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Executive Summary
 
i. This analytical paper does four things:

a. Firstly, it examines how trade and investment contribute to economic growth in Indonesia;

b. Secondly, it identifies key constraints to trade and investment in Indonesia;

c. Thirdly, it looks at the role Official Development Assistance (ODA) can play in facilitating trade and investment and ensuring that it leads to sustainable and inclusive employment and income growth in Indonesia; and

d. Fourthly, it discusses the implications on aid and development of the potential Economic Partnership Agreement (EPA) between Indonesia and Australia.

ii. On the first issue, the paper finds that trade and Foreign Direct Investment (FDI) will be increasingly critical for sustainable economic growth in Indonesia in coming decades. No country has achieved sustained economic growth without liberalising trade and investment. However, trade and investment openness alone is not sufficient for sustained economic growth. For Indonesia, economic growth, and therefore liberal trade and investment regimes, are essential for reducing poverty as they can lead to employment and increased revenue for national and sub-national governments to use to provide essential public services. Indonesia has one of the lowest trade to GDP and investment to GDP ratios in Asia. Compared to its neighbours, Indonesia is not well connected into regional trade and has been largely left out of regional production networks. This can partly be explained by the poor quality of infrastructure, with Indonesia ranking 96th out of 133 countries in the Global Competitiveness Report. In order to continue its impressive economic growth, it is found that Indonesia needs to become more economically connected domestically and internationally. Indonesia came through the recent Global Financial Crisis (GFC) relatively unscathed - partly because of its poor connection into regional trade.  However, this poor connection into regional trade has also limited Indonesia’s economic potential, meaning Indonesia had less to lose from the GFC.

iii. Despite the sound rationales for greater regional integration and liberalisation, Indonesia faces a popular backlash against Free Trade Agreements (FTAs). The ASEAN-China FTA (ACFTA), in particular, has generated a negative sentiment in the popular press and the National Parliament, and led to ambivalence within Indonesia’s Chamber of Commerce (KADIN) on the benefits of liberalising trade. These sentiments have been exacerbated by a range of recent political and economic events.

iv. On the second issue, the analysis demonstrates that Indonesia continues to face significant constraints to international and domestic trade, particularly related to the investment climate. In relation to trade and investment, there are at least four significant constraints:

a. Logistics costs in Indonesia add significantly to overall costs of doing business. For example, Indonesia’s logistics costs are almost three times that of those in Japan. High costs are explained by poor infrastructure, illegal levies collected on roads and at harbours and unnecessary government regulations.
b. Indonesian Labour laws, particularly related severance payments and minimum wages, have a detrimental effect on competiveness. The politicisation of minimum wage setting by sub-national governments is particularly burdensome for small and medium enterprises (SMEs).
c. Poor quality infrastructure throughout the country constrains more rapid growth. Roads and harbours are of particularly poor quality. Electricity also looms as a growing problem. Poor infrastructure tends to reinforce the already high costs of logistics.

d. Legal uncertainty in Indonesia creates disincentives for both foreign and domestic investors. For example, the poor quality of the courts as a dispute resolution mechanism and the uncertainty around the negative investment list are disincentives for investors. 

v. A number of more specific constraints to international trade exist. These include long export/import clearance times, difficulties in meeting quality standards and limited access to trade finance and distribution channels.

vi. Constraints to domestic trade have a direct impact on Indonesia’s ability to compete in international markets. Interregional trade is restricted by local taxes and regulations, many of which are applied with little transparency. This increases business uncertainty.

vii. On the third issue, the paper describes donor support for trade and investment in the context of the Aid for Trade (AfT) agenda. There are typically four components to AfT. Going from the specific to broad, these are:

a) Technical assistance for trade policies and regulations;

b) Support for trade related infrastructure;

c) Support for building productive capacity, including trade development; and

d) Assistance with trade-related adjustments.
viii. In supporting Indonesia to address the issues constraining Indonesia’s trade and investment, AusAID spends about A$110 million (2008-2009) on AfT activities. The most significant initiatives are in economic governance, infrastructure and rural development.

ix. The paper identifies key lessons learned in the area of AfT. Some of the most relevant lessons for Indonesia are:

a. Before devising any activity, a thorough problem analysis is key. This should look at the trade and investment barriers that are to be targeted and whether aid can have an impact on reducing these barriers. A diagnostic framework is required in assessing aid-for-trade needs of Indonesia, which would help prioritise aid-for-trade activities;

b. Addressing the needs of individual firms should be discouraged as it creates many selection and sustainability problems;

c. Successful capacity development programs have engaged with the complex set of requirements necessary for capacity development. This entails going beyond mere technical training and looking at conditions such as: a) ownership and commitment by the recipient; b) shared diagnosis and understanding of capacity needs; c) identification and agreement on entry point(s); and d) ability to engage long-term and take a flexible approach. It is also important to build all aspects of capacity (including institutional capacity);

d. Small, ad hoc stand-alone projects should be avoided and larger and longer term programs should be used;

e. Aid is most effective when it focuses on the business enabling environment, by working to improve economic governance, infrastructure, logistics and legal institutions;

f. Where aid focuses on particular industries, it should focus on those that have the most potential for inclusive growth and competitiveness; and

g. Monitoring and evaluation should be used as a management tool that drives adjustments to aid-for-trade activities.
x. On the fourth issue, moving from the broad AFT agenda to the more specific issue of a bilateral EPA, Indonesia and Australia completed a joint feasibility study in 2009 to examine the likely outcomes from bilateral trade liberalisation. Notwithstanding the limitations of long-term modelling, the results from the modelling showed that both countries would derive long-term benefits from bilateral trade liberalisation. An EPA would also provide a basis for promoting the value of great trade and investment links between the two countries.

xi. The impact on the poor of a bilateral trade liberalisation agreement is likely to depend on the exact nature of the agreement and will vary by sector and location. If the EPA is able to contribute to broader economic reform efforts in Indonesia, it could result in a significant growth in trade and investment. The EPA could do this by helping to address behind-the-border restrictions such as the negative investment list, the anti-monopoly regime and a lack of public procurement transparency. The more integrated individuals, particularly farmers, are into the economy for traded commodities and goods and services, the more they will be affected. Remote areas, such as eastern Indonesia, are likely to be less affected, despite the higher incident of poverty. Conversely, farmers in West Java, who are relatively well connected into the market, are likely to be more affected. Overall, those working in the more internationally competitive industries (e.g. cocoa) are likely benefit from any type of liberalisation, while those in less competitive markets are likely to lose market share and face price reductions. However, since Indonesia’s domestic economy is likely to continue to expand, any loss of market share may be cancelled out by the impact of increased domestic demand. In any case, developments in the regional and domestic economy are likely to have a far greater impact on Indonesians than an EPA. 

xii. As a prelude to any bilateral negotiations, Indonesian stakeholders should be engaged in a process of consultation. This is recommended because of the negative view of trade liberalisation and because there has been very little work done in Indonesia on engaging the various stakeholders and enhancing their understanding and soliciting their views and input. Such stakeholder engagement should include private sector representation, government ministries, academia and civil society.

xiii. A bilateral trade and investment liberalisation agreement will have a number of cross-cutting implications for AusAID. Some of these implications converge with policy areas already identified by Indonesia. Key cross cutting issues will include: 
a. Improved understanding of the impact of trade liberalisation on poverty and specific groups in society, particularly women in Indonesia;

b. Additional support for trade-related capacity development and related regulatory reform; 

c. Support for evidence based policy making; and

d. Assistance with meeting sanitary and phytosanitary (SPS) standards.

xiv. The findings of this paper should inform both the EPA negotiations, as well as AfT policy development in AusAID.
Introduction
1. The purpose of this analytical paper is to examine how trade and investment contribute to generating employment and increasing incomes in Indonesia. In particular, it examines what role development assistance can play in facilitating trade and investment and ensuring that it leads to sustainable and inclusive employment and income growth in Indonesia. In doing so, it identifies additional opportunities to support Indonesia in its ongoing program of economic reforms that will lead to further employment and income growth.

2. The ultimate focus of the analytical report is on how AusAID should position itself in Indonesia on the issue of Aid for Trade. The paper does not make an explicit judgment as to the benefits of bilateral trade agreements or otherwise. It does however, assume that trade and economic growth are closely correlated and are important for poverty alleviation in Indonesia.
3. Following this brief introduction, the analytical report is divided into four main parts. Part I of the report deals with the topic of trade, investment and economic growth in Indonesia. In doing so, it provides a rationale for ODA supporting AfT activities’. 

4. Part II covers the major constraints faced by Indonesia in trade and investment.  This provides a specific Indonesia context to the analysis and identifies issues that shape the recommendations in Part III of the report.
5. In Part III the analysis shifts to the role of AfT in Indonesia. It does so by first describing the concept of Aid for Trade (AfT) and AusAID’s trade activities in Indonesia. It then identifies a series of lessons that have been learned and should be applied to bilateral assistance and specifically in relation to AfT activities. Part III finishes by identifying a series of specific AfT activities for Indonesia that should be considered. These activities are directly related to the constraints identified in Part II and based on discussion with a range of Indonesian stakeholders.

6. Part IV shifts the focus to AusAID’s role in any future bilateral-trade liberalisation negotiations between the two countries. It asks: what can AusAID do to help Indonesia maximise the benefits from such an agreement? It identifies what the sectoral, regional and poverty impacts are likely to be from a comprehensive EPA, as well as, special crosscutting issues for ODA when dealing with an EPA. 
PART I

Trade, Investment & Economic Growth in Indonesia
7. By fuelling economic growth, trade can impact the lives of the poor in Indonesia. However, to truly benefit the poor, such growth needs to be inclusive and sustainable. Economic growth plays a central role in reducing poverty in Indonesia, providing additional work for the more than 2 million new workers entering the job-market each year. It also increases government revenue, which funds welfare policies including extensive work programs and other employment creating and safety net programs. Investment and trade are key elements of an economic growth strategy and evidence shows that trade-openness and integration into global markets are important for economic growth, which in turn is necessary for economic development. This is evidenced by the fact that few countries have experienced sustained economic growth without significant growth in trade and investment.

8. Part I is divided into three sections. First, the role of trade and investment in economic growth is briefly covered. Second, Indonesia’s recent economic growth experience and key elements of the economy, including investment and trade issues are discussed to show the importance of trade for Indonesia’s development. Third, the backlash in Indonesia against FTA’s and its relevance for further trade liberalisation are covered. The intention is in Part I to provide a background for discussion in subsequent parts of the paper on the specific role AfT can play in addressing the development challenges faced by Indonesia.
Role of trade and investment

9. Few countries have experienced economic growth without significant growth in trade.
 Further, trade openness and integration into global markets are an essential element of economic growth, which is necessary for economic development.
 Trade liberalisation tends to reduce poverty in low-income countries with comparative advantage to export labour-intensive goods (Krueger 1983). Among the various empirical studies, there is consensus on two points: Trade and foreign direct investment (FDI) are correlated with, and often a source of, growth and growth is on average good for the poor (Aisbet 2007). Evidence suggests that trade liberalisation creates both winners and losers (Higgins and Prowse 2010).  The positive impacts are more likely to be long-term while adverse impacts are likely to be short-term. Where adverse impacts occur, government safety nets can be effective in negating the short-term impacts on marginal groups and increase the acceptance of trade liberalisation (Aisbet 2007). 

10. Trade liberalisation creates market opportunities that can only be realised if the economy can adjust to allocate its resources to sectors that are most competitive (Krueger 1983). In order to achieve these structural adjustments, governments need to understand behind-the-border policies, and how to liberalise the economy to allow the free movement of labour and capital across sectors. Therefore, trade liberalisation needs to be accompanied by domestic economic reforms, to achieve the free movement of labour and capital in the domestic economy (Higgins and Prowse 2010). 

11. The impact of changes in trade regimes are transmitted to households via three channels: (McCulloch et al. 2001; Bird and Vandemoortele 2009)

i. the distribution channel – this may lead to increases, decreases and/or to greater variability in prices of goods

ii. the enterprise channel – this leads to increases or decreases in profits, wages and employment. This channel usually results in longer term increases in profits, wages and employment in an economy (Feenstra and Hanson 1996 and 1999)

iii. the government channel – this leads to increases or decreases in taxes or transfers. 

12. Bhagwati and Sriniwasan (2002) highlight another impact that free-trade policies can have on the poor through reduced inflation. Open economies are forced to work towards macroeconomic stability, which is necessary to limit inflation. As the poor are most vulnerable to inflation, trade liberalisation is said to indirectly reduce the risk posed by inflation on the poor.

