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Executive Summary

lllicit Financial Flows (IFF), a term that is broadly defined as funds or money, capital, funds or assets
GNBSOSABSRTI GNIYYAFSNNBR 2N dzZaASR Af f S=Tlwithinghe ONR A &
AYUGSNYFGA2YFE O2YYdzyAaideée RdzS (2 G4KS YlF3ayaiddzRS 27
global economic growth, in the developed and developing countries alike has led countries to search

for more revenues for financing developmerr ftheir citizens such as for health and education,

energy and other social expenditures that are at risk of being reduced. Iifhhd International

Conference on Financing for Developm@éwstion Agenda in Addis Ababa in July 2015, all nations have
adopted and pledged themselves to double the effort to substantially decrease the illicit financial

flows in 2030. Curbing IFF is also a target under Goal 16 of the Sustainable Development Goals (SDGS).

The Global Financial Integrity (GFI), a prominentbBsed think tank, regularly issue global and
country reports on IFF since 2005. In this study, Perkumpulan Prakarsa adopts the methodology
developed by the GFI to calculate Indonesian IFF between the periods 62Q081The objectives of

the study is o find out the values of illicit funsithat flow into and out from Indonesjao find out

which countriesarghe main destination and the source of th€Fin Indonesiaand to calculate and
identify the determinant factors and impact of tHEFin IndonesiaTheDCL Q& L @ QsedfS i K2 R
summing up the Gross Excluding Rever§aER) that indicates trade mispricing between trading
nations and adding up calculation errors in Balance of Payn{Boi), which is reflected in the Net
Error Omission(NEO). From thesdculatiors, the GER Export, GER ImptFE inflow and outflow are
obtained. Further, b analyze thedeterminant factors ofiFF andts impacts, weuse econometric
equations(Granger Causaliand Vector Auto Regressiamr VARYo get the information oncausality
between variableskor the impact we only use thellicit financialoutflow (GER Outflow datayvhich

is clearly harmfulSince econometric calculations demand larger amount of data, wenasghly
dataset that are only accessible from the pefriof 2006

This study finds thatutingthe period 020012014, the value ofllicit financial inflow is always bigger

than illicit financial outflowThe total accumulatedundsinflow isUSD6289 billion while the total
accumulated outflow i£JSD217.3 billion The total illicit financial flows is 846.3 billion dollar within

the period. Theaverage annual inflous USD214.92 billion and outflowis USL5.52 billion during the

period. Based on theannual analysis from 2002014, the largest illicit finacial outflow from
Indonesiaook placein 2012 with an estimated value of USD2Million. The top three countries with

the largest financial inflow valugsum of under invoicing of import and over invoicing of exparg

Singapore, China, and Japdhe annual average dficit financial inflow from Singapore to Indonesia

is USD 15 billionbetween2001and2014.Therefore{ A y 3| L2 NBE A& LYR2YySaAl Qa ¢
largestindication ofillicit financial inflow, followed by China at USR bilion, and Japan at USD563

billion. Furthermore, he top three countries with the largest financial outflaxalues (sum of over

invoicing of import and under invoicing of export) éaudi Arabia, China, and Singapaka.illicit

financial outflow from Indnesia to Saudi Arabiai$SD2.1 billionin average per year for the period

of 200:2014. Therefore,{ I dZRA ! NI 6 Al A& Ly RRrgeStantlitatba ofliciNd RS  LJ
financial outflow, dllowed by China at USD55 billion, and Singapore at U3 billion per year.

The results of econometric calculatishowthat the Third Party Funds, M2 (money supply), diadal
Tradeare the determinant of the GER Outflow, while GER outflomight have an impact tdhe
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Industrial Production IndeiiPl).1f a 10 percent income tax is applied to the annual illicit financial
outflow, which is USD 15.52 billiowpuld give Indonesia an additionavenuesof USDL.56 billion

or IDR 20.28rillion. Thisis more than six fold of the total foreign aid to Indondasi2015, which was
only IDR 3.3 trilliorMeanwhile, if the USB4.93billion illicit financial inflow comes from commodities
that can be sold, and they aoharged witha 5percenttax, then the value couldeachUSD2.25billion

or equals tolDR 29.2 trillion. This amount i$DR 3 trillion morehan state revenues from property
tax which is IDR 26.7 trillion in 2015

The study recommends an improvement in tlhade managementifport/export) because these
errorsin recordinggmisinvoicing) both interded or unintendedook place out of poomanagement

of custom authority Ovesight agencies such as KR&orruption ErradicationComission) PPATK
(INTRAC)Police, and the attorney generabustalsoput a tightermonitoring towardthe customs as
there are huge potentials for staterevenuelosses from trade. For future research, e.g. to analyze
commoditybased financial inflow and outflow, a much larger dataset is required due to a long
standard coding system.
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Chapter 1 Introduction

1.1Backgound

1.1.1 lllicit Financial Floim Developing Countrontext

Recenty OEA E OO0 AE | G AEGRAEQOA EAE] Ads Aderd hotABpit i iBtérnatonak & O q
discussionMany studies found thailicit Financial Flowis destructive against natiostates because
of its éfectsonthe economyto the government as well aso public in general

Thelllicit Financial FlowE O 1T £0A1T AAELET AA AO Oi T 1T EAO ,OAAAEO,
with the understanding of money as fusdr asses (Karand Spanjers, 2015)ith this regards, the
lllicit Financial Flowcould bedividedinto two categories, which ardi) funds as a result of criminal
action .g. corruption, abuse of power, or organized crijn€ii) the funds legally received but
becomes iegal due to the funds used for illegal financing (e.g. terrorism financing) or illegally
transferred,(e.g. through thetax lawinfringementor trade mispricing. Nevertheless, there are no
agreed terms in using thiicit Financial Flows:

In developingcountries, some largeamounts of monies ardlegally transferred to offshore
destinations every year. Thidllicit Financial Flow is then stripping the developing counibyO
resources that should be used ffill the publicgoods and servicefsom basicneeds of health and
education, up to financing the developmentpuablic infrastructuresFurthermore, thdllicit Financial
Flows also weakes the financial system and potential econgmf the developing countrf OECD,
2014).

The direct impacof the lllicit Financial Flowparticularly for a developing country iis respect
to the resources to provide good public facilities to ttidzens(World Bank/ UNODC 2007,-12).
For example,corruption casesin developing countriesin many developing nations,ampant
corruption of development funddeteriorates thequality and quantity of public facilitidsecausehe
monies that should be used for the developmesitcropped for the benefit of certain people/elites
that hold the power. In the context of providimublic facilities, théllicit Financial Flowcould disrupt
the stability and credibility of domestic financial system, even the institution of the nagtate itself
(Unger, 2007).

