
	387 

	Total (TPP-9 + candidates)
	27,598 
	4,848 
	5,532 
	1,153 
	1,031 

	Indonesia
	846 
	202 
	176 
	20 
	32 

	Memorandum

	World
	69,660 
	18,217 
	18,381 
	4,150 
	3,868 

	Core/world (%)
	25 
	15 
	18 
	20 
	17 

	Candidates/world (%)
	14 
	12 
	12 
	8 
	10 

	Total/world (%)
	40 
	27 
	30 
	28 
	27 


SOURCES: IMF World Economic Outlook, April 2012; WTO trade statistics 2012.
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[bookmark: _Toc332621486]2. TPP Participants: How Alike? How Like-minded?
To understand the TPP, it is important to know the players. The TPP in its current form evolved from the Trans-Pacific Strategic Economic Partnership or P4 agreement that was negotiated between Brunei, Chile, New Zealand and Singapore, and entered into force in 2006. Its objective was to create a model agreement that could potentially attract new Asia Pacific members (New Zealand Ministry of Foreign Affairs and Trade, 2012). Australia, Peru, the United States and Vietnam subsequently joined the P4 countries in support of that concept in September 2008.[footnoteRef:1] Bad timing: the global financial crisis deferred consideration of the TPP for more than a year. Consequently, the TPP talks were not launched until March 2010.  [1:  Vietnam initially joined the agreement as an “observer”. It was not until the fourth round of TPP negotiations in December 2010 that Vietnam became a full participant. ] 

When TPP talks were launched in Australia in March 2010, the participating countries were touted as having a common view on what should be included in the agreement. Their vision was to craft a high standard, 21st century trade pact among a small group of “like-minded” countries that over time could attract participation by a large number of Asia-Pacific nations. But enlargement has occurred even before the initial deal has been struck. The TPP quickly expanded its membership: Malaysia joined the talks during the third round of TPP negotiations in October 2010, followed soon after in December 2010 when Vietnam gained full member status, and then in June 2012 Canada and Mexico were invited to join talks in late 2012[footnoteRef:2].  [2:  Canada and Mexico were not able to participate in the 14th round of negotiations held in September 2012, but will participate as formal members in the 15th round of negotiations, scheduled for December (“Canada, Mexico Set to Join TPP Talks In October After Leesburg Round,” Inside US Trade, August 31, 2012, www.insidetrade.com (accessed on September 12, 2012).] 

Table 2 provides a snapshot of the key economic indicators of the countries that could be the initial signatories of the TPP accord. The diverse levels of development will challenge the TPP negotiators in constructing a high-quality agreement that all countries can faithfully implement and enforce. Most current and prospective TPP participants are high income or upper-middle income countries.[footnoteRef:3]  In stark contrast, Vietnam is the only lower-middle-income country; its Human Development Index (HDI), which measures relative levels of income and development, and its economic freedom index, which assesses legal and regulatory conditions and the role of government in the marketplace, are significantly lower than that of the other countries. These indicators raise concerns about Vietnam’s ability to commit to domestic reforms required by prospective TPP obligations on government intervention in the marketplace, particularly disciplines on state-owned enterprises (SOEs), as well as rulemaking obligations in sensitive areas such as labor, environment, and protection of intellectual property rights (IPRs).  [3:  Country classifications are based on the World Bank’s income classifications.] 

[bookmark: _Toc332621376]Table 2
2011 Development Indicators
	 
	Population
(millions)
	GDP
(US$ billions)
	HDI 
Indexb
	Economic Freedom in the World Indexc

	TPP-9

	Australia
	23 
	1,488 
	0.929
	7.98

	Bruneia
	0 
	16 
	0.838
	n.a.

	Chile
	17 
	248 
	0.805
	7.77

	Malaysia
	29 
	279 
	0.761
	6.68

	New Zealanda
	4 
	162 
	0.907
	8.27

	Peru
	30 
	174 
	0.725
	7.39

	Singapore
	5 
	260 
	0.866
	8.68

	United States
	312 
	15,094 
	0.910
	7.60

	Viet Nam
	89 
	123 
	0.593
	6.48

	Subtotal
	510 
	17,843 
	
	

	TPP Candidates

	Canada
	34 
	1,737 
	0.908
	7.81

	Japan
	128 
	5,870 
	0.901
	7.44

	Korea
	49 
	1,116 
	0.897
	7.32

	Mexico
	114 
	1,155 
	0.770
	6.74

	Subtotal
	211 
	8,723 
	
	

	Indonesia
	241 
	846 
	0.674
	6.50

	World
	7,022 
	69,660 
	
	


Notes:
a Figures for Brunei and New Zealand are from 2009.  
b The Human Development Index (HDI) is published by the United Nations Development Program. The index comprises six indicators: life expectancy at birth, mean years of schooling, expected years of schooling, per capita GNI, GNI rank and non-income HDI value. The index is on a scale of 0 to 1; where 0 is the lowest and 1 indicates the highest level of human development.
c The economic freedom index measures the degree to which the policies and institutions of countries are supportive of economic freedom. The index comprises 42 data points to measure the degree of economic freedom in five broad areas. These include: size of government, legal structure and security of property rights, access to sound money, free to trade internationally and regulation of credit, labor and business. Countries are ranked on a scale of 0 to 10, with 10 representing the more economic freedom.  Data from the 2011 report is from 2009.
SOURCES: Word Bank Development Indicators 2012, UNDP, Fraser Institute.

How does Indonesia compare? In terms of macroeconomic indicators, Indonesia is relatively strong. With a 2011 GDP of $846 billion, Indonesia is larger than all the TPP-9 economies except the United States and Australia. Indonesian trade flows are also relatively large compared to the current TPP participants. In 2011 Indonesia’s total trade was $430 billion, larger than 5 of the 9 current TPP countries (though only 6 percent of the total TPP-9 trade). However, like Vietnam, Indonesia scores low on the HDI and economic freedom indicators. In that regard, TPP provisions to accommodate development-related issues will be particularly instructive for Indonesia and other developing countries that may consider participation in the future.

[bookmark: _Toc332621487]3. The TPP: Scope and Coverage
The TPP participants are committed to crafting a comprehensive agreement that dismantles barriers to trade in goods and services, breaks new ground on issues like labor, environment, investment, competition policy, and SOEs, and seeks to develop a more coherent approach across sectors with regard to regulatory policies that affect flows of trade and investment. The goal is to create a trade regime that is “state of the art” and sets a precedent for future trade negotiations. More precisely, TPP negotiations seek to (1) improve market access for agricultural and manufactured goods by eliminating tariff and non-tariff barriers to trade, (2) liberalize trade and investment in services, and (3) break new ground on issues like competition policy, investment and SOEs, by introducing WTO-plus disciplines in these areas. 
Unlike many agreements among Asian countries the TPP participants have committed to comprehensive coverage of agriculture, including eliminating tariffs and streamlining non-tariff measures (NTMs) such as sanitary and phyto-sanitary standards. The TPP agreement aims to cover “substantially all” goods with the more import-sensitive products subject to a protracted liberalization schedule of perhaps ten to fifteen years. For a narrow range of products, the TPP may allow partial liberalization through expanded tariff rate quotas, and some countries may push for exemptions of their most sensitive products like rice, sugar and dairy, following the precedents of sugar in the US-Australia Free Trade Agreement (FTA) and rice in the Korea-United States or KORUS FTA. 
Like agricultural goods, manufactures are also protected by an array of restrictions that benefit domestic industries such as automobiles, electronics and clothing. The TPP negotiations aim to dismantle tariffs and liberalize NTMs that inhibit trade flows by inter alia introducing less restrictive rules of origin (ROOs) and creating non-discriminatory access to government procurement contracts. 
In services, negotiations will focus on liberalizing barriers to trade and investment across all modes of supply and will introduce new disciplines on foreign investment to ensure non-discriminatory treatment and provide security and protection to foreign investors.[footnoteRef:4]  Priority attention is being given to key “infrastructure” services like finance, insurance, telecommunications, air express delivery and other transport services. The goal is to reduce restrictions  on commercial presence and establish new disciplines on foreign investment to ensure non-discriminatory treatment, security, and greater transparency (for example, by removing or reducing limitations on foreign  ownership and giving foreign individuals and firms the right to provide cross-border services without the requirement to establish commercial presence).  [4:  ‘Modes of supply’ refer to the four ways international trade in services is supplied and consumed. The four modes are: cross-border supply (mode 1); consumption abroad (mode 2); foreign commercial presence (mode 3); and the movement of natural persons (mode 4).] 