Trade, investment and economic growth in Indonesia

13. Indonesia’s exports, when compared to its neighbours in SE Asia, have performed poorly. In the decade leading up to the Asian Finance Crisis (1997/1998), Indonesia’s exports grew at 9.4 per cent per annum. In the decade after the crisis, exports grew at 6.8 per cent per annum. While Part II will explore the factors restraining Indonesia’s trade, it is worth noting here that Indonesia’s poor export performance in the post-crisis era is largely driven by supply-side constraints (Athukorala 2006). The business-enabling environment, which is poorer than many of Indonesia’s export competitors in Asia, is a significant driver of these supply side constraints. Furthermore, Indonesia has some of the weakest infrastructure development indicators in Southeast Asia (OECD 2008).
14. Data that is more recent shows Indonesian exports recovering from the slump that was triggered by the Global Financial Crisis (GFC). Data for the beginning of 2010 (Table 1 below), shows that Indonesia’s exports for January–February 2010 improved significantly compared to the same months a year earlier. However, Indonesian exports have not returned to the pre-Asian Financial Crisis levels. Table 1 also shows the value of exports improved for all the major trading partners of Indonesia. This is shown by a comparison of column 4 and 5 (Table 1 below). 
15. Investment: Indonesia’s ratio of investment to GDP remains below those of comparable countries in the region (OECD 2008). Global-business-confidence surveys rate the investment climate in Indonesia as poorer than that of China, India and Vietnam (World Bank 2005). Doing Business 2010, The World Bank indicators, ranked Indonesia 122nd in the world—in terms of ease of doing business. 
16. Economic and regulatory uncertainty, deficiencies in law enforcement and infrastructure bottlenecks are among the main barriers for Indonesia to attract new investment (OECD 2008). Enactment of the Investment Law in 2007 was a considerable step forward in improving investor confidence. The Law makes the investment regime more transparent to investors and ensures equal treatment of both domestic and foreign investment (OECD 2008). Subsequently, Indonesia’s ranking in investment protection improved from 53rd in 2009 to 41st in 2010 (World Bank 2010). Screening, notification and approval procedures have also been simplified but ownership ceilings remain in many sectors. Despite these recent improvements, Indonesia’s foreign investment legislation remains more restrictive than those of most developed economies (OECD 2008).
17. A 2010 OECD Investment Review of Indonesia (OECD 2010) identifies a set of policy options that would greatly improve the investment climate in Indonesia. These include:
i. improving consistency of investment policies and laws;
ii. continuing to relax restrictions on foreign investment;
iii. continuing to streamline business licensing;
iv. develop policies that encourage greater links between investment and the local economy;
v. review arrangements for handling bankruptcies; and
vi. assess potential reforms to competition policy.
18. As a result of the poor investment in climate and logistics systems, Indonesia has not integrated well into the production networks of Asia (Basri and Rahardja, 2010). Indonesia has great potential to increase its trade with the rest of the world, though it must increase trade between its provinces to reap the rewards of integrating more into the regional and global economy. Strong forecasted growth in domestic consumption and demand will likely provide great opportunities for a more integrated domestic economy. Both goals of increased domestic and international trade require improvements to the business-enabling environment, especially reducing ’red-tape’ and improving infrastructure. This is especially important for an archipelagic economy where trade logistics remains a key challenge in achieving sustainable and inclusive economic growth.
	Table 1:  Non-Oil & Gas Exports by Destination Countries, January–February 2010

	Destination
Country
	FOB Value (Million US$)
	Change in February 2010
compared to
January 2010
(Million US$)
	Percentage Share to Non-Oil & Gas
Total Jan–Feb 2010

	
	January 2010
	February 2010
	Jan-Feb 2009
	Jan-Feb 2010
	
	

	(1)
	(2)
	(3)
	(4)
	(5)
	(6)
	(7)

	ASEAN
	1 915,5
	1 841,6
	2 715,8
	3 757,1
	-73,9
	20,52

	1      Singapore
	    655,1
	729,6
	1 312,5
	1 384,7
	74,5
	7,56

	2      Malaysia
	597,7
	438,4
	600,0
	1 036,1
	   -159,3
	5,66

	3      Thailand
	296,4
	276,7
	294,9
	573,1
	-19,7
	3,13

	Other ASEAN countries
	366,3
	396,9
	508,4
	763,2
	30,6
	4,17

	EUROPE
	1 170,9
	1 419,1
	1 878,8
	2 590,0
	248,2
	14,14

	4      Germany
	202,0
	247,7
	306,2
	449,8
	45,7
	2,46

	5      France
	162,2
	77,7
	132,9
	239,9
	-84,5
	1,31

	6      UK
	170,4
	128,9
	212,8
	299,3
	-41,5
	1,63

	Other European countries
	636,3
	964,8
	1 226,9
	1 601,0
	328,5
	8,74

	OTHER MAIN COUNTRIES
	4 267,0
	3 783,2
	4 908,9
	8 050,2
	  -483,8
	43,96

	7      China
	1 010,9
	986,2
	840,5
	1 997,1
	-24,7
	10,90

	8      Japan
	1 295,2
	1 071,5
	1 513,3
	2 366,8
	  -223,7
	12,92

	9      USA
	    991,1
	907,3
	1 569,9
	1 898,4
	-83,8
	10,37

	10     Australia
	159,8
	139,9
	278,0
	299,7
	-19,9
	1,64

	11     South Korea
	523,8
	501,9
	485,0
	1 025,6
	-21,9
	5,60

	12     Taiwan
	286,2
	176,4
	222,2
	462,6
	  -109,8
	2,53

	Total of all Twelve Destinations Countries
	6 350,8
	5 682,2
	7 768,2
	12 033,1
	  -668,6
	65,71

	Others
	2 900,2
	3 380,5
	4 596,2
	6 280,6
	480,3
	34,29

	Total Non-Oil & Gas Exports
	9 251,0
	9 062,7
	12 364,4
	18 313,7
	  -188,3
	100,00


Source: Badan Pusat Statistik (BPS)

Political Economy of FTAs

19. While trade liberalisation is an important way to trigger economic growth, the way FTAs have been received by the Indonesian public, business groups and the media provide significant barriers for their use to liberalise trade. One recent example that demonstrates the difficult political context for FTAs is the ASEAN-China FTA (ACFTA).

20. On the first January 2010 the last of the ASEAN–China FTA tariff cuts were implemented (See Table 2).
 The January cuts were relatively modest compared to earlier cuts starting in 2005. However, for Indonesia it was a time of considerable disquiet among politicians and industry bodies. Within the media, there was speculation that Indonesia would be flooded with cheap goods from China and it would destroy local industry and jobs. Throughout the first few months of 2010, these fears continued to be aired in the media.

21. The media generally ignored that the ACFTA had begun implementation in 2005, and that for Indonesia, the largest tariff cuts were made in 2007 and 2009—simultaneously with China. A comparison of trade between China and Indonesia, since the start of ACFTA in 2005, showed that each country’s exports to the other increased in value by approximately 70 per cent.
 For China, increased exports to Indonesia consisted largely of increased volumes in exports of machinery and transport equipment. For Indonesia, the increased value of exports to China consisted mostly of larger volumes and significantly higher prices for agricultural and mineral exports. 

	Table 2: Indonesia’s Tariff Rates (per cent)  Under ACFTA

	
	2004
	2005
	2006
	2007
	2008
	2009
	2010
	2011
	2012

	Agriculture
	11.9
	10.5
	9.6
	9.4
	9.4
	6.9
	6.8
	6.8
	6.7

	Chemicals
	6.5
	6.5
	6.5
	5.4
	5.4
	2.4
	1.5
	1.5
	1.2

	E. Machinery
	6.8
	6.8
	6.8
	4.6
	4.6
	2.1
	0.5
	0.5
	0.4

	Fish
	4.7
	0.1
	0.1
	0.2
	0.2
	0.1
	0.1
	0.1
	0.0

	Leather, Rubber, Footwear
	8.7
	8.7
	8.7
	7.3
	7.3
	4.3
	3.5
	3.5
	3.0

	Other Manufacturing
	7.3
	7.3
	7.3
	5.5
	5.5
	2.2
	0.6
	0.6
	0.2

	Metals
	9.8
	8.9
	8.9
	6.5
	6.5
	3.2
	1.7
	1.7
	1.3

	Minerals
	5.1
	6.0
	6.0
	5.0
	5.0
	1.9
	1.2
	1.2
	1.1

	NE Machinery
	2.6
	2.6
	2.6
	2.0
	2.0
	0.8
	0.3
	0.3
	0.2

	Petroleum
	5.0
	3.2
	3.2
	1.2
	1.2
	1.2
	1.2
	1.2
	1.2

	Textiles & Clothing
	10.8
	10.8
	10.8
	7.6
	7.6
	4.3
	1.6
	1.6
	1.1

	Transport Equipment
	28.7
	28.7
	28.7
	18.8
	18.9
	18.5
	18.4
	18.4
	18.1

	Wood, Pulp, Paper, Furniture
	4.7
	4.7
	4.7
	4.3
	4.3
	1.1
	0.4
	0.4
	0.0

	Average
	9.9
	9.6
	9.5
	6.4
	6.4
	3.8
	2.9
	2.9
	2.6


Source: Ministry of Finance, Indonesia
22. Despite the rhetoric in the Indonesian media in early 2010, the Asian Development Bank (ADB) 2008 study and the World Bank 2010 analysis, on the impact of the ACFTA, both showed that Indonesia will benefit through lower consumer prices, greater competition and increased productivity.
 Indonesia has gained access to one of the largest and fastest growing consumer markets in the world and greater integration with China is likely to help offset potential adverse shock from slumps in demand from export destinations. While the full impact of the ACFTA will not be known for some time (the two economies have yet to take full advantage of the agreement), it is clear that the hysteria in the media was unwarranted and misinformed. 

23. In contrast to the negative opinion and reporting of the ACFTA, the Japan-Indonesia Economic Partnership Agreement (JIEPA), which came into force on 1 July 2008, was received much more positively in Indonesia. While the JIEPA also involved significant cuts to tariffs for both countries, it was often noted in the press and by stakeholders that the JIEPA includes provisions to foster Japanese investment in Indonesia, facilitate labour mobility and provide development assistance targeted at improving Indonesia’s industrial competitiveness.
 However, the lack of specific processes in the JIEPA on how projects would be formulated and implemented has led to the extent of development assistance expected by Indonesia not coming to fruition.

PART II

Constraints to International and Domestic Trade
24. Having identified the importance of trade and investment for economic growth in Indonesia, as it is for all countries; Part II shifts the focus to the constraints Indonesia faces in international and domestic trade and finance. The analysis is divided into three sections. First, a number of general constraints are identified. Second, some specific constraints to international trade are discussed. This is followed by a third and final section on constraints to domestic trade – a critical part of Indonesia’s economy and an important component of international trade. Together, the three sections making up Part II provide an analysis of the key trade issues facing Indonesia and with Part I, provide the context for considering next what practical role ODA can and should play to overcome some of the constraints identified. 
General constraints

25. In recent years, Indonesian exports have experienced sluggish growth, especially since the economic crisis of 1998. The source of export growth during the last few years has come more from commodity exports than labour-intensive manufacturing products (Papanek, Basri and Schydlowsky, 2010).
26. The weak performance of Indonesian exports was mainly caused by low investment in the export sector, in particular labour-intensive exports. Soesastro and Basri (2005) showed that the problem with Indonesian exports is not caused by the demand side but more because of problems from the supply side. These supply-side issues include ‘high-cost economy’, including poor quality of infrastructure, bribery, and logistics’ costs. These are commonly described as investment climate problems. A study carried out by LPEM–FEUI (2007) showed improvements in the perception of business agents regarding the constraints to investment in Indonesia. However, several problems still hamper the efficiency and competitiveness of Indonesian exports, which are discussed in more detail below.

27. Logistics:  In a 2005 study, LPEM showed that logistics’ costs in Indonesia accounted for 14 per cent of total production costs, far more than the equivalent cost in Japan, for example, where logistics costs were 4.9 per cent. The main problems in logistics include poor infrastructure (quality of roads), illegal levies collected on roads and at harbours, as well as government regulations (especially local taxes and minimum wages). Patunru et al (2007) showed that inefficiencies at harbours made transportation costs more expensive, especially for export-oriented and import-based industries. The LPEM–Asia Foundation’s 2009 survey showed that the combination of overlapping regulations and high-domestic transportation costs obstructed the competitiveness of Indonesian trade. For several export commodities, such as, cocoa, rubber and coffee, more than 40 per cent of total logistics and transportation costs had to be paid before dispatch—excluding international transportation costs (Carana, 2004). The costs of infrastructure, licenses and several illegal road levies, all contribute towards overall operational costs and threaten domestic trade activities, as well as, distort the investment climate in Indonesia. 

28. Labour problems: The setting of minimum wage rates in provinces has the potential to affect Indonesian manufacturing exports significantly. A study carried out by SMERU (2001) showed the setting of minimum-wage rates by provinces has impacts on several economic sectors, and especially affects small and medium-sized enterprises (SMEs), and those that are labour-intensive, such as, food and beverage, textiles and garments and footwear sectors. The study also showed, that in general, the level of wages at small-scale companies was below the minimum-wage rates. Therefore, the setting and enforcement of minimum wage rates are likely to be a greater burden on smaller companies.