Moral hazardoccurred, for examplewhen the customs officials couldbe bribed or conduct
corruption thus it could decrease the credibility of the respective institut{®teed et.al. 2011).
Corruption among others leadto the destruction of the stability and credibility of the respective
institution (such as central banlPATKINTRAGC police district attorney, and judgg which is
responsible to detect, investigate, and sue parties involvetlicit Financial Flow The destruction
of democratic institutionbreaksdown the accountability and law enforcement mechanism and
erodesthe capacity of a nation to conduct its function from providing the social services up to secure
the national security In other words, thelllicit Financial Flow, including money laundering,
corruption, and tax evasion could potentially damageetlinancial system of the developing
countries
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1.1.2The Loss Estimation due liticit Financial Flows

Table 1 shows the lossexperienced by countriesvorldwide due to lllicit Financial Flow
conducted bytax avoiders, in whichthe developing couniesthat in need of financing for
development suffered the most It is ironic that the amount of lllicit Financial Flow from the
developing countiesis bigger than the development aithanneledto the developing counies. As
a comparisonin 2013, theébevelopment Assistance Committe@DAC) countrieslisburselUSD 70.7
billion of developmentid to the developing counies, which was the highest level at that tim¥et,
the estimate amount ofthe lllicit Financial Flow from the developingcountriesin the same
yeareached USDtrillion (Kar,et.al., 2015) It meansuchamount of aidonly equals to 7 percermutf
the total lllicit Financial Flow from the developing countries in the same period.

Tablel Loss Estimation Due To lllicit Finah&lows

USD 1.6 trillion of illicit funds flows ead
year

+USD 506800 hillion from the developing

1 | countries Worldwide Baker (2005)

+ USD 2040 billion from corruption
activities

+USD 500 billion from tagvasion

60-65% from the total illicit fund came
from the international based company
2 45% from such illicit end up in offshore | Worldwide GFI (2010)
financial centersyhile the other55%ends
up indevelopedcountries.

Total losses suffered by @veloping
3 countries due to tax evasion practig
reached USC385billion per year

Developing

. Cobham (2005
Countries ( )

Total los®es suffered by developing
countries due totransfer mispricingand | Developing
transfer misinvoicingracticereached Countries

USD160billion per yar

Christian Aid (2008)

Each vyear, 25% GMFPof the African Reed (2011)
continents  nations (around USD 148 atrican Continent| Christensen 2009
S billion) lost due tocorruption. There is an \ations Boyce and Nidikumans
indication that the lllicit Financial Flow (2001)

from countries in African continent is
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bigger thanaid channeledto countries in

the continent

Each year USDtrillion illicit fun flows| Developing
from the developing countries

. Kar et.al (2015
Countries ( )

SourceMade of various sources

Theamount of lllicit Financial Flows arising from the criminal action reaehiemtasticamount,
which is USB50billion per yeaisee Tble2). The fund mainlysourcedfrom the productionof fake
goods which reachd USC250billion. Thelllicit Financial Flowsourcesfrom the crime will bevery
dangerous.Haken (20113tated that the criminal usually use the money from crime activities for
another illicit and hidden activities. Illlegal money will be hard to be invested for legalvatid
business activies, becausé the source of monejs beingtraced;the authorized instution will be
able to trace the source of fusdrhis willincreasdegal risks. As such, there is no other choice for the
criminal to keep their money other #m illicit and hidden.

Table2 Loss Estimation of lllicit Fund Flows due to Criminal Action

Market ‘ Loss Estimation Amount

Medicines

US320billion

Human Trafficking

US31.6billion

Wild Animas US[Dy¥.8-10billion

Fake Goodélotal ) US250billion
Fake Medicines USE35-40billion
Fake electroniequipment USO0 billion
Fake cigarette USL2.6billion

Orgarstrade USB®14 million - 1.2 billion
Weapons US300million - 1 billion
Diamond and valuable stones USB60million

Oil US[L0.8billion

Wood US billion

Fish USE.2 - 9.5 billion

Art Objects USI3.4 ¢ 6.3 billion

Gold US2.3 billion

Total US®39- 651billion
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Market Loss Estimation Amount

Estimation USB®50billion

Source Haken (2011)

In the Third International Conference on Financing for DepghentAction Agendain Addis
Ababain July2015,all nations have adopted and pleddgdhemselves to double the effort to
substantiallydecrease thdllicit Financial Flow in year2030.In line with theAddis AbabaAction
Agenda, World Bank (2013) also emasized that the lllicit Financial Flows could result in the lost of
potential financing of development agend@he financing of development agengst-2015should
use the available resources more effectaredexpedite theadditionalfinancial capacity tsategically,
both from the government angrivate sectors Therefore, the developing countries need to solve
this lllicit Financial Flow issue tamprove the capacity of development financing by mobilizing ithe
domestic resources through taxation and mtain the forex reserves.

By solving the lllicit Financial Flows issue, it means securing the potential state income, which
could be used to finance the Sustainable Development G8&8l&s, and encourage fairglobal tax
regime. Thepost-2015agenda cou overcome the future challenges in using the resources in more
efficient and effective wayKhanand Akbar, 2015)Therefore it needsthe cooperation between
country leaders to build the righenvironmentpolicy, both atthe national and international heel.

1.2 Problem Formulation

Therelevancy of assessing the amount of thieit Financial Flowisto understand how and why
such funds thw out from thedevelopingcountries, and also to design a strategy that could stem such
flow. In practic(OECD, 2@4),the lllicit Financial Flowis originated from simple practices suas
individual fund transfesfrom a personal account to oversedsstinationwithout paying taxesthen
went up to a more complex scheme by involving criminal networkingminti-layerandmulti-
jurisdictionstructuresto hide the ownership of the funds.

The goal of this research is only to give an understanding of a conceptamednalysis of the
impact that could be caused by thilicit Financial Flow for the developing counigs(in this matter,
Indonesia) This report beinswith the explanation of the concept, methodologyp to the analysis
of macro indicators in Indonesia. In additidhis paper also presenthe context of the connection
between the lllicit Financial Flow ard the Sustainable Development Goals and certain
recommendations to the most efficient way to limit tHiicit Financial Flow

In short, the problem formulation of this research is to knatvat, why, and how the illicit
financial flows occurred, the determinant factors and the impact for Indonesia This would be
usefulfor the policyholdersn the government to see the tip of the iceberg of thieit Financial Flow
problemin IndonesiaTheresearch will also identify which countries dhe sources andlestinations
of the lllicit Financial Flow fromand tolndonesia usinghe GFI(Global Financial Integritygpproach
Econometricanalysiss employedo see the determinant factor, impact and effedue to lllicit
Financial Flos.
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1.3ResearclDbjectives

a) Tofind outthevaluesof illicit fund that flows into and out from Indonesia
b) Tofind outwhichcountries ar¢he maindestination and the source of tlieit Financial Fl@inindonesia

¢) To calculate andlentify the determinant factsand impact of ke lllicit Financial Flsan Indonesia

1.4Methodology

This research employs tt@FB O ) & & byksuln@iBdupitheGross Excluding ReverséBER)
that indicatestrade mispricing betweeltrading nationsand adding up calculation errasin Balance
of Payments(BoP) which iseflectedin the Net ErrorOmission(NEO).Fromthis calculationthe GER
Export, GER Import, lllicit Financial Inflomndlllicit Financial Outflovwill be obtained

The other methodology is to analyze thi@k betweenlFFand othe economic factors usingn
econometric equation, which isisedto analyze the causality between variableTo ke able to
calculatethe impact ofthe lllicit Financial Flow, we only use thdlicit FinancialOutflow, whichs
clearly harnful. Thiscalculaion only use GER Outflowthe trade mispricingcaused the money flow
out from Indonesiawhich data is available every monthlore data will makea bettereconometric
calculation because it mestA A O A A ladefiuddy.0 0 6

The econometri@nalysiswill see the connection betweedeterminantandimpactoccurred due
to IFFby usingGranger Causalitgeveloped byGranger (1969)Afterwards, by using/ector Auto
Regression(VAR)developed bySims (1980jve could see thémpulse respons@ccurred between
variabke which turn intodeterminantand impactof the GER OutflowThisimpulse responsavill be
able to see the shocks occurred as an impadBBR Outflonand how long the occurrence of such
shocks.