The TPP will thus do more than grant preferential access to member countries. It will also create an extensive new trade rulebook with broad-ranging obligations on investment policy comparable or greater than those embodied in bilateral investment treaties (BITs) along with enforcement provisions such as investor-state dispute procedures. As such, the TPP investment chapter will be a “BITs-plus” accord, which should encourage flows of foreign direct investment (FDI). 
The TPP rulebook also aims to include new disciplines on issues like SOEs, competition policy, environment, and labor, starting from existing WTO commitments and FTA obligations as a baseline for the negotiations. The “additionality” will come from WTO-plus provisions in areas not yet subject to WTO disciplines, FTA-plus provisions that augment existing FTA commitments, and development provisions to assist in enhancing human capital, technology transfer, capacity building and assistance for small and medium sized enterprises (SMEs). The “plus” provisions will focus mainly on new issues that affect businesses and consumers. For example, the prevalence of significant SOEs in the economies of several TPP participants has prompted negotiators to focus on crafting new rules to “level the playing field” between private firms and SOEs, including new disciplines on the provision of public funds. The objective is not forced privatization but rather ensuring competitive neutrality between public and private firms in access to finance, factors of production, and distribution of goods and services in the marketplace.
The TPP will also focus on cross-cutting issues related to regulatory coherence, competitiveness and business facilitation. In that regard, TPP negotiators have focused on stream-lining supply chains, certification and regulatory processes, and improving coordination between the government and relevant stakeholders. These objectives were outlined in November 2011 by the leaders of the TPP countries, who endorsed a framework for the evolving trade pact that presages “a comprehensive, next-generation regional agreement that liberalizes trade and investment and addresses new and traditional trade issues and 21st century challenges.”[footnoteRef:5]   [5:  See TPP Leaders’ Statement, Honolulu, 12 November 2011, available at http://www.ustr.gov/about-us/press-office/press-releases/2011/november/trans-pacific-partnership-tpp-trade-ministers%E2%80%99-re.] 

As the “gold standard” in terms of content and coverage, the KORUS FTA offers important precedents for the TPP negotiations and provides a close approximation of what the TPP agreement might look like. While not definitive, the provisions included in the KORUS agreement in areas like IPRs, services and investment, labor, and the environment are very instructive. For example, the KORUS agreement secured high levels of protection for copyright holders and trademarks by extending protection beyond the minimum requirements in the WTO’s Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS). As another example, the KORUS FTA includes precedent-setting provisions on the environment. The agreement contains a separate chapter on environmental matters as well as a supplemental Environmental Cooperation Agreement, and includes a list of multilateral environmental agreements (MEAs) whose obligations are enforceable under the FTA’s general dispute settlement procedures.
Putting together such a comprehensive agreement among the diverse group of TPP economies seems like a daunting task, but the negotiators are not starting from scratch. In addition to the KORUS FTA, there is already an extensive network of bilateral and regional FTAs in place among the TPP-9 and prospective new participating countries that includes a large stock of liberalization commitments. Table 3 is a matrix of agreements among TPP participants as well as other FTAs under negotiation or in preparation. Chile and Singapore have agreements in place or awaiting ratification with all of the TPP-9 countries. Australia and Malaysia are not far behind, with agreements in place with all but one of their eight TPP negotiating partners. The United States has agreements in force with Australia, Chile, Peru and Singapore. Vietnam is again an outlier, with much less experience in trade negotiations than the other countries (it acceded to the WTO in 2007). As a member of ASEAN, it has trade ties through the ASEAN FTA and its agreement with Australia and New Zealand. However, Vietnam received special treatment (along with other new ASEAN members Cambodia, Laos and Myanmar) in its agreement with Australia and New Zealand, and has not yet fully implemented those obligations. 
[bookmark: _Toc332621377]Table 3
FTAs Among Core and Candidate Countries
	 
	Australia
	Brunei
	Chile
	Malaysia
	New Zealand
	Peru
	Singapore
	United States
	Viet Nam
	Canada
	Japan
	Korea
	Mexico

	Australia
	
	*
	A
	B
	A
	
	A
	A
	*
	
	C
	C
	

	Brunei
	*
	
	A
	*
	A
	
	A
	
	*
	
	A
	*
	

	Chile
	A
	A
	
	A
	A
	A
	A
	A
	B
	A
	A
	A
	A

	Malaysia
	B
	*
	A
	
	A
	
	*
	C
	*
	
	A
	*
	

	New Zealand
	A
	A
	A
	A
	
	
	A
	
	*
	
	D
	C
	D

	Peru
	
	
	A
	
	
	
	A
	A
	
	A
	A
	A
	A

	Singapore
	A
	A
	A
	*
	A
	A
	
	A
	*
	C
	A
	A
	C

	United States
	A
	
	A
	C
	
	A
	A
	
	
	A
	
	A
	A

	Viet Nam
	*
	*
	B
	*
	*
	
	*
	
	
	