29. Regulations regarding severance payments for workers have compounded the labour ‘problem’ further. High severance payments act as a tax on hiring. As a result, companies often don’t want to accept new workers and are more inclined to outsource work. High severance payments lead to increased production costs. LPEM (2007) showed that over a two-year period, the cost of handling labour increased from 3.7 per cent (2005) to 4.1 per cent of the total production cost (2007).
30. Poor quality of infrastructure:  Economic growth above 7 per cent is difficult to achieve without improvements in infrastructure. The Global Competitiveness Report 2009–2010 shows that the overall quality of Indonesia’s infrastructure was ranked 96th out of 133 countries surveyed. The quality of infrastructure was perceived as poor especially for roads (94th) and harbours (95th). The infrastructure problem is consistent with the problem of logistics and reinforces the findings from a previous study (LPEM-FEUI, 2006), that surveyed respondents from key export sectors: electronics, furniture, agriculture and textiles (See Table 3). 
31. Failure of electricity supply to keep pace with demand: The growing demand for electricity has not been accompanied by an increase in power supply. The key constraints are both a lack of generating capacity and inadequate transmission through power lines and substations. In order to meet demand, Indonesia will need to double its capacity over the next 6 to 7 years.. However, not enough investment is currently taking place to meet this target. As a result, in the near future power shortages are expected as demand outstrips supply. 

Table 3:  Index of Infrastructure Impediments

	Commodities
	Electricity
	Water
	Road
	Telecommunication
	Harbour

	Electronics
	59.62
	72.06
	47.86
	68.63
	43.46

	Furniture
	64.11
	69.47
	69.21
	70.86
	60.72

	Agriculture
	58.01
	64.53
	64.1
	68.13
	60

	Textile
	65.28
	69.37
	66.98
	72.02
	62.31

	Total
	63.79
	69.25
	66.2
	70.97
	59.81


Source:  LPEM-FEUI (2006). Note the index scale is 1–100, the higher the more favourable.

32. The picture is more or less similar for water supply. The 2005 LPEM–FEUI survey reported that in the six months prior to the report, respondents had on average 29 significant problems with water quality supplied by PDAM (smell, colour and service disruption). 
33. Institutional and legal aspects:  Institutional and legal certainty problems are still obstacles for investment in Indonesia. These are important problems to be faced, especially the problem of transparency in the decision making process. For investment and trade (particularly foreign investment) the lack of a robust legal system and an effective dispute resolution system are critical issues. Another issue that has resulted in questions from investors has been the negative investment list. Previously, it was not clear which sectors were included in the negative list. More recently, there have been a number of attempts to publish the sectors that are included and not included on the negative list. However, under the new regulation, sectors that were previously assumed not on the list have now been listed. As a result, there has been uncertainty in regards to the regulation in force. Concerning the judicial system: Indonesia has some serious problems. However, institutional reforms require a long-term process and are rarely successful through short-term measures.
34. Fragmented supply chains in agriculture and poor extension services: Indonesian farmers, who are the largest group of businesses in Indonesia, often go through up to four collectors before their goods are sold to inter-island traders (Suharyo et al 2007). In some commodities, this leads to the right price signals not reaching the farmer, with village level collectors often not distinguishing products on quality.
 These products are separated by quality later in the supply chain. As a result, farmers do not have incentives to produce better quality products, leading to them receiving lower prices and a lack of optimisation of production. This is especially so in Eastern Indonesia, where farmers tend to be smallholders and poorer, selling in small quantities. Since the early 1990s, the problem has been compounded by the decline in the quality of extension services. It should also be noted that agriculture employs 42 per cent of the Indonesian workforce but contributes only 14 per cent of GDP (CIA 2010). This demonstrates the low levels of productivity in the agriculture sector. Poorly functioning supply-chains are a contributing factor to this low productivity.
35. Lack of Access to Finance for Farmers: While Indonesia has relatively strong financial institutions (as demonstrated by their relative stability during the 2008–2009 Global Financial Crisis), smallholder farmers often lack access to any form of finance (INDIES 2009). As a result, when cash-flow needs emerge, many are forced to sell produce in sub-optimal times and at low quantities.
 This is a major reason why they cannot deal with traders further along the supply chain and are forced to sell to village collectors, which then creates the supply-chain fragmentation described above. Additionally, the lack of access to finance inhibits them from investing in equipment and buying inputs that would increase their productivity. This is despite the few banks that do provide lending to smallholder farmers reporting non-performing-loan rates of below 1 per cent.

Constraints on international trade

36. Export/Import clearance times: A study carried out by LPEM (2007) showed that there have been improvements in the import clearance process. In general, export procedures are easier than imports. Nevertheless, it has to be acknowledged that speeding up the settlement procedures are often only achieved through informal payments. In regards to speeding up export procedures, Indonesia still ranks below Singapore, Malaysia and Thailand and is only a little better than Vietnam.

37. Quality control and continuation of supply: Another problem that Indonesia faces is the matter of quality control. Although market access is usually already available through trade agreements, (for example, in the case of the Economic Partnership Agreement with Japan), Indonesia still has problems in terms of meeting the standards of several products, especially food products, for entering the Japanese market. In this case, the quality of products and also human resources is important. In addition, attention must be paid to continuation of supply. One of the problems faced by Indonesian exporters is that there is no continuation of supply, especially in connection with SMEs. When these enterprises succeed in obtaining market access, they often have problems in terms of continuation of supply.
38. Access to distribution channels, marketing/promotion and trade financing:  Access to distribution channels are another problem faced by Indonesian exporters. Given control of channels of distribution are by other countries, it is difficult for Indonesian products to enter foreign markets.  Market promotion of Indonesian exports are still limited. Indonesia is already trying to become involved in international exhibitions but to this point organising it has been difficult. In the future, the promotion of exports should be integrated with tourism and investment promotions. The matter of trade financing has also been an issue, especially in 2008–2009 during the Global Financial Crisis. The limited availability of trade financing has made it difficult for exporters.

39. Competition from other countries:  Competition from competing countries is rising. Soesastro and Basri (2005) showed that since 1995, increases in Indonesian exports have been supported by increased demand and little or no improvements in competitiveness. This is indicated by an increase in market share. Meanwhile, since 1995, China has increased its exports through improved competitiveness; this is recognised by its improving market shares. With Indonesian wages continually rising in dollar terms (Papanek, Basri and Schydlowsky 2010), pressure from competing countries has also been rising.

40. Exchange rate: Another problem facing Indonesia is an appreciation of exchange rates. Comparing Indonesia’s rate of inflation with other countries (Indonesia’s inflation is generally higher that its trading partners) and with a given level of exchange rate, the real exchange rate of the Rupiah continues to undermine competitiveness of exports.
Constraints on domestic trade

41. Inter-regional commerce:  In line with decentralisation policies, local tax and local regulations have arisen in several regions: obstructing the flow of trade. Many of these regulations hamper competition and competitiveness. There are inconsistencies between the more liberal national- level trade regimes and the regimes governing inter-regional commerce. The inter-regional trade regimes are characterised by regulations, which obstruct the flow of trade. As a result, the flow of trade is more liberal at the national level compared to the inter-regional level. Many of these regional regulations (Perdas) are obstacles to the flow of investment and inter-regional commerce. Several factors that are considered to have become problems include weak decision making processes—incorporated in regional regulations; little transparency in implementation; no assessment of the benefits and costs—including no tests of public interest; and ‘winners and losers’ rarely being identified (Bird, Hill and Cuthberson, 2006).  

42. Local taxes and extra costs: Local taxes and extra costs are additional problems. LPEM (2007) showed that bribery is no longer an efficient means to cut transaction costs in connection with bureaucracy. Furthermore, parallel with the distribution of power in the bureaucracy—through the policy of autonomy, corruption has also become decentralised. As pointed out by Bardhan (1997), in decentralised corruption, the bribe per unit of transaction may be higher than in a centralised or ‘one stop’ system of corruption. As a result, business uncertainty increases, the investment climate becomes less predictable and is far less conductive to economic transactions taking place. 

43. Price disparity due to logistics problems and asymmetric information: In an archipelagic country, such as Indonesia, the role of transaction costs, especially logistics cost, is relatively higher than those of continental countries. The reason is simple: higher transport costs, inventory costs plus the required inter-island shipping costs, make transaction costs more expensive; these in turn, make production costs increase. The distance and fragmentation between places of economic activity clearly has an effect on trade methods.

44. Basri and Rahardja (forthcoming) shows how the differences in the price of commodities, such as, sugar, wheat flour and cement in Java regions compared with the Nabire region in East Indonesia. The prices can differ by more than a factor of three. These extreme price disparities occur because of the poor distribution system and high logistics costs. While logistics’ costs are not the only explanation, logistics do account for the main source of price disparity. For many regions in Indonesia, in this sort of situation, logistics may be the key that will unlock the door to prosperity. Trade logistics—the capacity to integrate domestic economies and also connect the domestic economy with international markets through the dispatch of goods—is an extremely important factor in terms of the potential economic growth of a country. In addition, the inter-regional price differences occur because of the asymmetric information between traders and buyers in different places. Improvements in information through telecommunications will help to improve this problem.

PART III

The Role of ODA in Facilitating Trade & Investment in Indonesia
45. Having identified in Part II the major constraints Indonesia faces in international and domestic trade, the focus now shifts to the role that ODA can play in helping Indonesia overcome some of these constraints. To help provide structure to the discussion, we start with the role of AfT is first discussed.. Following on from this, Part III identifies what AfT support Australia already provides to Indonesia. It’s important to do so, as any additional activity will need to take into account what is already being done. This brings us to one final consideration before proposing possible activities, and that is, what have we learned from our experience in managing ODA and more specifically AfT activities in Indonesia? The discussion of lessons learned is critical for the debate on what should be done and how to make sure that AfT activities are effective in Indonesia. This then brings us to the crux of the discussion in Part III of the study, that is, what additional AfT support can and should be provided to Indonesia? In identifying these initiatives, the final section in this chapter picks up the constraints mentioned in Part II and discusses what can be done to address these in the context of lessons learned and AusAID’s existing AfT program in Indonesia.
Role of Aid for Trade defined
46. The WTO Task Force on Aid for Trade described aid for trade as “about assisting developing countries to increase exports of goods and services, to integrate into the multilateral trading system, and to benefit from liberalised trade and increased market access”.
47. While aid for trade is a relatively new term, much of what it essentially achieves has been an integral part of donor countries’ official development assistance (ODA) for a very long time.  And because trade is a broad, cross-cutting and complex activity, aid for trade is broad and not easily defined.  The scope of aid for trade has expanded overtime from technical support for negotiating and implementing trade agreements, to building supply-side capacity such as addressing infrastructure and competitiveness related constraints, to trade-related structural adjustment.

48. Although no new facility was established, aid for trade flows have increased significantly since the launch of the Aid for Trade initiative at the 2005 Hong Kong WTO Ministerial Conference.  Aid for trade increased 62 per cent in real terms between the 2002-05 baseline period and 2008, with commitments in 2008 totalling US$41.7 billion.
  And it is estimated that current trade-related ODA commitments represent about 30 per cent of total ODA.

49. By presenting this ‘spotlight’ effect on Aid for Trade, it is hoped that it will generate impetus for resource mobilization, mainstreaming of trade, operationalisation and implementation – all contributing towards enhancing aid effectiveness -  consistent with the Paris Declaration on Aid Effectiveness.  
50. Studies have shown that improvements in supply-side capacity and trade-related infrastructure help strengthen the ability of countries to export or import.  Improvements in transport and communications infrastructure, for example, lead to significant decreases in transportation costs and increases in trade volumes.  Fast growing economies tend to be characterized by higher quality transport and IT infrastructure than low-income countries.  And this quality infrastructure tends to be complemented by efficient trade-related institutions (e.g. Customs) which reduces the number of days to move goods across borders.

51. A recent analysis by the World Bank underlines the significant impact of trade-related aid.  The research found that a one per cent increase in aid directed toward trade policy and regulatory reform (about US$11.7 million more) could generate an increase in global trade of about US$818 million.

52. Much of the work, led by the WTO and OECD, has focused on raising the importance of trade in the context of development, ensuring developing countries engage in a process of identifying their priority aid for trade needs and that donors are responding accordingly, and developing an aid for trade specific monitoring and evaluation framework so as to enable better assessments of the impact of aid for trade.  
53. In 2007, the OECD carried out its first global stock-take of the commitments made by its members as well as actual disbursements.
 The five categories for measuring flows and assessing additionality include ODA for:

i. technical assistance with trade policy and regulations, for example, helping countries to develop trade strategies, negotiate trade agreements and implement their outcomes;

ii. trade-related infrastructure, for example, building roads, ports and telecommunication networks to connect domestic markets to the global economy;

iii. productive capacity development (including trade development), for example, supporting private sector peak bodies’ to exploit comparative advantages and diversify exports;

iv. trade-related adjustments — helping developing countries with the costs associated with trade liberalisation, such as, tariff reduction, preference erosion, or declining terms of trade; and

v. other trade-related needs, if identified as trade-related development priorities in partner-countries’ national-development strategies.

54. At the policy level, McCulloch, Winters and Cireca
 divide policy-related instruments for AfT into three main categories: 

i. policies to overcome supply-side constraints and build productive capacity (e.g. reducing trade costs, improving transport links and access to electricity, improving the business environment and/or access to credit) 

ii. policies to provide opportunities for the poor to share in the gains from trade (e.g. access to non-traditional markets, extension services, micro-credit). Many of those policies are common to the promotion of pro-poor growth in general 

iii. policies to mitigate the costs of adjustment (e.g. social safety nets, vocational training). 