The detaiéd calculationmethods of this research can be seanChapter3.
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Chapter 2 Brief Theoretical
Overview

2.1 lllicit Financial Flos
2.1.1General Concept

Thelllicit Financial Flow has beeraglobal phenomeion that captures internationahttention.
Current iterature definesthe lllicit Financial Flowconceptin broadterms and does not have a clear
limit. In general, thdllicit Financial Flowis defineda AADE OAT OEAO EO EI 1 ACAIT T 1
utilized and covers all unrecorded private financial outflows that drive the accumulatiooreigh
AOOAOO AU OAOGEAAT OO ET Ai 1 OOAOGAT OGEIT 1T &£ ADPDI EAA
and Curcio, 2011)n line with such definitionQECD (2014ipterpretsthe lllicit Financial Flow asO A
set of methods and practices aimed at traeging financial capital out of a country in contravention
I £ TAOGEITTAI TO ET OAOT ACETT ATl 1 Ax08606
Meanwhile, lllicit Financial Flowconcept mayrefer to the meaning of the word E 1 ItsBIfA E O &
(Cobham, 2014whichisO £ OAEAAAT AU 1 ABhéfirsth@ee Vdnds (drbiddenopd O OT | 6 8
law) may refer toits illegalaspect but the next wordgforbidden by rule and customindicatesthat
the lllicit Financial Flowdoesnot always refer to something illegal, but also to something that is
socially and/omorallyunacceptableThere is also other definition that is more directed to the impact
of the lllicit Financial Flow, where thelllicit Financial Flow is defined a® £1 | x O OEAO AAOOA
01 OEA AATTTITEA AAGAITPI AT O T &£ OEA Al O1 OOUs | 2AC
From those definitions, at least there are some characterstat could be used to understand
the concept ofillicit Financial Flow First, thereare some fundsr capital flow out from one nation
to the other nation. Secondsuch fund or capital flow ideemed to violate the law, regulation, or
good customsnationaly or internationaly. Third, such fund or capital flow could create a negative
impact toa countryd €onomic condition.

The above definitiosalso explain that the redllicit Financial Flars consistof : 1)lllicit Financial
Flows that may sourcedrom criminal activities suchsdrugs trade human trafficking smuggling
corruption, tax evasionand?2) lllicit Financial Flowmay alsothe results ofegal activities but socially
unacceptatbe (immoral)or legal activities that use loops in law or violaense ofustice, suchastax
avoidance activities conducted by multinational compes (EveresPhilips, 2012)

2.1.2lllicit Financial Flosrand Capital Flight

The termcapital flightisfrequently associated with th#licit Financial Flows. There is a tendency
to identify thatthe entirelllicit Financial Flow out from a country ia capital flight(IMF, 1992)Such
opinion is approved b¥ar and Cartwright Smith which stated that the & O | c@pitaDflightt EO  OE A
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most common terms that refexto the money flows out from developingountries, whichusually
flow to western countriegKar dan CartwrightSmith, 2008).

There are threepproaches used bglakenburgand Khan (2012)n understamling the concept
and definition ofcapital flightandlllicit Financial Flow; among others 1) portfolio approach; 2) social
control approachand3) dirty money approach.

In portfolio approach,the capital flightis caused by the existence of market tdigion and

the investment profit due to the differencia policy regime and investment risk

Second social control approads. In this approachthe capital flightis defined as the capital
transfer from one jurisdiction to another one with the purpose of decreasing the actual or potential
level of social @antrol over the capita{BoyceandZarsky, 1988)The capital flightin this approach is
based on the motivation to seek a personal economic gain and avoid the cohpolicy over capital

Third, dirty money approacés. The capital flightin this approah is seen more as an effort to
hide wealth accumulation from the lagKarand Cartwright-Smith, 2008).This definition is directed
to the unrecorded capital flow and activities that violate or ablesv and regulationThis approach
is closer to theconceqt of lllicit Financial Flow, although thdllicit Financial Flow is not limited to
illegal activities only

Based on the threafore mentionedapproaches, théllicit Financial Flow andcapital flightcan
actually be distinguishedn generalcapital fight is moreaboutthe flow of money or capital out from
a nation with a purpose to find a more secure investmenvironmentand create a higher profit
(Reuter, 2012)In line with it, Walter (1987emphasizethat the capital flight occuis due to macro
economic factorscorporate governanceor as a response to the unfavorable condition in the origin
country, suchaseconomic crisigkant, 2002).

Meanwhilg the lllicit Financial Flow is moreabout activities to transfefunds or capitalthat
violatelaw ard regulation(rule oriented}o conceal the source hence unrecordd@hkerandNordin,
2007). Therefore, thelllicit Financial Flow is occurred in any shape and violateny legal
dimensiors, suchas incorruption and bribery, tax evasion, illegal smuggli human trafficking and
other organized crimetransfer pricingand trade mispricingmanipulation, customs fraud money
laundering andterrorismfinancing

With such broad concepts, there are many factors that drive illicit financial flows. The thriee ma
EAAOI OO AOA OAp AOGAOET T h AT OOOPOETTh AT A AOEI An
institution or agency fragility (Reuter, 2012). Baker (2005) also states that most of the illicit financial
flows that goes out of a country are mogttelated tocleptocracy, corruption, tax embezzlement,
and tax evasion.

Simply put tax evasiompracticescan reduce the amount of funds that a country has that can be
used to provide public services. Encroaching corruption can also skietrioratea d OT OOUS O
legitimacy and mora in the eyes of the public. Further more, a high crime rate may diminish the
DOAT EAGO OO0OOOO Ol x A OoicallyGhesk thieéd fartoS artiédddverdoDilicE | OE OU 8
financial flow, howevelink between the three is yet to bestablishedand quantified.
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2.1.3 Types ofransactions and\ctor inlllicit HnancialHow

Aside from the legality issue in the concept of illicit financial flows, Cobham (2014) stresses that
illicit financial flow is a hidden flow phenwnonthat comes from different types of transactions with
various motivations behind them. This illustrates how broad and expansive the hidden flow
phenomeron. Cobham (2014) presents a cluster that demonstrates the main motivation of illicit
financial flov, and divides them intdour categories, they are: Iharket/regulatory abuse?) tax
abuse 3)abuse of poweincludingd O T 1 A T mo@e® dand dsdetd; and gjoceeds of crime

By looking into the types of illicit financial fleyvthe main actors oflicit financial flows can also
be identified. According to Cobham (201t4)e main actor of illicit financial flows involves:gtivate
sectors {ndividuals, national companies, and multi national companiespudjic authorities, and 3)
criminal groups.