	*
	D
	

	Canada
	
	
	A
	
	
	A
	C
	A
	
	
	D
	C
	A

	Japan
	C
	A
	A
	A
	D
	A
	A
	
	*
	D
	
	C
	A

	Korea
	C
	*
	A
	*
	C
	A
	A
	A
	*
	C
	C
	
	C

	Mexico
	
	
	A
	
	D
	A
	C
	A
	
	A
	A
	C
	


* ASEAN and ASEAN + 1 agreements
Status as of June 28, 2012:
A - In effect
B - Signed
C - Under negotiation (this excludes the TPP negotiations)
D - In preparation / under consideration
SOURCES: Department of Foreign Affairs and Trade of Australia(www.dfat.gov.au); Brunei Darussalam Ministry of Foreign Affairs and Trade (http://www.mofat.gov.bn); DIRECON, Chile (direcon.gob.cl); Malaysia Ministry of International Trade and Industry (www.miti.gov.my).
The large network of existing FTAs bodes well for TPP negotiations. However, the quality of existing agreements is far more important than quantity. While there are a number of FTAs among TPP members that cover both goods and services and contain extensive obligations to reform domestic policies and regulations that can distort trade and investment, many merely make reference to existing WTO obligations in these rulemaking areas and include only shallow commitments in key areas like investment, services, transparency, and the movement of labor. The ASEAN FTA, for example, has focused mainly on reducing tariffs, and only recently has begun to take very tentative steps toward dismantling barriers protecting sensitive sectors like financial and other services. Other pacts like the ASEAN-Australia New Zealand FTA (AANZFTA) incorporate valuable developmental elements like different implementation periods for developing and advanced countries, and include provisions on FTA-plus issues like regulatory coherence, IPRs, transparency and competition policy. 
[bookmark: _Toc332621488]Will the TPP Allow Exceptions?
Although the TPP countries share the same objectives of crafting a 21st century trade pact, each approaches the negotiations with different perspectives and priorities on product and sector specific liberalization, and on the desired scope of new rulemaking obligations. The like-minded countries are not necessarily alike and have diverse “defensive” interests in the TPP talks that are only now coming to the forefront. 
What does this mean for TPP coverage? As a starting position, TPP participants all advocate a comprehensive agreement and confirm that “everything is on the table.” Such bravado is appropriate, since if one starts negotiations by taking products and sectors off the table, the process can snowball and soon there will be little left on the table. That said, there are obvious areas where it will be difficult to garner sufficient political support to change longstanding policies and practices, many of which discriminate against outsiders. 
Political economy considerations almost always drive negotiators to seek special treatment for their most politically sensitive products via long phase-outs for existing restrictions, partial liberalization, or even outright exemption from reform commitments. Indeed, almost all trade pacts contain exceptions in various forms. GATT Article XXIV requires that RTAs cover “substantially all” trade; at least among pacts involving developing countries, compliance with that obligation is the exception, not the rule. The TPP is more likely to be generally consistent with GATT norms, though some product-specific exemptions may be tolerated (e.g. rice). 
[bookmark: _Toc332621489]Will the TPP Include Special and Differential Treatment?
Given the diverse levels of development of TPP participants, questions arise whether the TPP will exempt poorer countries from specific obligations as done in the GATT and WTO through provisions on special and differential treatment (SDT) for less developed countries (LDCs). I believe it is highly unlikely that the TPP agreement would include such expansive exceptions. Rather, the TPP probably will require all signatories to accept common obligations, but with asymmetric implementation periods so that poorer countries can adopt innovative ways to manage the adjustment process as they pursue TPP-mandated reforms over a fixed period of time. 
In July 2012, the chief TPP negotiator for the United States noted that TPP countries are considering longer phase-in periods for developing countries as well as provisions that “will help support developing countries’ ability to implement the agreement, but not at special and differential treatment per se.”[footnoteRef:6] To that end, the TPP probably will address the issue of different levels of development by including provisions on cooperation to help build capacity with regard to human capital, physical infrastructure, and the administration and enforcement of commitments in areas such as technical standards and IPRs. However, TPP negotiators should avoid allowing terms that are so flexible that they undermine the agreement’s commitments or inhibit investment. Not only would it set a bad precedent and risk devaluing the pact; more importantly if LDCs get a “free pass” from undertaking critical domestic economic reforms, it would make it harder for them to compete for investment and thus dampen their development prospects.  [6:  See comments by Assistant US Trade Representative Barbara Weisel, cited in “U.S., TPP Countries Open to Phasing in Developing Country Commitments,” Inside US Trade, 6 July 2012, p. 8.] 

Striking the right balance between encouraging reform and accommodating development concerns will be important. The P4 agreement provides a useful precedent in its chapter on ‘strategic partnership,’ which established a framework for providing technological, education, cultural and economic cooperation to help ensure the full implementation of the P4 agreement. In addition, the P4 agreement included flexibilities for Brunei’s participation, giving it two additional years to finalize its schedule on government procurement and trade in services. The TPP negotiators could build on the P4 experience. 
Scope and Coverage	13