Australia’s support for Aid for Trade in Indonesia

55. Indonesia is Australia’s largest recipient of ODA and the two countries, as neighbours, have a significant policy dialogue. Nevertheless, the relative role and importance of ODA should be kept in perspective. In 2008, ODA counted for less than 0.2 per cent of Indonesia’s Gross National Income (GNI), and Australia’s share of total ODA to Indonesia was approximately 12 per cent.
 Two way trade between Indonesia and Australia accounted for less than 2 per cent of total trade.

56. The WTO reported that OECD countries committed to Indonesia in 2007 a total of US$790 million in AfT related ODA (See Annex 2). Of this, US$605 million was actually disbursed. The largest amount disbursed was for the infrastructure component of AfT (US$342 million), followed closely by building-productive-capacity for trade (US$256 million).
 A distant third was technical assistance for trade policy and regulations (US$7 million). No money was pledged or disbursed for trade-related adjustment (although the category was included as part of the measurement). In terms of donor countries, Australia ranked 4th in commitments but 3rd by disbursement. It disbursed significantly more than it had originally allocated.
57. AusAID’s Indonesia Program continues to support trade-related capacity development in three of the OECD’s AfT categories.
 Between 2008 and 2009, AfT related activities in Indonesia, under the three categories, accounted for approximately A$110 million (See Table 2 for a breakdown), out of a total program worth approximately A$500 million. In trade policy, AusAID has focused on institutional development and training and support for trade in services, such as, logistics, health and education. This support bolsters Indonesia’s capacity to conduct bilateral and multilateral trade negotiations and meet its international and regional commitments. 

Table 2:  AusAID's Indonesia Program Aid for Trade Activities

	
	Duration
	Estimated funding (A$ million)

	Infrastructure

EINRIP (grant)

EINRIP (concessional loan)

INDII

Economic Governance

AIPEG

GPF

Indonesia Project

Core Funding for SMERU

IFC (PENSA)

IFC (PEPAN)
	2006-2013

2006-2013

2008-2011

2008-2015

2011-2015

2008-2012

1998-2012

2008-2013

2006-2013
	$ 30 million

$ 300 million

$ 60 million

$31 million

$50 million

$2.7 million

$8.6 million

$6.5 million

$6.5 million


Source:  AusAID, Indonesia Branch, 2009
58. Key activities relating to trade policy include funding TAMF/AIPEG—focused on supporting public-sector policy making and management in key Indonesian Government agencies, with a particular look at economic reform. Australian Development Scholarships (ADS) include targeting the Ministry of Trade and funding seven ministry of trade officials to undertake master’s degrees in Australia. Support has also included trade-policy-related capacity development, through regional organisations, such as, ASEAN and APEC.
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59. AusAID is providing assistance with infrastructure through building roads. This facilitates greater trade from isolated areas by connecting markets to ports and reducing the time and cost involved in transporting exports. Key activities relating to infrastructure include the Eastern Indonesia National Road Improvement Project (EINRIP), which consists of grants and concessional loans to Indonesia, and aims to rehabilitate approximately 550 kilometres of the national road network and replace 1,000-metres of steel-truss bridges. A second AfT infrastructure program is the Indonesian Infrastructure Initiative (IndII). IndII focuses on reducing regulatory and policy constraints that deter investment in areas such as, transport, water and renewable energy.

60. On productive capacity, AusAID is helping farmers in poor areas to increase production and develop linkages with markets—including international markets—in a range of sectors, like cocoa, coffee, horticulture, beef and seaweed. Key activities include the Smallholder Agribusiness Development Initiative (SADI) and its successor program (currently being designed), assisting smallholder farmers by facilitating market access, disseminating agricultural research, teaching farmers more-efficient production techniques and providing local infrastructure. The Australia Nusa Tenggara Assistance for Regional Autonomy (ANTARA) program and its successor, also provide AfT support through improving peri-urban and rural incomes in Indonesia’s easternmost province. It centres on supporting agribusiness productivity and market development.

Lessons learned from ODA and AfT activities
61. An understanding of what is defined as AfT and what Australia’s ODA is already delivering are necessary precursors to a discussion of what more ODA can do.  Australia’s aid for trade objectives are for developing countries to:

(i) engage in the multilateral trading system and regional trade initiatives;

(ii) boost trade and investment flows; 

(iii) encourage diversity in trade activities; and 

(iv) improve economic integration on a regional and global basis (e.g. issues, such as harmonisation of standards and mutual recognition of qualifications, which may not be fully covered in the previous objectives).  

Australia’s Aid for Trade efforts are consistent with the categories used by the OECD in monitoring Aid for Trade flows, although the later is somewhat broader: 
(i) Trade policy and trade development including

a. improving trade and trade-related economic policy development and analysis skills;

b. strengthening negotiation skills to participate in international trade agreements;

c. undertaking further trade facilitation and regional integration initiatives (e.g. streamlining Customs procedures, harmonisation of standards, and other behind the border initiatives).

(ii) Economic infrastructure
a. building the necessary infrastructure to support increased trade, such as roads, ports, energy and telecommunications.

Projects/activities must be able to articulate the link or benefits to communities/businesses in their cross-border trade activities e.g. energy infrastructure needs to be supplying manufacturing firms, small and other businesses (involved in either exports or imports); telecommunications infrastructure should be supporting identifiable industries or sectors in a region and/or facilitate trade in services).

(iii) Building productive capacity including 

a. strengthening industry capabilities across different sectors, particularly trade supporting sectors such as banking and finance;

Must be able to identify secondary industry segment directly benefiting from the activity, and/or have a specific trade aspect to the activity e.g. support for trade finance/insurance.

b. investing in industries and sector to help diversify exports and optimise comparative advantage e.g. agriculture, forestry and tourism.

Activities must be in sectors that are export-oriented or import-replacing.

(iv) Trade-related adjustment including

a. implementing structural reform; 

62. re-skilling of workers to adjust to changing economic opportunities.
63. Similarly, it is important to apply the lessons learned in designing and implementing ODA – both in the broad sense and narrowly defined in the shape of AfT. Lesson can be drawn from a wide range of sources. At the global level and based on broad principles, these include the Paris Declaration on Aid Effectiveness.
 Similar broad lessons have been identified in the design and implementation of capacity development. Remaining at a global level, but more narrowly focused; there are lesson that can be learned from the global review process undertaken by the OECD and WTO on AfT.
 At an agency level, AusAID monitors and evaluates all its programs. It also has an Office of Development Effectiveness which is tasked with broader learning and reporting on lessons learned.
 At a country level, Indonesia and Australia jointly monitor performance and reports on AusAID’s program in Indonesia.
 Together, these various monitoring and evaluation systems provide a range of lessons that are applicable and can be drawn on to inform additional AfT programming in Indonesia.  
64. Why are these lessons important for AfT programming? In two words; aid effectiveness. How lessons are applied and what they imply for an AfT program for Indonesia is of course open to various interpretations. However, most informed stakeholders agree on some broad lesson that can be learned and should be applied to the design and implementation of AfT activities, as they should be for all ODA. 

65. First and most important, AusAID’s Aid for Trade activities in Indonesia should be an integrated part of its Aid Program. Trade and investment are cross-sector and multi-dimensional challenges that should be considered when undertaking country situation analysis, designing and implementing aid activities. Trade and investment activities should be incorporated into the broader goal of reducing poverty and achieving sustainable development. Focus should be on:

i. supporting domestic and international trade and investment policies that enable the government to reduce poverty;
ii. supporting increased and improved domestic and international trade and investment that directly benefits the poor; and
iii. Assisting with mitigating the adverse impacts of trade related adjustments on the poor and providing opportunities for coping.

66. Specific AusAID funded AfT activities in Indonesia should be determined in consultation and partnership between Indonesia and Australia, and reflect the priority and needs of both countries. Activities can be integrated into programs that have sectoral or thematic focus, for example, infrastructure or economic governance programs. They may also be standalone and specific trade or investment related activities, such as, capacity development support for the Ministry of Trade. See Box 2 for a set of guidelines for identifying what Aid for Trade activities in Indonesia should do.
67. A key to devising any activity is a thorough problem analysis. When interventions and support programs are designed it is important that they clearly identify the trade and investment barriers that are to be targeted and whether aid can have an impact on reducing these barriers. While populist calls for intervention may be strong, it is not enough to respond to lobby groups without an analysis to understand what the nature of the problem is, and what the alternatives for intervening are, and their consequences. In the case of trade and investment, the first best solutions are often those that address market failure, and were necessary, improve or introduce the supply of public goods required for efficient markets. Selective interventions which create market distortions should be considered with great care, but may be implemented for other reasons than economic efficiency, such as, for welfare gains by specific poor communities or segments of the population. But trade-offs should be clearly understood and articulated.
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68. In supporting AfT activities, and based on experience across a number of economies, activities are preferred that improve the business enabling environment by working to improve economic governance, infrastructure, logistics and legal institutions. These activities tend to provide significant benefits and are preferred over selective interventions. Economies which experience rigidity that affect the ability to transfer resources across sectors and that impact the cost and time of doing business and have monopolistic distributional structures with significant barriers to entry and exit, tend to have slower growth with implications for poverty alleviation.
 Supports for reform in the investment climate are essential for enabling economic growth.
69. With a significant amount of aid going to capacity development, it is important to understand what works and doesn’t in this area. Successful capacity development programs have engaged with a complex set of requirements necessary for capacity development. This entails going beyond mere technical training and looking at conditions such as: a) ownership and commitment by the recipient; b) shared diagnosis and understanding of capacity needs; c) identification and agreement on entry point(s); and d) ability to engage long-term and take a flexible approach. It is also important to build all aspects of capacity (including institutional capacity). See Box 1 for a successful example of AfT support in this area.

70. On a more general note, experience in Indonesia and elsewhere, has taught development practitioners that for aid to be effective it requires long term engagement. There are very few quick fix solutions to fundamental development challenges. Moreover, development challenges usually require significant resources. Therefore, small, ad hoc stand-alone projects should be avoided and larger and longer term programs, that remain flexible, should be considered as the norm.
71. Where aid does focus on particular industries, it should focus on those that have the most potential for growth and competitiveness. These industries are more likely to lead to long term sustainable employment and income generating activities. Work in this area should take the opportunity to develop public private partnerships that draw on the private sector’s experience to help prioritise areas for reform and identify potential solutions. This is particularly import in Indonesia where the privates sector has been neglected in the dialogue on the AfT agenda. The privates sector can play a significant role, but in doing so, interventions should avoid addressing the needs of individual firms as it creates many selection and sustainability problems. 
Opportunities for additional AfT support 

72. The areas identified here are derived from, and linked directly to, the discussion in part II. They are presented as a list of opportunities which will need to be designed and implemented so as to be an integrated part of Australia’s ODA to Indonesia. The suggestions for additional activity avoids recommending doing just more in the areas that AusAID already work in, rather the focus is on opportunities for additional activities that complemented Australia’s existing AfT program, are consistent with lessons learned and ODA in Indonesia more generally.
 Furthermore, in choosing activities to implement, the guidelines outlined in Box 2, for identifying what Aid for Trade activities in Indonesia should do, should be used to guide decision making and design. With these caveats in mind, the following is a list of where there are additional opportunities for AfT activities. 

73. Logistics: Problems in this area were identified in Part II as a significant constraint. For Indonesia, integration with international markets is very important. Trade in East Asia during the last 20 years has developed rapidly: currently two thirds of world trade takes place in East Asia. What is interesting is that around one fifth of the trade in East Asia is in the form of production networks (Soesastro and Basri, 2005). This suggests that Indonesia should focus on becoming a part of these production networks. By joining these networks, Indonesia will benefit by becoming a more important production base. For several automotive and electronic products, this has already begun. In the future, with an efficient logistics system, Indonesia can play a more important role in production networks and become a significant production base.
74. To assist Indonesia in becoming part of a production network and ensuring the competitiveness of Indonesian exports—without reducing domestic price disparity, an efficient logistics system is required.
 The government requires a study of mapping the key problems in logistics and creating a blueprint for the logistics sector. For this, technical assistance will be required to assist the Ministry of Trade and the Indonesia Chamber of Commerce. 
75. Infrastructure: Part II identified the continued problem of a deficiency in infrastructure and the need for more support in this area. AusAID and several other donors, such as, the Japan Bank for International Cooperation (JBIC), the World Bank and the Asian Development Bank (ADB), already have significant programs in this area. Despite these efforts, an absence of additional investment in infrastructure (private, public, domestic and foreign) will lead to under-developed infrastructure, remaining a supply-side constraint to trade and hindering economic growth. Several additional initiatives could be carried out to meet the country’s infrastructure needs. For example, donor coordination and cooperation and effective public and private partnership schemes could be developed and implemented. AusAID could provide assistance through providing examples of models of public and private partnerships from Australia. A related initiative could be in sharing the experience of how Australia has managed problems regarding land acquisition. 

76. Institutional and legal Aspects:  Legal and institutional aspects, identified in Part II, are a particularly important area for supporting Indonesia with capacity development. This includes support for governance. A very specific areas, such as, the Tariff Team and RIA Program have been identified as areas where Indonesia could use more support.
 