Beloware a few definitions on the illicit financial flow techniques in Indonesia

I Transfer Pricing

Transfer pricings a legal procedure that can beeld by parties involvediuring the transfer of
cross country commodity transfers. Eventhough, to bdersshdegal, the transactions must follow the
existing guidelines (for instance, guidelines from OECD) and using tinedd s | e nwherethepricée nci pl e
set by seller to buyer is the same as the price set by the seller to other uninvolved parties.

When t his princi plter ainss freato nailmsppdrid vee mtgedatakesoer mi s
place, a mode of tax avoidancky companiesSome common transfer mispricing practicesdescribed
in the following

1 Over Invoicing of Export

Over Invoicingf Export takes place when the value of export from country A to country B is bigger
than the value received by country B from country A. For instance, Indonesia records a transaction of rice
export of USD 1 million to Thailand, while in Thailand thededwalue is only USD 200,000, then it can
be said that there is a USD 800,000 illicit financial flows into Indonesia, or also knitNeit &sancial
inflow
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Figurel Mechanism of Over Invoicing of Export

ﬁ Export From Indonesia to /;\
Export to hatland N - Import from
Thailand Reported Export in Indonesia> / Indonesia
T Recorded Import in Thailand -
— (over-invoicing of Export)
Recorded Recorded
USS 1.000.000 US $ 200.000

Cash Inflow to

Indonesia #

Cash Outflow
from Thailand
US$ 200.000

US$ 1.000.000 7

[ ]

USS 800.000
Cash Inflow from
Thailand to Indonesia
(Iicit Financial Inflow)

1 Under Inwicing of Export

Underinvoicing of Export take place when the valuexgfortfrom country A to country Bsisaller
than the valuef import recordedn country B. For instance, Indonesia records a transaction of rice export
of USD200,000 to Thailand, wile in Thailand the recorded import is USBillion, then it can be said that
there is USB00,000 of illicit financial flow$rom Indonesia, known #@8cit financiabutlow.

Figure2 Mechanism of Under Invoicing of Export

Export from Indonesia to /;\

Export to a Thailand - Import from

Thailand Recorded Export in Indonesia < : \ Indonesia
—~——" Recorded Import in Thailand \v
Recorded Recorded
USS 200.000 US $ 1.000.000

Cash Inflow to

Cash outflow

Indonesia ¢ from Thailand
USS 200.000 ? USS 1.000.000
L ]
USS 800.000

Amount of Money that
should came to Indonesia
but it didn’t happen
(Hlicit Financial Outflow)

1 Over Invoicing of Import

Over Invoicing ofimport happens when the value of impexdorded bycountry Afrom country B
is bigger than thevalue ofexport recorded by country .B-or example, if Indonesia imported rice from
Thailand with valuthe of USOL million while Thailand ordxported the commodityiththe value of USD
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200,000 then it can be said that there is money worth of USLD80CGcoming out of Indonesia but was not
recorded in Thailand. This is cathegorized as lllicit Financial Outflow.

Figure3 Mechanism of Over Invoicing of Import

- N
Indonesia Import from Thailand 4 Export to

r'y

. Indonesia recorded import ' Indonesia
Thailand > Thailand recorded export v
— (over-invoicing of import) o
Recorded Recorded
USsS 1.000.000 Us $ 200.000
Cash Outflow Cash Inflow from
from Indonesia l Indonesia
USS 1.000.000 ? USS 200.000
°
US$ 800.000

Difference between actual and

reality of cash that must come

to Indonesia, so there is lllicit
Financial Outflow

1  Under Invoicing of Import

Under Invoicing of Import happens when the value of registered iimpottntryA from country
B is smaller than the valoéexport to country A recordeby country B. For example if Indonesia import
rice from Thailand with value of USD 20@0 whilst the export of rice recorded in Thailand is USD 1 million,
it can be said that there is an unregistered import to Indonesia with the value of UaID30hiss called
lllicit Financial Inflow.

Figure4 Mechanism of Under Invoicing of Import

donesi from Thailand A
Indonesia Import from Thailan / Export to
Import from

. recorded Indonesia import " ) ¥ Indonesia
Thailand < Recorded Thailang Export v
- (under-invoicing of import) o
Recorded Recorded
USS$ 200.000 US $ 1.000.000
Cash Outflow Cash Inflow to
from Indonesia ¢ Thailand
USS 200.000 ? USS$ 1.000.000
°
USS 800.000

Amount of unrecorded
Import Value that come to
Indonesia from Thailand
(Iicit Financial Inflow)
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2.1.4Tax Evasion and Tax Avoidance

In the debate on the impact of illicit financial flows in developing countries, there is a view that
the flow of illicit funds can reduce the ability or capacity of a country to increase their tax revenues.
The argument is that the flow of illicit funds can move economic resources from one jurisdiction to
the other, for example to the tax havens countriegyich causedootential tax los. Thisis worse in
countries with high level ofhadow economyin bothinformal economy sectoas well aformal
economy (e.g. multinational company) that practice tax evasion and tax avoidance (Fuest and Riedel,
2012).

In mostcountries, tax avoidances usually defined as a transactional scheme atmminimize
tax burden by exploiting loop holes in the tax regulation of a country (Barry Larking, 2005). While tax
evasion is defined as a scheme to minimize payable tax in tetsviolate the tax provisios) for
example by not reporting all sales or by increasfingious costs. Tax evasiorbasically contains
element of illegality and clearly contribute in the increase of illicit financial flows (Leite, 2012). The
parties involvel in tax evasion usually report their taxable income incorrectly or clainmmmgcessary
costs.

In relation to illicitfinancial flows which involvimternational transaction, one of the methado
evade tax is through profit shifting. This is because theltinational companies haveontrol to
transfer their profit from one country to another, for example from a high taxation country to a low
taxation country (Fuest and Riedel, 2012).

Grubert and Mutti (1991) analize the practice of profit shifting infamerican multinational
company and use data which include both developed countries and developing countries. Based on
their analysis, those companies systematically report higher tax profit in a low taxation country.
Furthermore, the tax havens countrieave also extensively played an important part in the practice
of tax avoidance and tax evasion, either by a company or individual. One estimation of loss of tax
revenue due to the existence of tax havens countries was published by Tax Justice Netwopk (2005
which states that the global lost of tax revenue is USD 255 million per year.