[bookmark: _Toc332621490]4. Current Status of the TPP
Since the TPP talks began in March 2010, trade officials have made remarkable progress during fourteen rounds of negotiations in compiling draft text on more than 20 substantive chapters. Nonetheless, there is a lot of work still to be done and numerous contested issues that need to be resolved. The following is a short list of the “sticking points” in the current TPP talks:
Agriculture: liberalization of barriers to trade in dairy, beef, sugar and rice.
Textiles, apparel and footwear: liberalizing rules of origin.
Intellectual Property Rights (IPRs): copyrights and patents; data privacy rules.
Services and investment: GATS-plus market access for financial services, telecommunications, insurance, e-commerce; investor-state dispute procedures.
State Owned Enterprises (SOEs): disciplines to achieve competitive neutrality among public and private enterprises
· Environment: conservation, elimination of tariffs on environmental goods and services.
Labor: implement and enforce the International Labor Organizations’ 1998 Declaration on Fundamental Principles and Rights at Work.
Most of these issues have been vetted in previous FTAs, though TPP countries have deployed different approaches for dealing with them. The fact that this short list is not so short, and that many of the issues are not subject to obligations in intra-Asian pacts, means that the negotiations are likely to be prolonged before an initial deal can be cut. The goal of finishing negotiations in 2012 is unrealistic. Most likely negotiations will extend into late 2013 and possibly into 2014. 
The talks will also be prolonged by the addition of Canada and Mexico to the talks in October 2012. Both countries have been invited to join the talks but cannot do so until certain US domestic procedures are completed. US trade officials are undertaking consultations with the US Congress as if the requirements of the now-expired ‘trade promotion authority’ were still in force. Under previous US law, the United States Trade Representative (USTR) had to notify Congress of its intent to enter into new trade negotiations. The notification triggered a 90 day period of consultations between Congress and the Administration regarding the objectives of the new trade talks. USTR notified Congress on July 9 and 10 of its intention to add Mexico and Canada to the TPP talks, so both should be able to participate in the 15th round of negotiations scheduled for December 2012. 
As a condition of entry, these countries agreed not to reopen already “agreed” text – not an onerous requirement since much of what has been completed involves relatively uncontroversial issues. Negotiations on the sticking points noted above will become more complex due to the current policies and protection maintained by Canada and Mexico, but the resulting deal will yield bigger returns. The possible inclusion of Japan and Korea in the TPP talks in 2013 would multiply both the challenges and the potential gains from the agreement. I report on estimates of potential trade and welfare gains from such a TPP-13 accord in the second part of this paper.
[bookmark: _Toc332621491]Whither China?
China is currently not participating in the TPP negotiations but it is an ever-present concern of those countries that are crafting the trade pact or that seek to join the TPP talks. It is hard to conceive of a comprehensive Asia-Pacific trade arrangement that does not eventually include China.
TPP participants already have extensive trade and investment ties with China. They expect China to become involved in new trade talks with the TPP countries as they proceed toward the long-term APEC goal of free trade and investment in the Asia-Pacific region. China, in turn, has a vested interest in maintaining good access to TPP-13 markets that account for more than 40 percent of Chinese merchandise trade. China has committed to the long-term integration strategy endorsed by APEC leaders; indeed, its participation is essential to the long-term viability of such an initiative. In the short run, however, China is likely to pursue and deepen its ties with its Asian neighbors before engaging with the TPP countries. Such restraint is basically due to a lack of readiness and willingness to pursue a comprehensive trade accord. 
By crafting a high-standard, 21st century trade accord that is far more comprehensive and legally binding than the trade arrangements forged among Asian countries, some observers have concluded that TPP participants actually intend to exclude China from their integration arrangement. They contend that the bar would be set too high in terms of transparency of domestic policies and the rigor of disciplines on government interventions in the marketplace. Others take this argument further and claim that the United States is trying to keep China out of the TPP and is trying to "contain China" in order to retard its economic and political influence in the region. I see little evidence to support the notion that China is being excluded as part of a broader containment strategy. But the continued talk of such a strategy requires a brief rebuttal.
The containment argument falls flat for two specific reasons. First, US officials need a cooperative China to confront the myriad problems facing the world economy and the security challenges posed by new and aspiring nuclear nations in Asia. Both countries need to work together and therefore must manage the inevitable frictions that arise as the breadth and scope of their commercial relations expand. Second, no one else in Asia wants to contain China either. The trade and investment integration in the Asia-Pacific region achieved over the past few decades benefits all the TPP participants, even as it poses competitiveness challenges for their manufacturing industries. If implemented in conjunction with domestic economic reforms, the TPP can provide an important boost to the efficiency and productivity of local industry and thereby help domestic firms compete more effectively against Chinese firms at home and abroad. 
[bookmark: _Toc332621492]Moving From TPP to FTAAP 
For the past six years, APEC leaders have been discussing the potential pathways toward the realization of the Bogor goal of free trade and investment in the Asia-Pacific region. The TPP has been one of the prominent options under review. The current TPP draftsmen envision building an eventual FTAAP on the comprehensive foundations of the TPP accord, with other APEC countries joining the pact in coming years through an accession process similar to that provided in the WTO for new members. 
In the WTO context, candidate countries negotiate protocols of accession, which codify their acceptance of existing WTO obligations and set out the scope and depth of trade liberalization that will be bound in their national schedules. WTO accession negotiations usually take years to complete. For small countries, most of the time is spent on education and upgrading policies and administrative practices so that the country can implement and enforce the required obligations. For large countries like China and Russia, the talks spanned decades because of a mixture of competitiveness concerns and political considerations. 
Acceding to the TPP could be more complex because the TPP generally calls for full trade liberalization (as contrasted to the partial reforms accepted in WTO protocols) and requires compliance with an expanded ‘WTO-plus’ rulebook. These additional or WTO-plus requirements explain why accession clauses have almost never been utilized in FTAs: adding new members affects the nature of competition in the preference area and the balance of concessions between signatory countries. Such knitting does not work for simple economic and political reasons. On the economic side, expanding the geographic area of a free trade zone effectively dilutes remaining protection for domestic industries and is thus strongly resisted. On the political side, the rules of origin, different in each agreement, are meant to restrain competition and to provide side payments to domestic companies. National legislatures are loath to reduce such protection without additional compensation from trading partners. 
That said, the TPP agreement will likely include an accession clause to enable other Asia-Pacific countries to join the agreement if they are willing to accept and enforce its obligations. However, the scope for expanding membership in the TPP, once concluded, via an accession clause is likely to be very limited. While some countries might be willing to adhere to the existing pact, and might be accepted without the need to revise or augment the terms of trade, such basic “docking” onto the TPP would be very unlikely for large economies like China or Indonesia, whose entry would probably require a renegotiation of specific components of the deal with existing TPP members.
More likely, the pathway to an FTAAP will follow a hybrid approach that links together elements of the TPP and intra-Asian approaches to trade integration. Countries involved in both integration “tracks” could become key architects of a broader Asia-Pacific trade pact that bridges the intra-Asian and TPP-style disciplines. While the intra-Asian and TPP strategies share the same vision for region-wide integration, they differ starkly in terms of quality of the agreement. Intra-Asian pacts tend to focus on dismantling barriers to merchandise trade through gradual liberalization of tariffs. The TPP on the other hand seeks to establish a comprehensive new set of trade rules and commitments to broad based trade liberalization. The high bar set by the TPP will therefore complicate the task of integrating the two pathways.
That said, recent developments in Northeast Asia bear watching.  Korea and China launched FTA negotiations in May 2012, which could well produce a deal in the large middle zone between the two sharply distinctive integration paths of the Asia-Pacific region.  A parallel, though less well defined, trilateral FTA effort between China, Japan, and Korea is also supposed to begin before the end of 2012.
A Korea-China accord will probably take several years to construct and comprise obligations far less comprehensive than the KORUS FTA.  Even so, Korean officials assume that Chinese commitments will cover a broader range of trade and investment in goods and services than previous Chinese pacts with ASEAN, Chile, and New Zealand.  For example, they point to the trilateral China-Japan-Korea (CJK) investment pact signed in May 2012 as evidence of Chinese willingness to commit in incremental steps to increasingly substantive economic reforms in regional trade pacts—even though the CJK investment pact offers a “softer” alternative to the “hard” law provisions on investment under consideration in the TPP.  If Korea and Japan join the TPP in the near term in addition to their new ventures with China, those Northeast Asian countries and their economic accords could become important drivers of both intra-Asian (ASEAN Economic Community and the nascent Regional Comprehensive Economic Partnership) and Asia-Pacific arrangements.
How will this affect Indonesia?  Joining the TPP talks in the near-term would be difficult, given the time required for consultations with existing members and the obstacles posed by a number of recent policy changes that restrict access to the Indonesian market and burden foreign investment in the country.  A more realistic approach may be for Indonesia to continue to participate in the intra-Asian integration process and work toward joining the TPP in the medium term, after an initial deal is cut.  In either case, however, Indonesia will face significant challenges because China looms large as a competitor in the region and Indonesian policy will have to adjust and refocus on what needs to be done in terms of investment in infrastructure and human capital, as well as trade and regulatory reforms, in order to boost productivity and propel growth in output and employment in Indonesia. 
Current Status	17
As the chair of APEC in 2013, Indonesian officials will be well placed to review and consult with other APEC countries on the various integration arrangements in the Asia-Pacific region. This work could effectively start a process of due diligence on the TPP and the opportunities and challenges it presents for Indonesian firms and workers.  Consultations with TPP participants should help clarify the commitments that TPP countries would expect of future members of the trade pact.  The talks would also help focus attention and prioritize policy reforms.  In sum, Indonesia needs to do its homework before taking the TPP test; in fact, it needs to do so whether or not it decides to pursue TPP membership.
[bookmark: _Toc332621493]5. Implications of the TPP for Indonesia
Indonesia lives in a dynamic and competitive neighborhood and needs to keep pace with its ASEAN partners and competitors as well as other major economies in the region. In an era of accelerating globalization, economies that don’t progress fall behind. So it is important for Indonesia to continually reassess its trade profile and benchmark what its Asian partners are doing. This section starts with a short overview of Indonesia’s trade relations. It then examines the potential benefits of broader integration arrangements and the projected costs of non-participation.
Indonesia’s most important trading partners are its ASEAN partners, who accounted for about one-quarter of total merchandise trade in 2011 – almost as much as the total trade (exports plus imports) with China and Japan combined. Korea adds another 8 percent (see Table 4). In the aggregate, the share of Indonesia’s trade with the ASEAN + 3 countries totals almost 60 percent. In contrast, trade with the European Union and the United States represents only 8 and 7 percent of Indonesia’s total trade (imports plus exports), respectively. No wonder that Indonesia gives priority to its intra-ASEAN and ASEAN + 3 initiatives. 
But the bilateral trade statistics tell only a limited story in an age of global supply chains and regional integration. Looking at regional aggregations offers a more nuanced view of Indonesia’s trading pattern and trade negotiating interests. As noted above, the ASEAN + 3 still ranks first, but other regional groupings merit attention. TPP participants account for 30 percent of total trade, if one counts only the eleven countries (TPP-9 plus Canada and Mexico) at the table in 2012; however, the TPP total increases to 52.5 percent if Japan and Korea join the talks and sign the initial deal. 
In terms of major Indonesian export markets, China leads the pack among China-ASEAN FTA partners, while the US market is the largest prize (after Singapore) for Indonesia among TPP participants. Exports to China have grown more than threefold since 2005, reflecting high prices for major Indonesian commodities. Manufactured products account for only 9 percent of total Indonesian exports to China (down from 18 percent in 2005). Exports to the US market rose by 67 percent from 2005 to 2011 but, unlike China, manufacturing goods accounted for 62 percent of those shipments in 2011 (see Table 5). 
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Indonesia: Merchandise Trade, 2011
	Partner
	Imports 
(in $ million)
	Share of total (%)
	Exports 
(in $ million)
	Share of total (%)