77. In terms of trade policy, capacity-building support can be provided to the Tariff Team to help with determining the levels of domestic trade protection. Useful lessons can be provided to Indonesia through Australia’s experience with its Productivity Commission. The model of the Productivity Commission in Australia has been discussed as a model that Indonesia may learn from. Australia could provide technical assistance in setting up small, permanent, technical staff within the Tariff Team. In addition, technical assistance could also be carried out by improving the analytical and reporting capacities of the Tariff Team, as well as, making principles and guidelines in order to be able to carry out assessments of individual trade policies. Furthermore, there is more room for human resource capacity development in trade. It will be important that Indonesia’s negotiators be well prepared to take on such task.  It may, therefore, be worth considering running a trade policy course for Indonesian officials from the various ministries involved in trade and economic policy that would provide a sound knowledge base on what trade reform can and cannot do to achieve economic growth and development.
78. Capacity development for PEPI (Export Acceleration and Investment Promotion): To improve competiveness, as mentioned in Part II, a PEPI Team has been set up under the Coordinating Ministry for Economic Affairs. The main task of this team is to coordinate investment and trade policies. This team will also prepare background materials for ministerial meetings, undertake policy research and analysis and monitor the implementation of investment profiles. Opportunities exist for AusAID through its AIPEG facility, to provide assistance in capacity development for PEPI technical staff and to help senior advisers improve PEPI’s performance.
79. Market access and quality control: These issues, identified in Part II, may be addressed by a focus on quality control and technology transfer. Capacity development is needed for quality control, in order to help Indonesian products meet standards and enter the Australian market. This is an important role for AfT, which would help Indonesia obtain the benefits of trade with Australia. One possibility may be setting up a team to be placed at the Indonesia Chamber of Commerce: To help Indonesian business people meet the product standards in Australia.

80. One possibility may be to set up some form of cooperation for Australian Customs and Quarantine in Indonesia, so that when Indonesia’s products enter Australia, the quarantine process would have already been handled in Indonesia. This would reduce the quarantine problems Indonesian exporters’ face when entering Australia.

81. The services sector: By focussing on the service sector, issues of competiveness and market access, raised in Part II, can be addressed. The services sector constitutes almost half of the Indonesian economy. Linkages from this sector are relatively strong compared to other sectors. Some services are also important in facilitating trade and investment, thus making them especially important. Consequently, it is important for the Indonesian economy to have an efficient services sector. The services sector is also important in terms of jobs; bearing in mind that 60 per cent of unemployed people in Indonesia are characterised as being educated and young (USAID 2008). These educated, unemployed people are less willing to work in labour-intensive sectors or become blue-collar workers. The first choice is to become employed in the formal-services sector, gaining employment in banks, telecommunications, hotels etc. Also, these sectors provide strong future-growth potential for Indonesia. 

82. The tourism sector is another area that has growth potential for Indonesia and implications for employment. The culture and geographical diversity of the archipelago offers a range of trade in tourism opportunities. Particularly with increased stability, the potential exists to see substantial growth in tourist numbers.

83. Several other parts of the services sector are important for Indonesia. An example is Mode 4 in GATS, or the movement of natural persons. In 20 years from now, Indonesia will experience a demographic dividend, where residents of productive ages will be higher compared to non-productive segments of the population. On the other hand, many countries in the Asia Pacific will experience the problem of aging. In this situation, the demand for professional workers of productive age will increase. If Indonesia increases the quality of its human resources, it will have the opportunity to become a supplier of skilled labour to the region. 

84. Improvements in human resources necessitate improvements in the quality of education and health. This will require Indonesia to cooperate with overseas educational institutions or with overseas health agencies. Current regulations do not allow this; however, this is an important area for future development and one that has been highlighted in a recent report by the Lowy Institute.
 The educational sector is a focus of Australia’s aid program and a sector where both countries would benefit from market liberalisation.

85. Services are a relatively new issue in Indonesian trade. Until now, there are very few Indonesian experts and data relating to this sector is extremely limited. While AIPEG currently provides support in this area, there is a demand and need for additional technical assistance in developing an analytical framework and mapping the services sector in Indonesia; this includes assisting in analysing potential offers and requests in trade negotiations. Taking into consideration that negotiation issues and analysis of offers and requests are highly confidential issues. Additional capacity development and technical assistance could be given to Indonesian officials in the services sector—without direct involvement in making policy recommendations: similar to what is being provided under AIPEG. Service sub-sectors, that have already been identified as priority areas requiring technical assistance, include movement of labour, higher education services, health services and retail trade. 
86. Competiveness and domestic trade: Inefficient domestic trade and the impact on competiveness were highlighted in Part II as a significant problem. One reason for inefficient domestic trade has been the emergence of local taxes and extra costs in connection with inter-regional commerce. This can be attributed to weak decision making processes at the sub-national level. The Government of Indonesia, both at the central and the regional level, has shown a desire to implement a Regulatory Impact Assessment (RIA)
 procedure as part of the process of policy-making. So far, the Asia Foundation, with the assistance of USAID and Canadian International Development Agency (CIDA), has implemented a RIA program in 25 districts across Indonesia. The Asia Foundation has also helped to provide training for the RIA program in the Ministries of Trade and Finance. 

87. Additional support could be provided by AusAID through helping setup RIA programs at several universities in the regions. A team could be created with links to the Productivity Commission and the Australia – Department of Finance,
 with several RIA experts to teach RIA at universities in the regions and work with local governments. In this way, inter-regional trade policies can be improved and become more consistent, so that problems involving local taxes, extra costs and inter-regional commerce regulations—that result in a high cost economy, can be tackled. 

88. Indonesia could also benefit from Australia’s experience as a resource-rich country, designing regulations and local taxes for resource-rich regions and districts. AusAID could consider providing capacity development and training for local government officials on how to produce efficient regulations in resource rich districts or provinces. 

89. The issue identified in part II related to price disparity offer an opportunity for further AfT support. Such support can be especially helpful related to food prices and factor inputs such as fertiliser and seed. The Ministry of Trade has recently set up a rapid response team with the support of USAID. However, there are opportunities for AusAID to cooperate with other donors (USAID and others) to assist in developing an information system for monitoring commodity prices. One crucial aspect of assistance in this area will be the use of mobile phones and the internet to disseminate information on prices to the Indonesian farmers. Therefore, this is an area that may require AFT support, with a focus on infrastructure development, regulatory capacity development and in assisting telecom firms to develop those services to be provided at cost that is accessible to the Indonesian consumer even in remote rural areas.

Where to from here?
90. The above list does not represent an absolute list of what should be done. The discussion in Part II on constraints and in Part III on activities that could be considered for additional AfT activities are derived from an analysis, as well as, represent a dialogue with numerous stakeholders. In considering which of the constraints to address and which opportunity to incorporate in an AfT program, a number of objectives should be met, that include:
i. AfT activities should be integrated part of Australia’s Aid Program. This requires alignment with the wider priorities jointly identified by Indonesia and Australia.

ii. Activities should be determined in consultation and partnership between Indonesia and Australia. This report represents part of such a dialogue but needs to be supplemented by “on the ground” discussions with government and other stakeholders. 
iii. The identification and design of AfT activities should adhere to the ‘lessons learned’ as identified in this report.

iv. In deciding on specific activities, AusAID should focus on where it already has a comparative advantage in delivering results, as well as, consider the AfT activities carried out by other donors.
91. AusAID’s existing activities in AfT provide reasonably good coverage in three of the four traditional AfT areas. However, this does not imply that AusAID should automatically do more or cover the fourth area. Rather, this report in identifying the constraints and providing a possible list of activities reflects Indonesia’s priorities and concerns in the area of trade. The list of constraints and proposed activities provides a basis for discussion ‘on the ground’ with various stakeholders. The lessons learned and the guidelines’ in Box 2, as well as, the report more generally, provide a framework for guiding such discussions and considering what should and should not be supported. 
PART IV

Implication of an Economic Partnership Agreement (EPA) between Indonesia and Australia
92. Part IV shifts the discussion to an examination of what the implications are of an Economic Partnership Agreement (EPA) between Indonesia and Australia. The chapter is divided into three sections and begins by summarising the results from the CGE modelling commissioned by the Department of Foreign Affairs and Trade (DFAT). It separates the results by sector and identifies the likely regional and poverty impacts. The second section, discusses a number of cross cutting implications for AusAID. Finally, in the third section, a possible role for AusAID in the EPA negotiations is discussed.

93. Part IV begins by examining the specific emphasis on poverty and regional impacts. Based on recent bilateral discussions it is assumed that such an agreement will be in the form of an Economic Partnership Agreement (EPA), with an emphasis on capacity development. The impact of trade liberalisation will depend partly on: the negotiated outcomes for various parts of the agreement; the rate of agreed implementation and; the ability of each economy to take advantage of the agreement. In particular, the focus in this part of the report is on poverty impacts and income distribution effects of an EPA — with respect to the poor and regional distribution effects.

Likely impact of a bilateral EPA

94. In 2009, Indonesia and Australia carried out a joint feasibility study to examine the likely outcomes from a bilateral EPA. The joint report was supported by an independent study using a Computable General Equilibrium (CGE) model.
 The results are summarised in the report and a summary of the results from the CGE modelling are included as Annex 3. The outcomes from the CGE modelling are dependent on the assumption made in the model; both the joint feasibility study and the CGE modelling report that the results ‘should be used only to infer the outcome of trade and investment liberalisation (positive or negative) and the magnitude of such impacts (significant or modest)’.
 This report acknowledges the limitations of the CGE model used by CIE and the need for a wider range of choices in models and access and capacity to use such models by Indonesian academics and policy makers.
 

95. It is estimated that the overall impact from a comprehensive trade liberalisation between the two economies would be positive.
 Figure 2 shows the expected gains by the two countries over a 30-year period. The estimated gains for Indonesia are modest but larger than those for Australia. The modest gains can be explained by the significant benefits that are already captured under the regional ASEAN – Australia – New Zealand Free Trade Agreement (AANZFTA); signed by all parties in February 2009, including Indonesia and Australia.
 The sectoral breakdown of benefits from a comprehensive trade-investment liberalisation with Australia shows that of the 57 sectors in the CGE model of the Indonesian economy, 86 per cent are expected to increase in output, resulting in a small overall gain in employment (See Annex 3).
 

Sectoral impact

96. As noted in the joint Feasibility Study, sixteen of Indonesia’s 21 agricultural sectors are expected to experience an increase in output: rice, vegetables, fruit and other animal products are predicted to increase in output but record a slight fall in exports.
 These sectors have relatively low-existing trade barriers and the change is mainly due to production shifting to meet growing, domestic demand resulting from economic growth in Indonesia. The meat and dairy sectors are also expected to experience higher outputs, investment and exports and imports—but lower employment as the sectors become more efficient and require less labour inputs (as well as other inputs). 

Figure 2:  Estimated Impact of a Trade & Investment Agreement on Real GDP
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Source:  Centre for International Economics CGE–Cubed modelling simulation.

97. In contrast, the cattle and sugar sectors are expected to decline in output but increase in exports as the lowering of tariff barriers is anticipated to increase the competiveness of these sectors. The increase in sugar exports is large (6.2 per cent) but from a very small base and thus the overall impact on the economy is small. Wheat and other crop sectors are expected to lose market share to imports, resulting in a decline in output, employment and exports. Although the loss will be relatively small, given that Indonesia’s tariffs on these sectors are low, falling in the range of 2– 5.6 per cent. 

98. The Indonesian manufacturing sector is likely to experience significant gains from trade and investment liberalisation. Under the CGE modelling, all eight manufacturing sub-sectors are expected to increase output and six of the eight sub-sectors are expected to increase employment, investment, exports and imports. Only food and beverages (-0.44 per cent) and textiles and clothing (-0.24 per cent) are expected to experience a decline in employment. 

99. For Indonesia, the largest beneficiary is projected to be the chemical sector made up of petroleum and coal products, chemicals, rubber and plastic products. The CGE modelling shows it gaining in employment, output, investment and exports and imports. In the chemical sector, Indonesia is expected to improve its competiveness in the world market. The CGE modelling also reveals Indonesia’s mineral and energy sector improving its output (0.33 per cent); investment (0.91 per cent), exports (0.33 per cent) and imports (0.04 per cent) but with a slight decline in employment (0.24 per cent).

100. As noted in Part II, the service sector is of growing importance to Indonesia.  It is also an important sector for Australia, with it accounting for approximately 70 per cent of GDP. Of particular importance for Indonesia are the movement of natural persons (mode 4) and the cross border supply of services (mode 1). To a large extent the barriers to trade in these services occurs behind the border. Any liberalisation in the free movement of natural persons would have significant impacts, especially related to professional services. Other areas that may experience an impact if behind the border barriers were removed or lowered include financial services and services in transport.

Regional & poverty impact

101. In terms of sustainable-inclusive economic growth, the expected sectoral impacts of a comprehensive trade and investment liberalisation agreement between Indonesia and Australia can be mapped against the likely poverty and regional impacts. Figures 3 and 4 map the regional distribution of poverty in Indonesia. While these maps are now somewhat dated they still provide a good basis for discussing the regional impacts of trade and investment liberalisation. The maps show that Eastern Indonesia represents an area with a high incident of poverty. However, given the dense population, the absolute number of people living in poverty in Java is high, particularly in Central and Eastern Java.