Tax evation can also be done by transfer pricing manipulation. Transfer pricing manipulation is
done deliberately by increasing or decreasing the price of the products (g@eagice or intangible
goods) traded between the parent company and its affiliates (Eden, 2012). One method to estimate
the value of transfer pricing manipulation is by evaluating the export and import database, which is
massive and requires complicatedlculations. Meanwhile, trade mispricing is a practice that
manipulates the value of import and expoxver/underinvoiciggwith purpose to reduce/avd tax
(Clausing, 2003). Thelie several motives for tradenispricingamong others can be seen in TaBle

Table3 Motives for Price Manipulation (Mispricing) in International Trade Transaction

Trade Transaction Over invoicing Under invoicing

Capital flight tax evation on

Export To obtain support on export
P PP P export
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Capital fight, to reduce

Import . )
P domestic profit

Tax evation on import

Source DornbuclandKuenzler (1993).

2.1.5 lllicit Financial Flow, Corruption and Money Laundering

lllicit financial flow is closely related to the practice of money laundering. The money received
AOTI i EITACAI 1T O AOEIET Al AAOEOEOEAO OOOAIT U 1AA
international financial network. When the money produced from such illegal activities has been
circulated overseas, the money can be used as a legitinsaf@tal in any country, including the
country of origin where the money is earned (Thoumi and Anzola, 2012).

There are some situation that triggered money laundering practices. First, the country of origin
has the capability to supervise and inspect themay earned from illegal and criminal activity. Other
than that, the country that has military power to support its authoritarian regime had experiences in
laundering money from the state assets, as is the case in Haiti, Indonesia, Nikaragua, Pakistan,
Paraguay, Peru, Russia, Saudi Arabia, and some countries taABaker, 2005).

Money laundering can also be associated with other illegal a@#&/itFor example, in Colombia
money laundering practice are mostly associated with illegal drugs industryrevtiey practice
crossborder activities and payment transactions (Thoumi and Aaz@012). Corruption is one of
activitiesthat are closely related to money laundering. Chaikin and Sharman (2009) even called them
Oi EAOA A OUI AdvirufiiéhAand dbneydaDritérihg@ie &Bibioticdnot only do they tend
to cooccur, but more importantly the presence of one tends to create and reciprocally reinforce the
ET AEAAT AA . InAelatOriEtd this, Claki® éand Sharman also said that corruptiakes
enormous profits for money laundering practices.

In general, money laundering technique includes a variety of activities, ranging from a simple
transfer transaction to countries with high secrecy jurisdiction to complicated business transaction
whicE ET OT 1 OAO OOE Alis estdblishel @ithdut ady redlAlistReed Brifl Roitana,
2011).

2.1.6 lllicit Financial Flow and Shadow Economy

One of economic activiésthat havepotential to be exposed to illicit financial flow ashadow
econl | Udctivities. There are different views on the definition of shadow economy, but the
fondationauthors, shadow economy can be defined as all ecomoaativities that contribute to the
economy of a country, but was not recorded (Schneider and Enste,)2808anwhile, according to
Bahl (2004), shadow economy is a part of a population and business that are not easily or effectively
reached by the reporting and recording system.

This definition indicates that the flow of illicit funds can be sourced fromghadow economy
activities, especially because of its characteristic that are not recorded and difficult to detect. From
various definitions that exist, the shadow economy activities can be at least classified as follows
(Darussalam, 2011):
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a) lllegal econmic activities, such as smuggling, gambling, prostitution, human trafficking and drug
trafficking;

b) Economic activities that are legal in nature, but the revenue of such activities was not reported to the tax

authority, so no tais charged.

Human traffiking is part of shadow economy (Fleming, Roman, and Farrell, 2000). The
fundamental of human trafficking is not only the desire of the people in a poor country to move to a
wealthier country, but there is also a demand factor from the wed#@tihcountry. Inthis case, the
presenceof criminal activities such as human traffickiigymotivated by a business orientation to
increase revenues by creating new products and services (Kopp, 2012). The flow of funds from human
trafficking activity is what can be categized as lllicit Financial Flows.

2.1.7 Pattern and Policy to Prevent lllicit Financial Flow in the Context of Political and
Economic Structure

Blakenburg and Khan (2012) said that understanding the dynamics of the relationship between
capital flows, eonomic growth, technological changes and political contraints, is very challenging,
even for advanced economic countries. For that, both of them build three typology based on the
economic, politic and government structure in determining policy relatedhe flow of illicit funds.
Blankenburg and Khan specifically divide it inttyBologies among othes: 1)developed countries as
opposed to the developing countri@d normal/intermediate developing countriesd 3)fragile
developing countries

Table4 lllicit Financial Flow in the Context of Countries with Different Characteristics

Typology of Developed Countries Developing Countries | Fragile Countries

Country

Average income is high an
a stable political condition
in the long term. Political
response to the decrease |
the economic performance
and distribution iscarried
out effectively.

Average income is low
The plitical system is § The  breakdown  of
combination between| political agreement that
formal and informal| led to social and politica
redistribution stucture | orderchaos

(patron-clieni.

Definition and
Characteristic

Build, maintain and # 1 O1 O Gelefonent)
expand the appropriatg and reconstruction of
devebpment strategy,| political agreement to
particularly  in  the| begin developing a
productive sectors. sustaired economy

Terms and fiscal progran
should pay attention to
social cohesion an(
economic growth

Main Policy

Capital flight in the| . ,
The flow of funds violatey context of failure to Itis not easy to define th
icit Financial more  regulations tha'; improved profitability is flow ~of illicit fund in
Flow 9 P P y neutral conditions given

a problem, but not

Main Types of
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Typology of

Country

Developed Countries

Developing Countries

Fragile Countries

already exists (e.g. tax | always illicit. The flow o} the involvement of the
evasion funds relates to | elites in the conflict.
international crime,
such as drugs.
Strengthening law and | EConomic  policy  to .
regulation enforcement At | increase profitability by ESt.éb“Sh a  proper
Focus of tha the time of crisis, trying t addressing  marke politcal - arrangement.
Policy Related carry the rule of law back i failure. To build  the Make itmore difficult for
o licit | line with the consenssi of capability ~ of  the| outsiders to contribute
Financial Elow| Social and political government to enforce| and .extend the current
objectives. the financial  flow| conflicts.
regulation that is not
prone to political issues

Source BlakenburgndKhan,in Peter Reuter (2012)

The explanation in Table 2 indicates that illicit financial flow netedie better understoodo
enable better policy design to overconite In the context of developing countries, for example, the
flow of illicit funds are generally driven by political and economical actors with different motives,
therefore requires different approac{Blakenburgand Khan, 2012).

2.2 Methods to Calculate lllicit Financial Flow

There are several methadn calculating the flow of illicit funds, among others by using Hot
Money (Narrow) Method, World Bank Residual, IMF Direction of Trade Statistics (DOTS),
International Price Profiling System (IPPS) (Kar, et,al 2008), and Global Financial In{&jfily
method.