	China
	26,212
	15
	22,941
	11

	ASEAN
	51,109
	29
	42,099
	21

	of which:
	
	
	
	

	Brunei
	1,018
	1
	82
	0

	Malaysia
	10,405
	6
	10,996
	5

	Singapore
	25,965
	15
	18,444
	9

	Vietnam
	2,383
	1
	2,354
	1

	EU
	12,503
	7
	20,536
	10

	India
	4,322
	2
	13,336
	7

	TPP - 9
	56,935
	32
	54,703
	27

	of which:
	
	
	
	

	 US
	10,834
	6
	16,498
	8

	TPP - 13
	91,800
	52
	106,426
	53

	of which:
	
	
	
	

	Canada
	2,016
	1
	960
	0

	Mexico
	413
	0
	658
	0

	Japan
	19,437
	11
	33,715
	17

	Korea
	13,000
	7
	16,389
	8

	World
	176,355
	-
	201,472
	-


SOURCE: IMF's Direction of Trade Statistics (accessed June 2012).

But integration arrangements also are designed to encourage cross-border investment; indeed, investment promotion often is the main reason why developing countries pursue FTAs with industrialized countries. To be sure, FTAs can only succeed in this regard if the trade pact is implemented in conjunction with domestic policy reforms that promote a healthy economic environment. In this respect, Indonesia’s track record is mixed. The climate for foreign investment has become increasingly cloudy due to government initiatives to limit foreign ownership of domestic firms. For example, the government recently issued a comprehensive set of regulations for the mining industry under the 2009 Mining Act (Law #4/2009) designed to promote domestic processing of certain minerals. Firms that received a mining license from the government after 2009 are banned from exporting a list of unprocessed or unrefined minerals as of May 2012, while firms that received their license before 2009 will not be subject to the export ban until 2014.[footnoteRef:7] In addition, foreign investors that own a majority share in an Indonesian mining company are subject to a divestment schedule over ten years that will bring their stake in the company to 49 percent or lower.[footnoteRef:8] Indonesia also imposes a 20 percent tax on some metal ore exports unless the exporting firm plans to build domestic smelters in order to do the refining locally.[footnoteRef:9]  Some market observers believe that the severity of these restrictions and the potential revenue losses will necessitate further action by the Indonesian government to relax the laws – though they admit that regulatory uncertainty is a risk that foreign investors already take into account when choosing to invest in the country’s mining sector.[footnoteRef:10]  [7:  “Indonesia curbs unprocessed metal exports: no impact,” Emkay Global Financial Services Ltd. 2012. Available at www.moneycontrol.com.]  [8:  “New Indonesian Mining Regulations,” Norton Rose Global. 2012. Available at http://www.nortonrose.com/knowledge/publications/64444/new-indonesia-mining-regulations.]  [9:  “Indonesia Imposes new Taxes on Metal Exports,” New York Times, May 4, 2012. Available at http://www.nytimes.com/2012/05/05/business/global/indonesia-imposes-new-taxes-on-metal-exports.html.]  [10:  “S&P Report Says Extreme Indonesian Mining Regulations Unlikely,” Reuters, April 2012. Available at http://www.reuters.com/article/2012/04/12/markets-ratings-indonesianminingregulati-idUSL3E8FC1GG20120412] 
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Indonesia Bilateral Trade Composition, in $ Millions
	Year
	Total
	Manufacturing
	Total
	Manufacturing

	
	
	Products
	Share (%)
	
	Products
	Share (%)

	
	Indonesian Exports to China
	Chinese Exports to Indonesia

	2005
	6,662
	1,222
	18
	5,842
	3,349
	57

	2006
	8,343
	1,501
	18
	6,636
	3,971
	59

	2007
	9,675
	1,534
	16
	8,557
	5,804
	67

	2008
	11,636
	1,568
	13
	15,249
	11,852
	77

	2009
	11,499
	1,767
	15
	14,002
	10,784
	77

	2010
	15,692
	1,804
	11
	20,424
	15,901
	77

	2011
	22,941
	2,058
	9
	26,212
	20,319
	77

	
	Indonesian Exports to US
	US Exports to Indonesia

	2005
	9,889
	7,086
	72
	3,885
	1,996
	51

	2006
	11,259
	7,803
	69
	4,066
	1,989
	48

	2007
	11,644
	7,892
	68
	4,797
	2,084
	43

	2008
	13,079
	8,092
	62
	7,897
	3,658
	46

	2009
	10,889
	7,639
	70
	7,094
	4,057
	57

	2010
	14,301
	9,301
	65
	9,415
	5,364
	56

	2011
	16,497
	10,150
	62
	10,834
	5,605
	51


Note: "Manufacturing products" is defined as products classified under the Standard International Trade Classification (SITC) sections 6-9.
SOURCE: World Bank's World Integrated Trade Solution (accessed June 2012)

Inflows of FDI have picked up since the global economic crisis of 2008-2009 (see Figures 1 and 2). In 2011, FDI in Indonesia totaled about $18.9 billion; ASEAN members (primarily Singapore) accounted for 30 percent of FDI in Indonesia in 2011. Other important sources of FDI were the European Union (13 percent); the United States (7 percent); Japan (7 percent); and Korea (6 percent); while China and India only play a small role in FDI in Indonesia (less than 1 percent each) (Indonesia Investment Coordinating Board 2012). FDI inflows are concentrated mainly in manufacturing and mining, and more recently in wholesale and retail trade (see Figure 2). Between 2004 and 2008 financial services received a relatively large share of FDI, but these flows were sharply reduced with the onset of the financial crisis and have not recovered very much. 
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Indonesia FDI Inflows