102. The impact of a comprehensive trade liberalisation package on the poor is likely to be varied depending on the industry sector and location. As previously noted, the overall impact of liberalisation on the economy should be positive and lead to an increase in incomes, more competitive markets, usually lowering prices and offering a wider variety of goods and services available to the Indonesian consumer. The impact on individuals and communities will, however, be influenced by the extent individuals, and particularly farmers, are integrated into the economy for traded commodities and goods and services. In remote areas where most crops are grown for subsistence living and there are high barriers to entry—mostly related to the remoteness of the region, the impact of trade liberalisation may be negligible. However, such generalisation needs to be tempered by specific industry-sector analyses which have been provided below for some of the more contentious sectors.

Figure 3:  Poverty Headcount Ratio by Province, Indonesia 2000
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Source:  BPS 2004

Figure 4:  Poverty Headcount Ratio by Regency and City, Indonesia 2000
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103. The sugar sector in Indonesia has been plagued by problems since its golden era of the 1930s (Sudana et al 2000). The sector is dominated by policies motivated by rent seeking, large under-utilised state-owned mills, widespread smuggling and under invoicing (Stapleton 2006). Current domestic production does not meet demand and imports are regulated through licensing. Almost three quarters of sugar farming takes place in Java but can also be found in Sumatra. About 70 per cent of the area under cultivation is with small to medium-size holders and is increasingly being done by dry-farming methods—as farmers shift out of sugar to more profitable crops. Thus, liberalisation is likely to increase the trend of farmers’ moving to crops that are more profitable and lead to a rationalisation of the milling and refinery industry. 

104. The cattle sector in Indonesia is characterised by smallholders (80 per cent) and primarily found in Java, Madura, Bali and Lombok. Imported cattle account for approximately 5 per cent and lot fed cattle for 13 per cent. While East and Central Java have the largest number of Cattle, Lampung, Jambi, Irian Jaya (now Papua) and East Kalimantan experienced some of the largest increases during the 1990s. Cattle fattening and breeding programs have been found to have good potential for reducing poverty among smallholders (AusAID, ANTARA Progress Report, October 2009). 

105. Eastern Indonesia has benefited from a variety of government and donor initiated cattle programs. The industry sector continues to face a number of challenges, including improving breeding programs and managing technologies related to the development of the smallholder commercial cattle sector. Additionally, a lack of specialisation (e.g. in breeding or fattening) and proper integration with the production of complimentary crops (e.g. maize for feed), has meant that the cattle farmers have not reached competitive potential. In particular, the sector faces the challenge of introducing simple, effective feeding and management practices and improved supply-chain linkages with urban markets. The impact of liberalisation in the cattle sector will most directly affect smallholders in East and Central Java, as these are the areas with the largest number of cattle farmers and most integrated into the supply chain. However, much of the negative affect can be offset by improved feeding practices, elimination of inter-provincial taxes, specialisation, adopting more effective farming systems and unnecessary regulations, as well as, improvements in the structure of the supply chain. Moreover, the declining domestic cattle supply can benefit from Indonesia–Australia cooperation and joint ventures. 

106. The dairy sector in Indonesia is still very small. It consists of some 320,000 milk producing cattle largely located in three higher altitude areas in Java. Approximately 90 per cent are small-scale farmers owning three to four cows, and almost all are linked to local cooperatives that process and sell the milk. The dairy industry supplies about 30 per cent of domestic demand with the rest coming from licensed imports of milk powder. Dairy cattle numbers expanded from the mid-1980s to the Asian Financial Crises of 1997, but since then has remained relatively stable. The industry is highly regulated and has been the recipient of several government programs to expand and improve its efficiency. Initiatives to diversify the industry to other provinces have not been very successful and the industry remains characterised by a lack of technology and improved genetics, poor milk quality and infrastructure (Wouters 2009). 

107. Liberalisation of the dairy industry is likely to have the largest impact in Central and West Java where most of the smallholders are located. It will likely exacerbate the trend towards larger-scale dairy enterprises and the sharing of technology such as can be found at the Green Fields Farm in Malang (joint Indonesia Australia venture). Smallholder dairy farmers often own the cattle in order to obtain additional income to other farm activities. For smallholder farmers the dairy and beef cattle markets are interchangeable, as reported in 2004, when high beef prices resulted in a large number of West Java farmers selling dairy cattle as beef. 

108. The above examples illustrate the likely impact on specific sectors from bilateral trade and investment liberalisation. In general, the short term impact on poverty will be through the employment effect.
 In this respect, the CGE modelling shows the largest number of sectors expected to lose employment are in the rural sector. The exception to this is the large textiles and clothing sector, which is expected to lose 0.24 per cent in employment (although gain in output and investment). The gains in employment are expected predominantly in the urban- industrial sector and outweigh the losses. Given the large rural population of Java and its relatively good connection to markets, the largest impact in employment is also likely to be in this area. In terms of the rural/urban nexus, while absolute poverty is usually more severe in rural areas, these areas usually have better coping mechanisms compared to urban counterparts (Hardjono 2000).
 

109. From an ODA perspective, it’s important to note which sectors are likely to adjust quickly and which will adjust slower. The rate of change in employment will depend on how quickly the new trade regime for specific sectors becomes effective. This will depend on how protected the industry is behind tariff barriers and the nature of behind the border protection (both in Australia and Indonesia), as well as, the structure of the industry. The lower the existing tariff barriers are and the more complex the non-tariff protection measures, the longer it is likely to take for the employment effect to take place. The reason for this is the elimination of already low-tariff barriers will create only a small incentive to new investment and exporters and lead to small efficiency gains. However, non-tariff barriers are usually more difficult to dismantle and overcome, therefore removing high non-tariff barriers are likely to be a slower process and lead to a slower rate of capturing the benefits. Where adjustments are quickest, there may be opportunities to support rapid growth of employment, as well as, mitigate the negative impact of structural adjustment.

Cross cutting implications for AusAID from an EPA 
110. Before considering the implications of an EPA for Australia’s ODA, several crosscutting issues are covered. These issues cover traditional areas of concern for ODA, such as, gender, the environment and capacity development, as well as, some Indonesia–Australia specific issues, like labour, Sanitary and Phytosanitary Standards (SPS) and inter-regional trade. 

Gender

111. Gender is a key consideration in the design and implementation of effective ODA. Indonesia continues to face challenges in enabling the profitable engagement of women and achieving progress towards gender equality. The lack of economic empowerment of women is a significant fiscal cost. For example, women have unequal access to financial services, access to land and property, lower participation rates in the labour force and usually lower status in the civil service. While the issue of gender may not be particularly significant for other Australian agencies participating in the process, AusAID, which is currently in the process of developing a Women’s Economic Empowerment Guidance Paper which will set out objectives and strategies including in the area of Aid for Trade, will need to consider gender during the EPA process in implementing the agreed work program. It is clear from recent studies that trade liberalization is not gender neutral.
  Research shows that constraints faced by women wanting to be involved in the export sector are in fact twice that of those supplying domestic markets due to stringent product standards and the required logistics involved.   In addition to assessing the likely impact of changes in trade policy from a gender perspective (where most of the literature tends to focus) it is also necessary to consider the national economic (including business enabling environment) and social policies and legislation which aim to overcome the constraints women face in benefitting from increased globalisation.   Constraints for women in the trade sphere include lesser access to land, credit, technology, skills, business training, market and price information.  
Capacity-building and evidence-based policy making

112. Arguably the largest single obstacle to Indonesia capturing the benefits offered under a process of liberalisation is the capacity of the government to deliver on the various aspects of reform and develop appropriate supporting policies where necessary. A comprehensive bilateral trade and investment liberalisation agreement is likely to require greater transparency and capacity in the delivery of government services and policy making. The proposed bilateral agreement with Australia, and the regional agreements already entered into as part of the ASEAN grouping, requires Indonesian public servants to implement additional reforms and be accountable to international agreements—where previously they may not have been. This comes on top of many local governments still struggling with the ongoing process of service delivery brought about by decentralisation. This represents both an opportunity and a challenge. 

113. Under an Indonesia–Australia EPA, there is likely to be an Economic Cooperation Chapter, which will include a work program consisting of a number of activities related to the articles in the various other chapters. The work program provides an opportunity to tie proposed activities directly to helping with issues of implementation, including the opportunity to deliver assistance through enhanced links between Australian and Indonesian government agencies. Specifically, this can be in the form of helping with government capacity to deliver better services to industry, agriculture and the service sectors. A second set of priorities should be around helping reform industry sectors so as to be able to capture the benefits offered under the bilateral agreement.

114. A related issue is the promotion of evidence-based policy making. Indonesia has a strong tradition where academics advise policy makers. However, the relationship between commissioned research and policy making is more tenuous. The process of negotiating an EPA and designing a process of implementation offers opportunities for developing a more rigorous process of evidence based policy making. This can be through developing dedicated institutions, similar to the Australian Productivity Commission, or improving mechanisms linking existing stand-alone and independent think-tanks to government policy makers. A third alternative is to improve government agencies’ in-house research capacity and the mechanism linking to policy- making. Improved evidence-based reporting can help offset the sensational media reporting about the impact of trade liberalisation and help inform different segments of society, including peak industry bodies and parliamentary committees.

Labour and environmental standards

115. Including labour and environmental standards in trade agreements has proven to be controversial (Grandi 2009). This is particularly the case in bilateral agreements where two countries have significantly different labour costs and standards. From the perspective of the higher-labour-cost economy, the controversy centres on the issues of dumping and ‘race to the bottom’. From the perspective of the lower-labour-cost economy these same issues are seen as   ‘behind the border’ protectionist measures. Environmental standards can be seen in the same light, while appealing to different sections of the community. 

116. A review on how other bilateral agreements have handled labour issues provides a number of different models (Grandi 2009). The United States and Canada have, in various bilateral agreements, set-up regulatory obligations on core rights recognised in the, International Labour Organisation Declaration on Fundamental Principles and Rights at Work.
 Non-compliance triggering trade sanction and/or fines. The European Union (EU) usually deals with the issue through a series of association agreements that are based on the International Labour Organisation (ILO) work program and include the participation of civil society. In the EU system, disputes can be submitted to dispute settlement but are excluded from trade sanctions. A third model, used by New Zealand and Chile, includes substantive commitments but focuses on cooperation and not on trade sanctions.
 

117. Indonesia’s labour market continues to grow with more than 2 million new entrants seeking work each year. The labour market is characterised by a large and growing informal sector and rigidity in the formal labour market. Employers generally consider the current labour laws as a barrier to the recruitment of permanent full-time staff. The World Bank wrote in March 2010,  ‘The current severance system in the formal sector is in need of reform, as are other aspects of current labour laws’ (World Bank March 2010). Despite these rigidities, workers have been resilient in coping with economic shocks as has been illustrated during the 1997–1998 Asian Financial Crisis and the more recent GFC. While long-term employment growth will need to come from increased productivity and competitiveness in labour-intensive manufacturing and service sectors, in the short-term, the government may need to continue safety-net programs such as the labour-intensive work programs.
118. The model used for including labour and environmental standards in the EPA will determine the impact on achieving sustainable and inclusive economic growth in Indonesia. The New Zealand and Chile model is the least onerous and controversial in terms of implementing and one that is based on regional experience.
 The most significant problem for Indonesia will not come from developing appropriate legislation and standards—as these are mostly in place, but rather, it will come from having to monitor and implement the standards. 

Sanitary and Phytosanitary Standards (SPS)

119. Substantial differences exist between the two countries’ Sanitary and Phytosanitary Standards. Australia has particularly high standards. A number of Indonesians from the public and private sector indicated that this would be an important area for providing technical assistance. In the past, Australia has provided assistance to ASEAN member countries—in order to achieve Good Agricultural Practices (GAP) and Good Handling Practices (GHP). Technical assistance, with meeting SPS standards, will be particularly important for Indonesia to benefit fully from an EPA.

Inter-regional trade

120. For much of regional Indonesia, the domestic barriers to trade are more important than international barriers. As shown by studies from SMERU (2001) and the Asia Foundation (2008), the uncompetitive nature of regional Indonesia is significantly influenced by the poor legal and regulatory environment and the lack of government services. For example, in NTT, SMERU (2007) notes; 

The licensing requirements and regulations have encouraged excessive inspections and the imposition of informal charges that distort the marketing of agricultural products, particularly exportable ones.

The extent that regional Indonesia will benefit from an EPA will, to a large extent, be determined by the opportunity for improved inter-regional trade. Given AusAID’s focus on regional Indonesia, particularly eastern Indonesia, it is well placed to address some of these issues and incorporate the concerns into existing programs. That is, while inter-regional trade may not be part of a bilateral trade agreement, AusAID may, through its work in Eastern Indonesia, help the region capture the opportunities arising from an EPA.

AusAID’s role in bilateral trade liberalisation

121. What role is there then for Australia’s ODA in an EPA between Australia and Indonesia? Before providing an answer, it’s worthwhile noting that Indonesia has been undergoing trade and investment reforms for three decades or more. Thus, the current Indonesia–Australia proposed EPA would not so much alter the direction of Indonesia’s (or Australia’s) economic reform process, as increase the pace and shape the priorities of reforms. In such a dynamic Indonesian economy, donors, such as Australia, are usually already well placed to deal with the ongoing process of economic liberalisation. This is particular so as the Australian program continues to be developed in partnership with Indonesia. The question then becomes more one of how Indonesia’s priorities may change under an EPA and how AusAID should address those changing priorities. 