2.2.1 Hot Money (Narrow) Method

Hot Money Narrow is a method that can measure the flow of financial funds that are not
registered, usually by using Net BrrOmmisiony . %/ @ O1T OAA OEA AOOI O EI
account from its balance of payment. Hot Money Narrow Method is based on two things which are
(1) Net Error Ommisions in the Balance of Payment of the country of origin which stepitsl
outflowsthat are not recorded (ocapital inflowif the NEO is positive) and (2) capital flow coming out
of the private sectors (government, monetary authority, or banks does not contribute in this matter)
that are supposdto be added in financial transaction which the NEO becomes a proxy.

QA O QOEQD DO ¢ QE G TREQT QQANDO ¢ WE QE N'QD O

LHot Money Narrow can be measured by NEO = +/ (Current Acct. Bal. + Capital & Financial Acct. Bal. + Reserves)
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Hot Money Narrow (HMN) approach is tlextensionof balance of payment&entity which
measuresNet Errors and Omissions (NEGEO shows the difference betwediroad capital flight
(which is calculated using WBR appch) and illicit private capital flows.

The NEO calculation is very simple:
G=-(A+B+F+HPCSODJEor
G=-(A+B+F+HB(C+D+E)

Remarks

A = the current trade balance

B = net capital flow (including foreign direct investmentand piorifovestment)
C = short term capital from other sectors

D = portfolio investment that includes other debt securities
E = the change of foreign money deposited in banks

F = change in central bank reserves

G = Net Errors and Omissions (NEO)

H = changein external debt

2.2.2 World Bank Residual Method
This approachs generated from the equation of balance of paymeidentity (Stijn Claessens

and David Naudé, 1993)
The identity of the balance of payment can be stated with:
A+B+C+D+E+F+G+H=0
Remarks
A = the currenct trade balance
B = net capital flow (including foreign direct investmentand portfolio investment)
C = short term capital from other sectors
D = portfolio investment that includes other debt securities
E = the change of forgh money deposited in banks
F = change in sentral bank reserves
G = Net Errors and Omissions (NEO)
H = change in external debt
Or can be calculated with:
C+D+E+G=-(A+B+F+H)
When made equal to:

=[n External Debt + FDI (neéi)CA Deficitr n Reserves]

Illicit flows is calculated with World Bank Residual Method = (increase in foreign debt + increagg(fin&iid)ng
of the current account deficit + additions to t

This data has been recorded in the NEO of Bank ésitoevery year.
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2.2.3IMF Direction of Statistics (DOTS)

Trade misinvoicingas been recognizkas the main cause of the flow of illicit funds in the trading
system.The modeis by over invoicing of import and under invoicing of export. The DOTS approach
can measure thisnode so we can see the value of the illicit finéadautflow from one country to
another;therefore values otapital flightthat is illicitin arelevant country can be obtained.

This study uses trade misinvoicing with data that hagmeadjusted withcost of insurance and
freight?(or CIF factor) from a country thabnductsexport to its country partner (who usually uses
the free on board). For example if Indonesia exports rice to Thailand worth of USD 5 miillion in the
Port of Tanjung Priok, the rice will no longer worth USD 5 million when it arrives in Thailand because
there are additional costs of freight, insurance and others, that must be paid by Thailand. It could be
that at the time the rice gets into Thailand it will worth DS%.5 million.

DOTS formuldsas follows:

c:

. " v "
U W — T_ w

—x

Remarks

K = component of IFF
X = export to country i
Mi = import from country

2.2.4 Global Financial Integrity Approach
Global Financial Integrity approach is done by calculating:

1 Trade misinvoicirgalcudted by using theGross Excluding Rever¢@8ER) approach: To calculate the
incompatibility between the report of export value of a country with the import value of the destination
countries.

1 Leakage ofbalance of payment®oP): by using th&¥orld Bank BsidudlWBR approach thats derived
intoHot MoneyNarrow/ HMN approach where HMN was derived based onNlet Errors and Omissions
/ NEO approach.

It can be said that the GFI approachc@sried outby calculatingHot Money(Narrow) and IMF
Directionof StatisticDOTS) where HMN is calculated from the NEO and GER is calculated by using
the sameproxy with IMF DOTS. Thdrade misinvoicingipproach calculate the value ofGross
Excluding Reversgl6ER).

. " v v "
0o B — @ — @
I I

2 Cost, insurance and freight (cif) are trading conditions required by seller to determine cost of transport by seadtrigtion, and to provide necessary documents until the goods
reach the buyer.
3 Free on Board (FOB) is the conditions required by seller in the relevant vehicle that is used to send goods to the Huyesr fithi#il its obligation to send the goodsitil it reaches

the relevant transportation vehicle (e.g. sea port, airport, railway, bus station) (Investopedia, 2015)
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Remarks
= shows the value of the flow of illicit fund through trade misinvoicing

M = import
i = cost of the freight and insurance adjustment factor (10%/ 20%)
X = export

This method assunmgthat there has been a flow of illicit fund in export and import. Raiarly,
the exportthat takes placdrom country A to country B using FoB (Xyrompared with import (M)
that is reported after being adjusted with CiF)(On the import side, the import (M) from country A

to country B is altered by using the valuedB method and compared with what is reported by
country B as export to country A.

IFF is said to have occurred if the export value from country A is smaller that the report that is
said as the import of country B, and vice versa. After calculating thie Bill then be added with
the following formula:
‘O0v 000U
Remarks
= illicit financial flows through trade misinvoicing,

NEO = Net Errors and Omissions

2.2.5 IPPS based Trade Mispricing Method

John Zdanowicz from Florida International University develdghelnternational Price Profiling
System(IPPS) based andividualsexport and import fronthe USA to the world. IPPS igigk-based
analyss system that evaluatethe characteristis of risk fromthe international trade transactioh O
relative price IPPS has a unique superiority that the price of each transactioresdrom the invoice
of the party that deesthe trade and shows the value of the traded goods.

2.2.6 Alternative Methodo Calculate IFF

The following are several methods to calculate other IFF that has badartakenglobally

Table5 Types of Financial Flow and Applicable Methodology

Broad Capital flight recorded and| WBR (net) + Trad{¢ Net for inflows and outflowsof
(net) unrecorded misinvoicing (net) both componens

Broad capital flight| recorded and| CED + GER (outflasy Only outflows are included i
(outflows only) unrecorded only) estimates; Inflows are set to zer
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. . . WBR (et} minus :
Licit capital flight | recorded NEO 0ey Net of inflowsand ouflows
lllicit capital flight | unrecorded HMN + GER Only outflow
Total lllicit Flows | unrecorded HMN + GER Outflow plusinflow

Source Dev Kar and Sarah Freitas (February 2013) Russia: lllicit Financial Flows and the Role of the Underground
Economy
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Chapter 3 Research Methodology

3.1 Source of Data
3.1.1 GER Data

To conduct an analysis of the illicit financial flows in Indonegar@priate data as used by GFl
are required. The said data are data of export from Indonesia to countries all over the wdrithta
I £ Agpi 00 T &£ Ail Al 01 OOEAOG O1 )1 Ai1 AGEA8 |/ OEAO
the world and data of importation of all countries in the world from Indonesia

The mainsourcesof data that are used in this researchare from tmademap.com and UN

Comtrade.This research employs the sammeethodologydevelopedbythe GFI. The difference is that
the GFlusesannual reporsof each county, whilethis researclusesmonthly reporisfrom TradeMap.