Indonesia’s underinvestment in infrastructure (including infrastructure services) remains a problem. The World Bank’s Logistic Performance Index (LPI) – a measure of overall logistical efficiency – ranks Indonesia 59th globally: lower than any other G-20 country except Russia. The index breaks down logistic performance into six subcomponents: customs, infrastructure, international shipments, logistics competence, tracking and tracing, and timeliness. Typically, the trade and logistics function is broken down into “soft” and “hard” indicators. Port characteristics, for example, are largely a matter of hard infrastructure; inadequate services are a mixture of hard and soft (internet access and usage); whereas customs administration and regulation are purely soft infrastructure.
Indonesia’s highest rankings were for timeliness (49th), tracking and tracing (52nd), and international shipments (57th). It received lower rankings for logistics quality and competence (62nd) and customs (75th). Its lowest ranking was for infrastructure, where it ranked 85th globally. The LPI results suggest that Indonesia’s “hard” infrastructure is lacking. These poor rankings directly affect trade via increased costs to exporters and importers. For example, according to the same report (World Bank 2012), the cost to export a container from Indonesia is $644; by comparison, exporting a container from Malaysia and Vietnam costs $450 and $580, respectively. 
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Indonesian FDI Inflows, by Sector 

Indonesian officials recognize the need to give higher priority to infrastructure investment. Infrastructure spending accounts for 7.5 percent of the national budget (less than 1.5 percent of GDP). However, the effectiveness of many infrastructure investments is impaired due to corruption: Indonesia ranked 100th on Transparency International’s 2011 Corruption Perception Index, the lowest ranking in the entire region. 
Taking trade and investment together, Indonesia has an important economic stake in deepening integration arrangements both across the Pacific and within Asia. The two are not mutually exclusive and can be pursued in a manner that is mutually reinforcing and supportive of the Bogor goal of free trade and investment in the Asia-Pacific region. 
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The dirty secret of trade policy is that a country gains the most from FTAs by removing its own trade and investment restrictions. Yet the mercantilist ethic of trade negotiations and the demands of national politics often encourage officials to pursue export interests while maintaining domestic protection – even though that protection often taxes export industries and undercuts their global competitiveness. The most productive trade deals are those that inspire increased exports, imports, and cross-border investment. 
What’s at stake for Indonesia?  One can get a first approximation of the potential trade and income gains generated by a comprehensive trade pact like the TPP by examining the potential impact of a trade deal with the United States, the predominant economy among TPP participants.
Hufbauer and Rahardja (2007) used computable general equilibrium (CGE) and gravity models to estimate gains from a potential US-Indonesia trade agreement. Both models suggest a bilateral agreement would result in significant trade gains: the gravity model estimates a 39 percent increase in trade; the CGE model estimates that Indonesia’s exports to the United States would rise 45 percent and US exports to Indonesia would rise 25 percent. According to the study, improved business practices from implementing the FTA could boost overall trade gains by 54 percent. 
The deepening of regional integration arrangements would yield even larger gains for member countries. Petri and Plummer (forthcoming 2012) provide estimates for the income and trade effects of a variety of negotiating scenarios for trade integration in the Asia-Pacific region. These outcomes are then compared to a baseline estimate in 2025 (see Table 6). Their scenarios range from an agreement between the TPP-9 to an entire regional deal among the 21 APEC economies, essentially achieving the long-term Bogor goal of free trade and investment in the APEC region through the construction of an FTAAP. For the purposes of this paper, I will focus attention on the analysis of a few specific initiatives: the TPP with and without Indonesia, and the implementation of an East Asian FTA covering the ASEAN members plus the three major Northeast Asian countries (China, Japan and Korea). 
Tables 6 and 7 set out the estimated gains or losses for Indonesia generated by new and expanded trade initiatives in the Asia-Pacific region. The range of potential outcomes for Indonesia is large. These estimates should inform Indonesia’s trade policy makers as they consider their options going forward and the implications of participating or not participating in regional economic integration arrangements.
Table 6 provides estimates for the impact on Indonesian income and exports by 2025 for the TPP-13 (excluding Indonesia), TPP-16 (including Indonesia along with Thailand and the Philippines), and the ASEAN + 3 or East Asian FTA. These data give a first approximation of the cost to Indonesia of non-participation in the TPP. The TPP currently includes four ASEAN members:  Brunei, Malaysia, Singapore, and Vietnam. Those countries participate in both the TPP and the East Asian integration initiatives and could gain some advantage over Indonesia with regard to access to the United States and other major TPP economies. The losses would grow even higher if other ASEAN members join the TPP while Indonesia stays out. 
The TPP-13 track assumes that the current TPP members complete an agreement in 2013 with Japan, Korea, Canada, and Mexico joining in 2014. This arrangement excludes Indonesia, generating losses over time from trade and investment diversion. Initially, the TPP-13 could cost Indonesia about $200 million to $300 million in exports and income, but those loses rise sharply by 2020 (table 7). By 2025, Indonesian exports would be $5.6 billion lower than the baseline projection, while its GDP would be down 0.2 percent from the 2025 baseline. In the TPP-13 scenario, most excluded countries suffer losses to exports and income. On the other hand, Vietnam and Malaysia would gain significantly from participating in the TPP-13: Vietnam’s exports would increase by $89 billion and income by $46 billion (or 13.6 percent of baseline GDP); Malaysian exports would increase by $42 billion, or 12 percent, while its income would grow by 6 percent over the 2025 baseline. Some of that growth would come at the expense of Indonesia via trade diversion (see below).
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FTA Scenarios: Prospective Income and Export Gains
	Country
	Baseline 2025
	Change to Baseline in 2025

	
	
	TPP13
	TPP16
	East Asian FTA

	
	
	Billions
	Share (%)
	Billions
	Share (%)
	Billions
	Share (%)

	Income

	United States
	20,273
	77
	0.4
	108
	0.5
	3
	0.0

	China
	17,249
	-47
	-0.3
	-82
	-0.5
	233
	1.4

	Indonesia
	1,549
	-4
	0.2
	62
	4.0
	13
	0.8

	Philippines
	322
	-1
	-0.3
	22
	6.9
	6
	1.7

	Thailand
	558
	-4
	-0.7
	42
	7.6
	10
	1.8

	Malaysia
	431
	26
	6.1
	30
	7.0
	8
	1.9

	Vietnam
	340
	46
	13.6
	49
	14.3
	13
	4.0

	Exports

	United States
	2,813
	124
	4.4
	190
	6.7
	2
	0.1

	China
	4,597
	-57
	-1.2
	-108
	-2.3
	516
	11.2

	Indonesia
	501
	-6
	-1.1
	98
	19.6
	33
	6.5

	Philippines
	163
	-2
	-1.2
	34
	20.6
	9
	5.4

	Thailand
	476
	-7
	-1.5
	83
	17.4
	25
	5.3

	Malaysia
	336
	42
	12.4
	44
	13.2
	12
	3.7

	Vietnam
	239
	89
	37.3
	92
	38.6
	24
	10.1


Note: All figures in constant 2007 dollars unless otherwise noted.
SOURCE: Petri and Plummer (forthcoming 2012).
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Indonesia: Prospective Income and Export Gains
	Agreement
	2015
	2020
	2025

	
	Billions
	Share (%)
	Billions
	Share (%)
	Billions
	Share (%)

	Income 

	TPP 13
	-0.2
	0
	-2.4
	-0.2
	-3.5
	-0.2

	TPP 16
	2.2
	0.2
	38.4
	3.4
	62.2
	4.0

	East Asia FTA
	-0.4
	0
	1.6
	-0.1
	12.8
	0.8

	Exports

	TPP 13
	-0.3
	-0.1
	-4.8
	-1.3
	-5.6
	-1.1

	TPP 16
	4.4
	1.6
	78.6
	21.1
	98.3
	19.6

	East Asia FTA
	-0.8
	-0.3
	8.6
	2.3
	32.6
	6.5


Note: All figures in constant 2007 dollars unless otherwise noted. TPP 13 excludes Indonesia. TPP 16 includes Indonesia. EAFTA excludes Indonesia in 2015 and includes Indonesia in 2020/2025.
SOURCE: Petri and Plummer (forthcoming 2012).