Implications for Australia’s ODA program

122. The elements of the proposed EPA between Australia and Indonesia are unlikely to have a major impact on the priorities of Indonesia’s supply-side constraints. That is, Indonesia will continue to face significant supply-side constraints in investment and trade. Specifically, Part II of this paper outlined the constraints faced by Indonesia, including: logistics, labour problems, poor quality infrastructure and institutional and legal aspects. It also identified specific constraints to international trade, including export/import clearance times, quality control and continuation of supply, as well as, a number of other factors, which also covered domestic constraints.

123. Some of these constraints are already being addressed through a series of programs, such as, AIPEG, EINRIP, IndII, SADI and ANTARA and maybe considered for further support under these initiatives. While it is always possible to do more, the current program of activities reflects the partnership and agreement between Australia and Indonesia as to where finite resources should be allocated. Given an EPA is not likely to change Indonesia’s priorities in its supply-side constraints: it is unlikely to require a change in AusAID’s overall priorities in this area. 
 Rather what is considered here is what adjustment AusAID may need to make in light of some form of bilateral economic liberalisation agreement between the two countries.

124. The CGE modelling and discussions with Indonesian industry representatives and government officials has highlighted at least four sectors sensitive to bilateral-trade negotiations and in need of support. The wheat flour, sugar, dairy and beef sectors have been identified by Indonesia as particularly sensitive areas. In relation to assisting with an EPA, Australia can provide capacity development to these sectors, (for example, programs to increase productivity, technology transfers, new seeds etc.). The support can be undertaken indirectly as well, by improving infrastructure, logistics cost and streamlining regulation between central government and local government, which will reduce the ‘high-cost economy’. Australia can also help by introducing a RIA program to ensure consistent regulation between local and central government.

125. Specific consideration should be given to the service sector and specifically to the temporary movement of natural persons. While the specific agreement under a GATS Mode 4 type of arrangement, within an EPA, is the responsibility of trade negotiators, AusAID could consider carrying out a pilot scheme as a precursor to negotiations.  Such a pilot project would inform the negotiations process and provide a demonstration of what may or may not work. A pilot would need to be worked out in close collaboration with DFAT and other government agencies in Australia and Indonesia, but AusAID could commission a joint Indonesia-Australia study to examine the Vocational Education and Training (VET) issues that should be included in the EPA discussions. Such a study should highlight the importance of using the Visa 457 as a method to build skills transference around vocational education and training in Australia and Indonesia: showing what may or may not work. This could also draw from the experience AusAID has in managing such programs in the Pacific.
126. Opportunities for the poor to share in the gains from trade are more likely to be important for helping with the adjustment impacts of an EPA and by implication for AusAID. The CGE modelling shows that the gains in employment are almost entirely limited to the urban sector (except for forestry). Whereas many of the rural sectors are likely to lose employment. In areas such as sugar, where the trend is for farmers to switch out of the crop, ODA can help with the restructuring of the sector and for farmers to switch to more profitable crops. In vegetable and fruit, farmers can be helped to meet standards and develop new regional markets. The salt sector, which has a large number of small-scale farmers, is likely to need help, and trade liberalisation may provide the impetus for farmers to shift to higher income activities. Some of these issues can be addressed by working directly with farmers, farmer associations and others, addressing supply-side constraints, such as, poor access roads to markets or reducing barriers to inter-regional trade.

127. The area where an EPA may create the greatest need for support, and one where AusAID has perhaps least coverage, is in policies to mitigate the cost of adjustment. That is, the impact of structural adjustment accelerated by an EPA may require additional support for specific groups, such as, small sugar, salt and dairy farmers. The support may be in the form of social safety nets, re-training or improved access to markets and finance. AusAID does not necessarily have existing programs that it can extend to cover such affected groups. Where it does, and it fits within the scope of existing activities, it makes sense to utilise existing programs. Although, it may need to delegate authority to other donors or programs where there are areas that Australia is committed to assist—but where AusAID does not have coverage. 

128. Coming back to an earlier point, and one that falls outside of the usual AfT structure, an EPA between Australia and Indonesia offers an opportunity for the two countries to deepen and strengthen the relationships and build stronger institutions. The EPA, as well as a range of other recent trade agreements, has placed greater demand on Indonesia to deliver services at the national and regional level, both through the public sector and private sector peak representative bodies. Given the ongoing partnership in the ODA program, the EPA will provide opportunities to build on the partnership and beyond ODA.

AusAID’s role in the EPA negotiation process

129. The emphasis here shifts from the implications an EPA has for Australia’s ODA to a more specific role that AusAID may play in a bilateral EPA negotiations. Looking at the EPA negotiation process, and based on past experience, this paper argues there is a role for Australia’s ODA in a bilateral-trade liberalisation negotiation process. The details of such a role will need to be worked out in partnership with Indonesia, but it is nevertheless possible to discuss some general areas that have already been flagged by the analysis and during fieldwork in Indonesia.  The following discussion is divided into two parts:  

i. Indonesia’s political-economy context; and
ii. An Economic Cooperation Chapter.
130. It is important for AusAID to be proactively engaged in the process. AusAID’s skills in designing and managing projects and its experience in working with DFTA on the regional AANZFTA, positions it well to support the EPA. Australia already has a large program of activities in Indonesia, it’s important to try, as far as possible, to maintain coherence between its existing program and new activities. The EPA may also have some structural adjustment impacts and AusAID will almost certainly be asked to help with the adjustment process. Part of the agreed economic- cooperation work program that is ODA eligible will fall to AusAID to manage. 
131. Beyond the development cooperation aspects of the EPA, AusAID is also placed to be actively involved in providing analysis of and input into other substantive areas under negotiation from a development perspective.  It will be important to ensure that all aspects of an EPA, such as trade in services/labour mobility, customs, rules of origin, TBT/SPS take into account development issues so that the overall EPA is development orientated.  As a part of this, AusAID can also play a role in ensuring the negotiating process itself is one which facilitates active participation of Indonesia on all aspects under negotiations.  
132. The above reasons highlight the importance of AusAID being involved throughout the process of developing an EPA and managing the outcomes. It is imperative to recognise that there are trade-offs to be considered. Australia’s assistance (however much that might be) will have finite limits. 

Indonesia’s political-economy context

133. A constraint on the Indonesian Government, and therefore on AfT related ODA, is the current political economy contexts in Indonesia. The current Indonesia political economy limits the opportunities for developing an EPA. While Indonesia has performed better than many other economies during the recent Global Financial Crisis (GFC), its impact and the adverse publicity related to the ASEAN–China FTA, has meant there is little public support in Indonesia for any new bilateral or multilateral trade agreement. 

134. The sentiment in parliament, after the Bank Century scandal and the censor motion passed by parliament, has increased the tension between an already nationalistic parliament and the leading economic technocrats, thus reducing the opportunities for introducing new legislation liberalising the economy. Moreover, little or no work has been done in Indonesia to build a coalition of support for further trade liberalisation. For example, lack of stakeholder consultation and information sharing in Indonesia has resulted in a number of key stakeholders, such as, KADIN, being very ambivalent towards further trade and investment liberalisation with Australia. 

135. This ambivalence is also noticeable in the government sector. In Indonesia, the ‘whole of government’ approach is not well developed. To a large degree Ministries work in silos with minimal coordination. The Ministry of Trade acts as a ‘coordinating ministry’ on trade issues and needs the approval of other relevant ministries before it can act. For example, any discussion on agricultural trade liberalisation will need the approval of the Ministry of Agriculture before the Ministry of Trade can act. 

136. Nevertheless, with few key exceptions, Indonesian government officials support the concept of trade liberalisation. However, at the provincial and district level, government officials generally lack the understanding of trade issues and don’t have the resources to deal with trade issues. Despite supporting the concept of ‘free trade’, protectionist inclinations are evident at every level of government. The combined effect of the silo approach to government and the divergence between supporting the concept and practice of trade liberalisation has made it difficult to discuss or negotiate bilateral-trade agreements.

137. There is strong recognition by a range of government and private-sector actors that significant work needs to be done on public awareness of the impact of trade liberalisation. Work on awareness, training and communication, in how to capture the benefits efficiently and mitigate the negative impacts of investment and trade liberalisation, should start prior to the actual negotiations. Early work with various public and private sector stakeholders will improve the environment in which negotiations take place, increase the opportunities and lead to better negotiated outcomes and management of liberalisation processes. 

138. Key stakeholders should include at least the Ministry of Trade, Ministry of Agriculture and Ministry of Industry. Private sector should include work with peak bodies, such as, KADIN, farmer groups, senior academics and relevant research institutions. Any ‘socialisation’ work should be done in partnership and relevant to the agency or group. While this may require a range of engagement strategies, there are a number of general points to be made about the process of socialisation. As was pointed out by a number of senior Indonesians, any discussion with Australia on trade liberalisation needs to take place in the context of the much more important and broader ongoing relationship. At a minimum, this should require that prior to any negotiations; extensive groundwork is done on preparing for such negotiations. 

139. In areas deemed as sensitive, it was suggested that the best approach was one of partnership, where Indonesia and Australia worked together to develop and grow the industry. Australia was seen as an important source of technology and support for capacity development, and in sensitive areas, Australia’s expertise could be utilised to grow the industry to benefit both economies. For example, in the dairy and beef industry it was recognised by a number of industry members that Australia’s expertise could help improve Indonesia’s industry so that benefits would flow to both countries. 

140. Assistance could be provided to overcome the government’s silo approach to policy making and assist in developing mechanisms for greater inter-ministerial interaction and policy coordination. This should also include mechanisms for improved interaction between ministries and the private sector. Such mechanisms would lead to more constructive and informed policy making. 

141. While Australia has tended to highlight the benefits of investment and trade liberalisation, Indonesian counter-parts suggest the focus should be on the negative aspects and what can be done to mitigate these. Furthermore, it was suggested that the emphasis should be on ‘socialisation’ and very focused on specific, sensitive issues rather than on general trade issues. 

An Economic Cooperation Chapter
142. A significant role exists for AusAID to provide assistance leading up to and through the negotiation process of an EPA. Such assistance could include the work mentioned previously around the issue of socialisation and capacity development for negotiators. It should also include support for developing the work program attached to the economic cooperation chapter of the EPA. The work program ideally will help Indonesia capture the benefits and mitigate the negative impacts of an EPA. As such, assistance with identifying, designing and managing activities for the work program of the economic cooperation chapter will be crucial in helping Indonesia achieve inclusive and sustainable economic growth. 

143. AusAID worked closely with DFAT on the AANZFTA Economic Cooperation Chapter. Having agreed to include an Economic Cooperation Chapter in the AANZFTA, it then became an issue of how to arrive at a process and outcome that would be of greatest benefit to all parties concerned. AusAID was asked to provide its expertise in design and project management to assist in this process. Unlike other FTA’s Economic Cooperation Chapters, the AANZFTA Economic Cooperation Chapter focused on identifying specific activities that would help implement the agreement. 

144. While any bilateral agreement between Australia and Indonesia is likely to be significantly different to the AANZFTA, it is possible to learn from the experience. If an Economic Cooperation Chapter was to be included, AusAID’s involvement is likely to prove useful, given its previous experience and because that part of the Chapter that is ODA eligible would most likely be managed by AusAID’s Indonesia program.
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Box 1.  The Cocoa Supply Chain—an example of successful AfT





Indonesia is the third largest producer of cocoa in the world. However, there is great room to improve the productivity of cocoa production in Indonesia through shortening the supply-chain. Armajaro, a major global cocoa and coffee trader, sources cocoa from a wide network of local collector/traders (brokers); the trader has no direct contact with farmers’ producing and supplying cocoa. Having no contact and access to cocoa farmers was viewed as a critical issue, particularly given the growing concern and market pressure to move towards adopting sustainable production methods.





Armajaro joined AusAID’s Smallholder Agri-business Development Initiative (SADI) program in 2007 as a lead firm. Through the SADI program, cocoa farmers were organised into farmer groups and extension services were delivered to farmers with direct participation from Armajaro. Consequently, Armajaro, through the SADI program, now works directly with over 1,000 farmers and suppliers through farmer groups, where technical assistance, crop consolidation and access to transport and logistics is made available to participating farmers. This has resulted in streamlining a multi-layered supply chain prevalent in the cocoa sector, which has contributed to an increase in farmers’ income by 20 per cent, while at the same time, opened up an avenue for Armajaro to introduce certification and traceability practices to farmers through the farmer groups.





�


Sales to Armajaro through farmers groups have resulted in several direct benefits to farmers:


streamlining the supply chain has contributed to a 20 per cent increase in income for farmers 


access to transport and logistics support


access to extension services and technical assistance


immediate cash payment upon delivery of crops


improved quality and reduction in rejection and waste. 





However, several issues remain outstanding. The most important benefit among these is access to finance for farmers. Access to finance continues to be a critical challenge, not only for cocoa farmers but also for all other smallholder farmers. In the absence of affordable finance, farmers are generally dependent on traders and brokers for input finance at an exorbitant rate, where farmers must also collateralise the upcoming season’s harvest as a guarantee. The lack of support by SADI, or similar development intervention, also highlights a major opportunity for this kind of activity —improving supply-chain linkages. 