There are several obstacles in obtaigithe data, especially due to the difference of the acquired
annual and monthly data. From two data that we have chosen, i.e. UMt@ol® and TradeMap, the
most feasible data to be used is the data from TradeMap. TradeMap has complete monthly data for
the period of 20062014 while UM Comtrade only has complete datatfa period of 20122014.

Figureb Display of the Trademap Site

€« C' | [ trademap.org/Index.aspx 2| Ik % S
% TRADE MAP
Trade statistics for international business development
,‘ Monthly, quarterly and yearly trade data. Import & export values, volumes, growth rates, market

shares, etc.

Home & Search  Data Availability Reference Material Other ITC Tools More aLogin English ~

Trade Map provides - in the form of tables, graphs and maps - indicators on export performance, international demand, alternative markets and
competitive markets, as well as a directory of imparting and exporting companies

Trade Map covers 220 countries and territories and 5300 products of the Harmonized System. The monthly, quarterly and yearly trade flows are
available from the most aggregated level to the tariff line level.

oot
Product ®Singe OGroup | X i Advanced search
® Country ' Region | X i
Trade Indicatars ] [Yeaﬂy Time Series ] [ Quarterly Time Series ] [ Monthly Time Series ] [ Companies ]
Concentration and average distance in 2014 Importing markets in 2014 Growth of countries' imports
Imported product: Total E Product: Total Product: Total
8000y ./ 8  Urited Kingdom
6 ./ United States of America
5000 . Canais Russian Federaion _
=~ 4 Geman
United States of America China v Y/
4000 CPm2  France diE 2 . : China
" United Kingdom .J _4
e 2" Hong Kong, China* Brazil 0 France .J
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Figure6 Display of the UM Comtrade Site

L C' | [4 comtrade.un.org

UN Comtrade Database

UN Trade Statistics

@UNTradeStats

Gearing up for the 3rd International
Free access to detailed global frade data. UN Comtrade is a repository of official trade statistics and relevant Conference on Big Data for Official
analytical tables. It contains annual trade statistics starting from 1962 and monthly trade statistics since

Statistics - UNSD
unstats.un.org/unsd/bigdatalc. ..

2010

UN Trade Statistics
DATA VISUALIZATION
We identified data format issues for bulk.

files created as of 24 Mar 2016, and -

Comtrade Labs is a place to showcase innovative and experimental uses of UN Comtrade data. Explore visualizations of

huge volume of data and metadata, cutting-edge data extraction tools, and alternative dissemination platforms. Embed View on Twitier

T o = ,ﬁ' e DATA SERVICES
':é | e ‘ e O » Public API

3.1.2 Supporting Data for the &@wometric Analysis Purposes

1 CPI = Consumer Prices Index

CPI or Consumer Prices Indeanigidex that measures the average price of goods and services
consumed by househglohcluding transpodostsfood, health and etc In Indonesia, the Consumeceri
Index is published by BPS. The Consumer Prices Index often used to measure the inflation rate of a country.
T DPK = Third Party Funds

Third Party Funds (deposit) is fund trusted by the society to the bank based on a fund deposit
agreement in the form ddiro, time deposit, deposit certificate, deposit and or other form equal to it
(Indonesian Banking Law No. 10 of 1998)

1 IHSG = Composite Stock Price Index

Composite Stock Price Index is index prepared from all companies that are listed in the Indonesian
Sock Exchange (BEI). IHSG is prepared by BEI with the following formula:

‘OO0YO Q@

Note

p = closing market rate

X = total stocks

D = total of market value from total stocks listed on 10 August 1982 and used as basis for calculating the

IHSG (value 100 at the opéng of IHSG from the value of 13 stocks of companies that were listed at that time)

T IPI = Industrial Production index

IPI or also known dadeks Harga Produk Induirused to measure the change in the price of
domestic production goods that are smlananufacturing company.

7 M2 = Money Supply

4 http://www.investopedia.com/terms/c/consumerpriceindex.asp
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Money supply is the entire stock of currency and other liquid instruments in a country's economy as
of a particular time. The money supply can include cash, coins and balances held in cheskifiggand
accomt M2 include coins and notes that are in circulation and other money equivalents that can be converted
easily to cash and, in addition, shietm time deposits banks and certaimoney market funds.

1 Total Trade = Total Trade (Export + Import)

Total Tade between export and import, this data is very interesting to be analyzed because it
can shows whether the fund flows will increase or decrease the export or import.

1 WHPI Export = wholesales prices indexfor export commodities

This index calculate theipe of several type of wholesale goods that become the export
commodities in international trading, ideally using the export price with this f.0.b index can be used to
calculate the inflation caused by the outgoing goods.

1  WPI Import = wholesales prices inéx for import commodities

This index calculate the price of several type of wholesale goods that become the export
commodities in international trading, ideally using the impirt price with this f.0.b index can be used to
calculate the inflation caused byetincoming goods.

1 Xrate = Exchange rate of Rupiah against Dollar

Assumption that can be made by using this variable is if the number of inflow illegal fund is high
then the Rupiah will be strengthened, while if the number of outflow illegal fundtiehigtupiah will be
weaken.

3.1.2 Data Net Error Omission (NEO)

The NEO Data obtained from Bank Indonesia or Ministry of Finance will show the residual
category that will cause BoP to become 0. NEO will be decreased from balance in the financial
accountreduced by balance of the current account and capital account. This data has the current
denomination in USD.

3.2 IFF Analysis
3.2.1 GER Export and GER Import

Formula to calculate the GER is as follows:

Cc:

o, .
e 0

—x

Note

~ =[Mifi - Xj] + [MjF-Xi]

- = Reflecthe illicit financial flows through trade misinvoicing
Mi = import

€ = cost of the freight and insurance adjustment factor (20%)
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X

= export

In brief, the calculation methodology is as follows:

Table6 Methodology of Calculation of lllicit Financial Outflow and Inflow

Illicit Financial Outflow

lllicit Financial Inflow

GER Export
0 .
Formula T w
Under Invoicing of Export Over Invoicing of Export
Assumption | Export Note in Indonesia < Import No{ Export Note in Indonesia > Impo
in Thailand (under invoicing of part) | Note in Thailand (over invoicing (
export)
Indicator Positive GER Export (+) Negative GER Export)(
Sample  of | if Indonesia conducts exportation t{ if Indonesia conducts exportation t
Case Thailand in the value of USD 2( Thailand in the value of USD 1 millio
thousand, but in Thailand, the | butin Thailand, the importation recor

importation record from Indonesia i
USD 1 million, then it can be said as
under Invoicing of Export becaug
importation from Indonesia that are
registered in Thailand is higher compa|
to the realization of export that is
conducted by Indonesia

This shows that the acceptance ¢
export income by Indonesia whig
should be in the amount of USD

million is reduced for an amount of US
800 thousand. The said loss of potent
export income of Indonesia can be sa
as illicit financial outflow or there is

money that is not inflow to Indonesia i
the amount of USD 800 thousand wit
no explanation as to where the mone
goes.