Indonesia fares the best by far under the TPP-16 scenario. The TPP-16 scenario assumes that Indonesia joins the trade group along with Thailand and the Philippines. Much of these gains would be achieved by 2020. Because of the countries that are “in” (e.g., the United States, Japan and Korea) and those that are “out” (e.g., China), the TPP-16 initiative provides the largest gains for Indonesia of any of the posited scenarios. Under the TPP-16 scenario, Indonesian GDP would be 4 percent higher and exports would be almost $100 billion or 20 percent higher than the 2025 baseline. The explanation is straightforward: TPP-16 requires Indonesia and its partners to commit to deep liberalization and extensive trade reforms but does not require that the TPP preferences be extended to China. 
As a practical matter, even if Indonesia joined the TPP-16, it would also probably open up to China at the same time, but to a much lesser extent, under an ASEAN +3 or East Asian FTA. This scenario assumes that Japan-Korea-China form an agreement in 2013 and that the agreement expands by 2016 to all ASEAN members, thus forming an East Asian FTA. By comparison, the projected gains for Indonesia from the East Asia FTA are relatively modest. Indonesia stands to gain from this track, though not as much as it would gain from the TPP-16 track. Under the “Asian” track, Indonesia’s GDP would increase by $13 billion or about one-fifth as much as under the TPP-16, while exports would grow by $33 billion by 2025 or one-third the gain projected from the TPP-16 scenario (table 7). 
Why the big difference in potential gains for Indonesia between the TPP and Asian integration “tracks”?  Intra-Asian trade agreements have generally fostered shallow economic integration in incremental steps over a lengthy period of time. “Utilization” of these agreements has been low (although modestly increasing in recent years): the Asian Development Bank estimates that only 20-30 percent of intra-ASEAN trade is covered by preferential tariffs because companies consider the cost of documenting origin greater than the benefits from the reduced tariffs (Kawai and Wignaraja 2009). From an economic perspective, such agreements essentially are designed to reinforce the intra-Asian production network by codifying existing business relationships through international trade obligations. Accordingly, the TPP tracks assume significant liberalization while the Asian tracks assume a smaller degree of liberalization and smaller gains to investment. 
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What is the risk that TPP preferences could divert export sales from Indonesian firms to competitors in Vietnam and Malaysia?  To provide a basic answer, it is worth looking at the composition of exports to the United States from the three countries. I then assess the scope for potential trade diversion by constructing export similarity indices (ESI) for the three countries with respect to their shipments to the US market.[footnoteRef:11] [11:  This section draws heavily on work by my colleague Sean Lowry, who undertook the ESI calculations and analysis.] 

Finger and Kreinin (1979) created the ESI to identify how closely one country’s exports to is “matched” by exports from another country, within the same product category and to a common importing country. ESI ratings taken over a period of time can show changes in response to policies that create or divert trade between competing exporting countries. The ESI compares two competing exporters to a common target; the values range from 0 to 100 (where 0 indicates that the export patterns to the target country are completely dissimilar and 100 indicates that the export patterns to the target country are completely similar). As with any index based on trade data, ratings are highly sensitive to the level of product disaggregation; the more disaggregated the data, the less overlap one will find between competing trade patterns. 
Loke (2009) undertook a similar exercise in which he constructed a net-export similarity index to show how much the two countries rely on particular products for export revenue, thus indicating the level of competition between the two countries’ exports. He reached three important conclusions regarding Indonesia’s trade vis-à-vis East Asian countries over his period of analysis from 1993 to 2008. First, Indonesia’s export revenue is unique among East Asian economies because of its high reliance on exports of mineral fuels, lubricants, and related materials. Second, the degree of export similarity between Indonesia and Malaysia, a potential signatory of the TPP, has decreased over time. In other words, Indonesia and Malaysia are relying more and more on different products for their export revenue. Third, Indonesia’s net export profile is less similar to Malaysia than Malaysia is to China, indicating that Chinese exports were tougher competition for Malaysian exporters, relative to Indonesian exporters. However, a decline in the export similarity index between China and Malaysia in 2008 might indicate that Chinese exports are beginning to climb the value-added chain.
Table 8 shows the value of US imports from Indonesia, Malaysia, and Vietnam, respectively, in 2010. The 17 product categories (differentiated at the HTS-4 category level) represent a top-20 export to the United States in at least two out of the three Southeast Asian countries. Together, the 17 categories account for $5.9 billion or one third of Indonesia’s exports to the United States; in contrast, more than half of Vietnam’s exports to the US market are covered, including two major products (sweaters and furniture). This table shows that Indonesian exports eclipse similar Malaysian exports in specific food and clothing product categories, while Malaysia’s electronics exports surpass Indonesia’s. In contrast, the values of Indonesian exports are quite comparative, if not below, Vietnamese exports for similar product categories.
Table 9 uses the data in Table 8 to help calculate the ESI ratings contrasting Indonesian exports to those of Malaysia and Vietnam. For the calculations, we first pulled the top 20 exports of each of the three exporting countries to the United States in 2010. Then, we selected product categories that were a top-20 export to the United States in at least two of the three exporter countries (leaving us with the 17 product categories listed in Table 9). This practice is different from most conventional studies using the ESI methodology, as we focus the analysis on key export products rather than all exports. We chose to disaggregate the data to the HTS-4 level, as any further disaggregation did not lead to a significant level of product category overlap for us to examine. Although the methodology may lead us to overstate some intra-industry overlap in the patterns of the exporting countries, the four-digit detail is still quite a high standard.
Taking an ESI greater than 30 as an indication of some degree of product comparability at a 4-digit level of the harmonized tariff system (HTS), we found that only 4 of the 17 categories had an ESI above 30 for Indonesian and Malaysian exports to the United States but that 13 of 17 categories exceeded an ESI of 30 for Indonesian and Vietnamese shipments. Indonesian exports of those 13 products totaled about $4.4 billion in 2010. 
Export similarity indexes comparing Vietnam, Malaysian, and Indonesian exports to the US reveal that export competition between these countries is highest in apparel, machinery, and electronics. This suggests that the losses to exports in the TPP-13 – where Vietnam and Malaysia would enjoy preferential access to the US market and Indonesia would not – would disproportionally hit Indonesia’s manufacturing sectors, hampering attempts by Indonesia to climb the manufacturing value-added chain.
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Key Southeast Asian Exports to the United States, 2010
	HTS-4 Code
	Description
	Value of Exports to United States (US$ millions)

	
	
	Indonesia
	Malaysia
	Vietnam

	0304
	Fish fillets and other fish meat, fresh, chilled or frozen
	212
	5
	194

	0306
	Crustaceans, live, fresh, chilled, frozen etc.; crustaceans, in shell, cooked by steam or boiling water
	447
	150
	423

	0901
	Coffee, whether or not roasted or decaffeinated; coffee husks and skins; coffee substitutes containing coffee.
	245
	1
	388