Note: this case study is based on a similar case study in AusAID’s SADI Independent Completion Review 2010





Box 2.  Guidelines for Aid for Trade Activities in Indonesia


Technical assistance for trade policy and regulations should:


ensure Indonesia’s trade agenda links and connects with its broader national development agenda.


support ex-ante, disaggregated trade policy analysis to identify how changes in trade will impact different economic and social groups.


support a disaggregated, inclusive approach to trade policy-related stakeholder engagement, which involves groups across the economic and social spectrum of society.


support Indonesia in getting a better deal in regional and international trade negotiations, and in doing so, seek to maximise both the trade and human development outcomes of regional and international trade agreements.


support trade facilitation, for example, improving the time and costs associated with trading—particularly across borders.


support Indonesia in meeting trade standards imposed through regional and international trade agreements so they are able to take advantage of global markets.





Trade and related infrastructure support should:


support aggregate increases in trade by supporting improvements in transport, energy and telecommunications.


support the extension of trade-related infrastructure, such as, roads, telecommunication services and power supply to poorer trading groups (for example, women, smallholders, informal traders and micro-entrepreneurs).


consider and mitigate social risks related to investments in transport infrastructure (for example, the spread of sexually transmitted diseases (STDs), such as, HIV/AIDS).





Productivity capacity development (including trade development) should:


support the development of a competitiveness and private sector development framework, which identifies Indonesia’s priorities and enables AusAID and other development partners to mobilise around a mutually supportive policy set.


support improvements in the trade-related aspects of Indonesia’s business and investment climate, which promote the enabling environment for private sector development.


support agricultural diversification to harness untapped export potential.


support producers and traders to ‘move up’ the value chain.


support education and health improvements, which can translate directly into heightened productivity and, as a result, positive trade outcomes.


acknowledge that trade expansion will have differential impacts on women and men and therefore should be designed and implemented to address and support the different trade-related constraints and opportunities that women and men face.





Trade related adjustments should:


acknowledge that changes in trade will create ‘winners and losers’, which may lead to the redistribution of assets, incomes and opportunities between regions and sectors.


support initiatives that help to manage decreases in government revenue resulting from import and export taxes.


compensate for the adverse impacts of phasing out anticompetitive or unproductive sectors through supporting the provision of basic education and vocational training,  enabling workers and entrepreneurs to diversify income streams and shift to sectors with export potential.


support measures that help stabilise farmers’ returns from commodities and given increased exposure to the erratic international commodity market.


support social protection measures (e.g. targeted household cash transfers) to help reduce vulnerability to changes in trade and trade-related shocks.


Note: The guidelines are adapted from Higgins, K. & Prowse, S. 2010, Trade Growth and Poverty: Making Aid for Trade Work for Inclusive Growth and Poverty Reduction. ODI Working Paper 313, London.





Box 3.  AANZFTA’s Economic Cooperation Chapter 





AusAID’s role in developing the AANZFTA Economic Cooperation Chapter is informative for considering the Indonesia-Australia bilateral agreement. The initial focus in AANZFTA shifted from having a range of projects shared out among the various ASEAN countries to a more focused approach of identifying through a systematic and consultative approach priority projects that would help parties to the agreement implement various aspects of the AANZFTA. 





A team of AusAID staff and consultants were employed to work with the various working groups and identify aspects of their chapters’ that would benefit from support. The various Working Groups’ initially agreed to a set of priorities and these were then confirmed by the plenary group. A management and review structure was also developed for the Economic Cooperation Chapter, allowing all parties to monitor progress.





For Australia, the AANZFTA Economic Cooperation Chapter was the first time it had entered into such an agreement. As such, the process of arriving at a Work Program for the Chapter was a learning process. While the Economic Cooperation Chapter for a bilateral agreement between Australia and Indonesia is likely to be different, many of the lessons learned about managing the process are likely to be applicable. 





AANZFTA Economic Cooperation Chapter can be found at: �HYPERLINK "http://www.dfat.gov.au/trade/fta/asean/aanzfta/guide/australian_guide.html"�http://www.dfat.gov.au/trade/fta/asean/aanzfta/guide/australian_guide.html� 











� The views in this report are those of the Authors and do not necessarily reflect those of the Governments of Indonesia or Australia.


� In writing this report, numerous people were interviewed and consulted. Including government officials and academics from both countries and privates sector groups including officials from Kadin, AIBC and IABC. See Annex 5 for a list of names and organisations.


� Moreover, during the Global Financial Crisis Aid for Trade has become more important as argued by the World Bank in an August 2010 publication (see World Bank 2010, Aid for Trade: An Action Agenda Looking Forward, Word Bank Economic Premise, PREM Network, Washington DC).


� Berg and Krueger 2003, Dollar 1992, Dollar & Kray 2004, Durnan Lima et al 2008, Edwards 1998, Sachs& Warner 1995.


� Susila & Bourgeois 2008, argue strongly that rural infrastructure and agricultural research and development should be a focus of domestic policy in order to ensure that the poor receive the benefits of trade liberalisation.


� The CLMV countries have until 2015 to implement the ACFTA fully.


� World Bank 2010, Indonesia Economic Quarterly: Building Momentum. Jakarta, World Bank.


� Donghyun Park, Innwon Park, Gemma Esther B Estrada 2008, Prospects of an ASEAN–People’s Republic of China Free Trade Area: A Qualitative and Quantitative Analysis. ADB Economics Working Paper Series 130, October 2008. Manila, ADB.


� Novia D. Rulistia, 2008 ‘RI, Japan ready to implement EPA deals’ The Jakarta Post 7 Jan 2008.


� For a more general assessment of constraints and risks see also the Economist Intelligence Unit, August 2nd 2010, Risk Briefing; Indonesia Risk: Alert – Risk Scenario Watchlist, �HYPERLINK "http://www.eiu.com/index.asp?layout=RKPrintVW3&article_id=927315877&printer=printer&rf=0"�http://www.eiu.com/index.asp?layout=RKPrintVW3&article_id=927315877&printer=printer&rf=0�. 


� This was observed by the authors in field visits to West Timor, South Sulawesi, Lombok and Flores (where multiple cocoa, maize, cattle and seaweed farmers and traders gave accounts of the relevant supply chains)


� This was observed by the authors in field visits to West Timor, South Sulawesi, Lombok and Flores; where farmers gave accounts of their access to finance and its implications.


� This was observed by the authors in interviews of BRI Bank managers in South Sulawesi and Flores.


� “Aid for Trade: Is It Working?” OECD-WTO. 2010.


� Aid for Trade Fact Sheet. WTO. 2010.


� The World Bank.  Unlocking Global Opportunities:  The Aid for Trade Program of the World Bank Group.  Washington DC. 2009.


� The one per cent increase is calculated from a 2007 aid for trade facilitation figure of about US$10.5 billion.  The researchers pose that a rate of return of US$697 in additional trade for every dollar invested in aid for trade policy and regulatory reform could be achieved.  Helble, M; Mann, C; Wilson, J.  The World Bank Development Research Group trade Integration Team.  “Aid for Trade Facilitation”.  Policy Research Working Paper 5064.  September 2009.


� In 2009, the second AfT stock take was carried out. See Annex 1 for Australia’s 2009 submission.


� McCulloch, N & Winters, LA et X. Cirera 2001, Trade Liberalisation and Poverty: A Handbook, Centre for Economic Policy Research et Department for International Development, Londres.


� Figures are taken from the OECD DAC database (http://www.oecd.org/statisticsdata/) and averaged for the three years between 2006 and 2008. 


� Figures were provided in USD and 2006 constant prices.


� The categories were identified in OECD Making the Most of Aid for Trade 2006, available at: �HYPERLINK "http://www.oecd.org/dataoecd/27/14/37198197.pdf"�www.oecd.org/dataoecd/27/14/37198197.pdf� and are covered in Part I of this report.


� See �HYPERLINK "http://www.oecd.org/dataoecd/11/41/34428351.pdf"�http://www.oecd.org/dataoecd/11/41/34428351.pdf� for a recent report on progress of the Paris Declaration on Aid Effectiveness and the Accra Agenda for Action.


� For example, see the OECD (2006) publication titled “The Development Dimension: Aid for Trade – Making it Effective”.


� See AusAID’s Office of Development Effectiveness website for a list of its monitoring and evaluation reports. Website: �HYPERLINK "http://www.ode.ausaid.gov.au/"�www.ode.ausaid.gov.au/�. 


� See AusAID’s “Indonesia Annual Performance Review” available from; �HYPERLINK "http://www.ausaid.gov.au/publications/pubs.cfm?Type=PubEvaluationReports&FromSection=AidProgram"�http://www.ausaid.gov.au/publications/pubs.cfm?Type=PubEvaluationReports&FromSection=AidProgram�. 


� OECD 2009, Trading out of Poverty How aid for trade can help. Journal on Development, Volume, 10, No. 1.


� Baser, H. and Morgan, P. (2008) Capacity, Change and Performance, Discussion Paper 59B, European Centre for Development Policy Management.


� This report does not exclude doing “more of the same” in AfT by Australia. However, the consideration of such an issue is not a policy issue but more an operational and funding issue, which is outside the scope of this report. Rather the report focuses on new and additional activities, subject to budgeting, that may complement the existing program.


� The Authors recognise that AusAID is already working with the World Bank and other donors on logistics issues in Indonesia. 


� Note; support for RIA is mentioned later in this section.


�  See Hanson, F. March 2010. Policy Brief: Indonesia and Australia: Time for a Step Change. Lowy Institute, Sydney. 


� RIA is an internationally recognised practice that uses public consultation and cost and benefits analysis to break down complex policy problems and highlight the most advantageous options. 


� Australia’s Department of Finance is responsible for overseeing the federal government’s RIA process. 


� The joint feasibility study and the CGE model estimating the impact can be found at �HYPERLINK "http://www.dfat.gov.au/GEO/indonesia/fta/index.html"�http://www.dfat.gov.au/GEO/indonesia/fta/index.html�. A detailed discussion on how the model was constructed and its limitations can be found in both reports and are not repeated here. 


� Australia – Indonesia Free Trade Agreement Joint Feasibility Study. Page 51.


� For example, greater transparency could have been provided through the use of the Centre of Policy Studies (CoPS), incorporating the Impact Project which specializes in computable general equilibrium (CGE) modelling. CoPS undertakes academic/contract research and software development and conducts training courses in CGE modelling. 


� The modelling outcomes are based on a “best case scenario” which assumes complete and immediate removal of tariffs and investment barriers. This is unlikely to happen, and the actual result will be somewhat less than assumed by the modelling. 


� From an ODA donor perspective, the impact of a bilateral-trade agreement should be seen in the wider context of the overall impact on Indonesia from trade liberalisation (in particular the impact of the AANZFTA and the China–ASEAN FTA), as these will determine the rate and nature of the structural adjustment process and its impact on poverty. 


� The results from the CGE modelling have been taken as given. However, it should be noted that the CGE modelling may not capture the behind the border barriers fully. There have also been questions raised by some Indonesia academics about the extend on which the model reflects reality. 


� Note however, that the trade barriers in rice are relatively high. While the tariff barriers in rice are relatively low: The non-tariff barriers present significant obstacles, for example, the government impose quota and sometimes import bans.


�  Expected changes in the services sector are likely to be small and are covered in Annex 3.


� Longer term dynamic affects are likely to be more efficient industries, lower prices and more competitive markets, leading to improved economic growth.


� See Annex 4 for the number and percentage of people living in poverty in Indonesia by province.


� For an analysis of the impact of trade liberalisation on gender in Southeast Asia see: Chandra, A. C., Lontoh, L. A., and Margawati, A. (2010). Beyond Barriers: The Gender Implications of Trade Liberalization in Southeast Asia.  IISD, Canada.  


� It is worth noting that the Australia Indonesia Business Council (AIBC) has also been active in proposing a number of additional capacity development programs. Their proposals have been included as Annex 6 and are broadly in line with this report, although they differ in emphasis and detail. The engagement of AIBC and similar private sector stakeholders (IABC, Kadin etc.), is an important part of the consultative process required in the lead up to, and during, the bilateral negotiations.


� Note, this study does not necessarily support the inclusion of labour and environmental standards in a bilateral liberalisation agreement between Australia and Indonesia. Rather, it canvases the likely impact and form it may take if it was included.


� Indonesia has ratified all eight conventions of the 1998 ILO Declaration on Fundamental Principles and Rights at Work. 


� The recently negotiated AANZFTA, between Australia, New Zealand and ASEAN members does not include, as part of the agreement, labour or environmental standards.


� New Zealand developed its model based on experience with earlier trade agreements, including with China and other Asian countries.


� Despite little change in the overall priority for Indonesia, it is possible that the EPA negotiations may lead to demands and agreements to do more in this area. 


� An alternative interpretation may be that while an EPA would not change the priority of Indonesia’s supply-side constraints, it may create opportunities for leveraging additional support and reform processes to specific parts of the EPA agreement—related to supply-side constraints. For example, significant trade liberalisation in agricultural products may provide a catalyst for additional support in improving productivity of specific agricultural goods, or infrastructure support directly related to those goods. A judgement as to how useful this may be will depend on the specifics of the negotiated EPA outcomes and how such additions could fit with the existing structure or would require new programming.


� Work on RIA has been sponsored by a number of donors but so far it has not been integrated into the decision and/or policy making processes.


� Institute for National and Democratic Studies of Indonesia