Following the above formula then th
value of denominations is positive (4
Thus if the value of Export GER

from Indonesia is USD 200,000, then
can be said that Indonesia
conducting an Over Invoicing of Expg
because importation from Indonesi
that are registered in Thailand is low{
compare to the realization of expot
that is conducted by Indonesia.

This shows that there is an illig
financial inflow to Indonesia in thg
amount of USD 800,000 which sour
is unknown.

Following the above formula then th
value of denominations is negative)(
Thus if the value of Export GER
negative then it can be said that 3
lllicit Financial Inflow hasoccurred or
illicit financial inflow to Indonesia.
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Illicit Financial Outflow

Illicit Financial Inflow

positive then it carbe said that adllicit

Financial Outflow has occurred or illici
financial outflow from Indonesia.

GER Import

5

Over Invoicing of Import

Under Invoicing of Import

Assumption | Import > Export Import < export

Indicator Positive GER Import Negative GER Import

Sample  of | If Indonesia conduest importation from| If Indonesia conducts importation fron
Case Thailand in the value of USD 1 milliof Thailand in the value of USD 2(

but in Thailand, the exportation recor
to Indonesia is only USD 200 thousan
then the said matter can be said as

over invoicing of import because th
OACEOOAOAA 4EAEI
Indonesia is higher compare to the
import realization.

This is also known as lllicit Financ
Outflow because the money that i
being paid is lower compare to th
money that should be paid. There
outflow money from Indonesia tq
Thailand in the amount of USD 80
thousand which source is unknown.

Following the above formula then th
value of denominations is positive (4
Thus if the value of Import GER

positive then it can be said that dlticit

Financial Outflow has occurred or illici
financial outflow fromindonesia.

thousand, but in Thailand, the
exportation record to Indonesia is US
1 million, then the said matter can b
said as an under invoicing of impg
because the registered ingot from
Indonesia in Thailand is highg
compare to the export realization g
Indonesia.

This is also known as lllicit Financ
Inflow because the money that is beir|
paid is higher compare to the mone
that should be paid. There is inflo
money from Thdand to Indonesia in
the amount of USD 800 thousan
which source is unknown.

Following the above formula then th
value of denominations is negative) (
Thus if the value of Import GER
negative then it can be said that g
lllicit Financial Inflow hasoccurred or
illicit financial inflow to Indonesia.

3.2.2lllicit Financial Inflow and illicit Financial Outflow

M licit Financial Inflow

(0]
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lllicit Financial Inflow can be measured from Under Invoicing of Import added with
Over Invoicing of Export. In the above table it can be seeniltic#tfinancial inflowan occur
from both export and import

00 & @OEQD £TEEOE 0 O & WREQD £ @E'QdE 6 § 00

o Total lllicit Financial Inflow

Total lllicit Financial Inflow occuliffit Financial Infloim trade added with
NEO ifthe NEO is negative. As such, it should be added between illicit financial inflow
from trade misinvoicing and NEO that has a negative denomination.

00 & @OEQD £@EIOE 0 O & WREQD £ @E'QdE 0 § 00

From total lllicit Financial Inflow, it can be seen the value of inflow money to
Indonesia whether frotrade misinvoicing or from error in the recordation that occurs
in Indonesia

M licit Financial
o Trade lllicit Financial Outflow

lllicit financial outflow can be measured from Over Invoicing of Import added
with Under Invoicing of Export. In the aboveddblcan be seen that illicit financial
outflow can occur from either export or import side.

'0a 4 WREQD E£QBGAG ¢ 0 "OG 1) £6106CDE U ¢ QO MNEVERQDE U ¢ QO'QE Q

Total lllicit Financial outflow occurs if lllicit financial outflow in trade added
with NEO if the value of NEO is positive, Thus it should be added betweébigithe
financial outflow from trade misinvoicing and NEO that has a positive denomination.

3.3 Econometric Analysis

Econometricanalysis is performed to assess the determinant and impact of the illicit financial
flows in Indonesia. The illicit flows apals that we have performed used only the GER Outflow
because the illicit financial flows are definitely harmful and cause the occurrence of capital flight. The
econometric analysis can be performed if the data is extensive and thus to measure the Hdveve
used monthly data so that the model is better with an appropriate degree of freedbemould be
noted that we only use datafrom the first month of 2006 to the fourth month of 2015 thate
collected from Trademap, because the monthly data for perad 20012006areinaccessible

3.3.1 Stationery Test

The purpose of the Stationery Test is to analyze the tisegies data stationer (with no unit
roots) or no stationer (with unit roots). In general, time series data is not stationer. Regression by
using data that is not stationer will cause spurious regression (nehrkith a high Rvalue and
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significant tstat, FOOAO AOO xEOE OAI AGEOGAT U OI All Ax S ®8YC
AOO AAOOAI T U EOB6O 1108

Statistically, a time series data said as stationer if average, variant andvawiant of the said
variables are entirely not affected by time or in other word constant, therefore Yt~I(0) (read: Y

integrated zero degree).

One way b perform Stationary Test is hysingan (Augmented) Qiky Fuller Assumption Test
whichYt is time series that depends on-Yt It is also known dgst-order autoregressiVAR) process.

WO 1 Wop 00
) £ 0O J X OEAT EO AAT AA OAEA OEAO 90 OAOEAAI A
does not haveany unit roots.If the above equation is reformulated by detracting-Yton the right
and left side then it will be obtained:

WO P 1 DOpzZWOP OO0
OWMo 1 ®Wop 00
Wherel =(r-1)
HO:1 = 0; there are unit roots (not stationer)
H1:4 < 0; there are no unit roots (stationer)

In its deelopment, the Dicky Fuller tesextendedby using the Augmented Dicky Fuller (ADF)

Dd=cd +QIOD +C2OD  +....#0 Ot -1 +0

Where CO is constants of T is deterministic trend
HO:1 = 0; there are unit roots (not stationer)

H1:1 < 0; there are no unit roots (stationer)

If t- statistics of the d coefficient (referred asADF) is smaller in absolute from Critical Value
McKinnon (1%, 5%, 10%), means it is not significant so accepted HO: with unit roots. The said
variables are not stationer. If statistics of the d coefficient (referreas tADF) is higher in absolute
from Critical Value McKinnon (1%, 5%, 10%), means it is significant so refused HO: with unit roots.
The said variables are stationer

3.3.2 Grange€Casuality

A strong statistic relationship cannot indicate the existencecatisal relationship (Kendall and
Stuart, 1961). As such to see the causal relationship, it must be based on the causal relationship
theory as illustrated by Koop (2000) as two consecutive events. For example, there are A and B
events. If A occurs firstelfiore B, then there is a possibility where A cauidee occurrence of B.
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