	6104
	Women's or girls' suits, ensembles, suit-type jackets, dresses, skirts, trousers, etc. (no swimwear)
	396
	35
	533

	6105
	Men's or boys' shirts
	210
	17
	277

	6110
	Sweaters, pullovers, sweatshirts, waistcoats and similar articles
	993
	88
	1,328

	6203
	Men's or boy's suits, ensembles, suit-type jackets, blazers, trousers, overalls, etc. (no swimwear)
	283
	29
	498

	6204
	Women's or girls' suits, ensembles, suit-type jackets, dresses, skirts, trousers, etc. (no swimwear)
	551
	22
	962

	6205
	Men's or boys' shirts
	270
	95
	233

	6403
	Footwear, with outer soles of rubber, plastics, leather or composition leather and uppers of leather
	411
	1
	866

	8443
	Printing machinery used for printing by means of plates, cylinders and other printing components, copying machines
	279
	765
	362

	8517
	Telephone sets, including telephones for wireless networks, or other apparatus 
	38
	4,287
	219

	8525
	Transmission apparatus for radiobroadcasting or tv; tv cameras; still image video cameras and recorders
	317
	520
	150

	8528
	Monitors and projectors, not incorporating television reception apparatus; reception apparatus for television
	364
	177
	1

	8544
	Insulated wire, cable and other insulated electrical conductors; optical fiber cables
	236
	28
	169

	9401
	Seats (other than barber, dental and similar chairs), whether or not convertible into beds, and parts thereof
	150
	218
	357

	9403
	Furniture (other than seats, medical, surgical, dental or veterinary furniture) and parts thereof
	493
	685
	1,779

	Subtotal:
	5,895
	7,122
	8,739

	% share of total exports to United States
	34
	27
	55


SOURCE: US International Trade Commission.

[bookmark: _Toc332621383]Table 9
Export Similarity Index Rating of Key Southeast Asian Exports to the United States, 2010
	US Import
	Exporting Countries

	HTS-4 Code
	Description 
	Indonesia/
Malaysia
	Indonesia/
Vietnam

	0304
	Fish fillets and other fish meat, fresh, chilled or frozen
	2
	48

	0306
	Crustaceans, live, fresh, chilled, frozen etc.; crustaceans, in shell, cooked by steam or boiling water
	25
	49

	0901
	Coffee, whether or not roasted or decaffeinated; coffee husks and skins; coffee substitutes containing coffee.
	0
	39

	6104
	Women's or girls' suits, ensembles, suit-type jackets, dresses, skirts, trousers, etc. (no swimwear)
	8
	43

	6105
	Mens' or boys' shirts
	7
	43

	6110
	Sweaters, pullovers, sweatshirts, waistcoats and similar articles
	8
	43

	6203
	Men's or boy's suits, ensembles, suit-type jackets, blazers, trousers, overalls, etc. (no swimwear)
	9
	36

	6204
	Women's or girls' suits, ensembles, suit-type jackets, dresses, skirts, trousers, etc. (no swimwear)
	4
	36

	6205
	Mens' or boys' shirts
	26
	46

	6403
	Footwear, with outer soles of rubber, plastics, leather or composition leather and uppers of leather
	0
	32

	8443
	Printing machinery used for printing by means of plates, cylinders and other printing components, copying machines
	27
	44

	8517
	Telephone sets, including telephones for wireless networks, or other apparatus 
	1
	15

	8525
	Transmission apparatus for radiobroadcasting or tv; tv cameras; still image video cameras and recorders
	38
	32

	8528
	Monitors and projectors, not incorporating television reception apparatus; reception apparatus for television
	33
	0

	8544
	Insulated wire, cable and other insulated electrical conductors; optical fiber cables
	10
	42

	9401
	Seats (other than barber, dental and similar chairs), whether or not convertible into beds, and parts thereof
	41
	30

	9403
	Furniture (other than seats, medical, surgical, dental or veterinary furniture) and parts thereof
	42
	22


Note: The  index was calculated using general import values expressed on a cost, freight, and insurance (CIF) basis, where the index value represents what proportion of the total value of Indonesia's exports, within the same product category, is matched by the corresponding trading partner to the United States.
SOURCES: US International Trade Commission, authors' calculations.
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[bookmark: _Toc332621496]6. Conclusions
The TPP is the most substantial trade agreement under negotiation in the Asia-Pacific region in terms of depth of prospective trade liberalization and scope of rulemaking obligations, including in areas not covered by many intra-Asian pacts. TPP’s “high standards” would create important new export opportunities, encourage inflows of FDI, and spur improvements in the quality of economic institutions and economic governance in Indonesia. Importantly, the TPP would generate more competition for Indonesia’s services sector, which in turn would promote the broader and more efficient utilization of services in agriculture and manufacturing and thus spur productivity growth across the economy.
At the same time, TPP disciplines would impose binding constraints on specific policies often favored by politicians that provide preferences to domestic firms and restrictions on import competition. The rulemaking obligations would constrain the use of industrial policy measures that discriminate against foreign suppliers and investors, including via government procurement preferences. Disciplines on subsidies and other preferential policies favoring SOEs probably would be required to achieve competitive neutrality among public and private enterprises in the domestic market. In addition, the TPP probably will also include obligations regarding the implementation and enforcement of international obligations in areas such as labor, environment, IPRs, and competition policy, which may be subject to binding dispute settlement procedures. 
Whether Indonesia participates or not in the TPP, the trade pact will have important implications for Indonesian trade, investment, and GDP. With four of its ASEAN partners in the TPP talks and others seeking entry, Indonesia would suffer trade diversion and a small decline in GDP if it decided not to join the Asia-Pacific pact. In terms of economic benefits, Indonesia would garner far larger gains from joining a TPP-16 group comprised of the major ASEAN economies and the industrialized countries of the Asia-Pacific region than it would from intra-Asian FTAs. A comprehensive TPP-16 would lead to permanent gains of 4 percent of GDP and boost Indonesian exports by 20 percent above the projected 2025 baseline. Given the big prospective pay off from a TPP-16, Indonesia should begin to seriously examine the opportunities and challenges of joining the TPP in the medium term. 
To do so, Indonesia will need to reassess some of its longstanding policies with regard to trade and government participation and interventions in the economy. Concerns about transparency and corruption will need to be addressed and infrastructure constraints quickly remedied. Adhering to substantive regional economic integration schemes will pose challenges both in terms of liberalization of longstanding barriers to trade and investment, and sharply reduced scope to introduce new measures that limit import competition or compel foreign processing and other investment. 
In sum, joining TPP in the next few years would yield Indonesia significant benefits in terms of higher output and exports, but would constrain the use of politically popular policies that reward certain powerful domestic constituencies. Not participating in the TPP would likely result in some diversion of trade and investment from Indonesia to other ASEAN partners that are members of both the TPP and ASEAN pacts. Like four of its ASEAN partners, Indonesia does not need to make a choice between deepening integration with the ASEAN/ASEAN + 3 and joining the TPP; it can and should do both in the coming years. But Indonesian leaders do not need to decide now – the TPP negotiations are likely to continue for a year or more. During that period, Indonesia should weigh the costs and benefits of a multi-faceted trade strategy and determine how best to use trade agreements to sustain strong growth in the Indonesian economy.
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