
 

i Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

Research Paper 
 

 

 

 

 
 

Calculating Illicit Financial Flows to and from Indonesia: 

a Trade Data Analysis, 2001ς2014 
 

 

 

 

 

 

 

 

 

 

 

 

 

Perkumpulan Prakarsa 
February 2016 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

ii Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

Calculating Illicit Financial Flows to and from indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

Perkumpulan Prakarsa 

February 2016 
 
 
 
 
 
 

 
 
This research paper is the product of the Research Team of Perkumpulan Prakarsa. Copying and 
transmitting portions or all of this paper without permission may be a violation of the applicable law. 
Perkumpulan Prakarsa encourages dissemination of the information in this paper, with proper citation 
or acknowledgements.  
 
To cite this paper, please use the following citation:  
tǊŀƪŀǊǎŀ όнлмсύΣ άCalculating illicit financial flows to and from Indonesia, a trade data analysis, 2001 ɀ 
2014ȱȟ *ÁËÁÒÔÁȢ 
 
 
All other queries about this paper should be addressed to:  
Perkumpulan Prakarsa 
Rawa Bambu I Blok A No. 8-E RT 010 RW 06 
Kel/Kec. Pasar Minggu - Jakarta Selatan 12520 INDONESIA 
Ph. +62-21-7811-798 | Fax. +62-21-7811-897 
e-mail: perkumpulan@theprakarsa.org 
www.theprakarsa.org  
 
 
 
Perkumpulan Prakarsa is a Jakarta-based NGO think tank that focuses on social welfare policy, 
economic/fiscal policy and sustainable development as an overarching issue. In particular, for fiscal 
policy, Perkumpulan Prakarsa believes that tax and budget policies are important fiscal instruments 
to finance development, advance prosperity, and redistribute resources toward reducing poverty and 
inequality. Tax reform and the realignment of budget priorities could go a long way in addressing key 
development challenges Indonesia faces today. We work to encourage fair fiscal policies that 
complement the aims of welfare improvement and poverty reduction.  

mailto:perkumpulan@theprakarsa.org
http://www.theprakarsa.org/


 

iii Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

Table of Content 

 
Table of Content .................................................................................................................................. iii 

Abbreviation ........................................................................................................................................ vii 

 ........................................................................................................................... viii 

Chapter 1 Introduction ......................................................................................................................... 1 

1.1 Background ............................................................................................................................. 1 

1.1.1 Illicit Financial Flow in Developing Country Context .............................................................. 1 

1.1.2 The Loss Estimation due to Illicit Financial Flows .................................................................. 2 

1.2 Problem Formulation .................................................................................................................... 4 

1.3 Research Objectives ...................................................................................................................... 5 

1.4 Methodology ................................................................................................................................. 5 

Chapter 2 Brief Theoretical Overview ............................................................................................... 6 

2.1 Illicit Financial Flows ..................................................................................................................... 6 

2.1.1 General Concept .................................................................................................................... 6 

2.1.2 Illicit Financial Flows and Capital Flight.................................................................................. 6 

2.1.3 Types of Transactions and Actor in Illicit Financial Flow........................................................ 8 

2.1.4 Tax Evasion and Tax Avoidance ........................................................................................... 11 

2.1.5 Illicit Financial Flow, Corruption and Money Laundering .................................................... 12 

2.1.6 Illicit Financial Flow and Shadow Economy ......................................................................... 12 

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

Structure ....................................................................................................................................... 13 

2.2 Methods to Calculate Illicit Financial Flow ................................................................................. 14 

2.2.1 Hot Money (Narrow) Method .............................................................................................. 14 

2.2.2 World Bank Residual Method .............................................................................................. 15 

2.2.3 IMF Direction of Statistics (DOTS) ........................................................................................ 16 

2.2.4 Global Financial Integrity Approach ..................................................................................... 16 

2.2.5 IPPS based Trade Mispricing Method .................................................................................. 17 

2.2.6 Alternative Methodsto Calculate IFF ................................................................................... 17 

Chapter 3 Research Methodology ................................................................................................... 19 

3.1 Source of Data ............................................................................................................................. 19 

3.1.1 GER Data .............................................................................................................................. 19 

3.1.2 Supporting Data for the Econometric Analysis Purposes .................................................... 20 

3.1.2 Data Net Error Omission (NEO) ............................................................................................ 21 



 

iv Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

3.2 IFF Analysis .................................................................................................................................. 21 

3.2.1 GER Export and GER Import ................................................................................................. 21 

3.2.2 Illicit Financial Inflow and illicit Financial Outflow ............................................................... 23 

3.3 Econometric Analysis .................................................................................................................. 24 

3.3.1 Stationery Test ..................................................................................................................... 24 

3.3.2 Granger Casuality ................................................................................................................. 25 

3.3.3 Vector Autoregression (VAR) ............................................................................................... 26 

Chapter 4 Research Findings ........................................................................................................... 29 

4.1 Annual IFF in Indonesia ............................................................................................................... 29 

4.2 Country of Origin and Destinations of Illicit Financial Flows ...................................................... 31 

4.2.1. GER Export Analysis ............................................................................................................ 31 

4.2.2. GER Import Analysis ............................................................................................................ 33 

4.3 Illicit Financial FlowsAnalysis ...................................................................................................... 35 

4.3.1 Illicit Financial Inflow Analysis .............................................................................................. 35 

4.3.2 Illicit Financial Outflow Analysis ........................................................................................... 36 

4.3.3 Total Illicit Financial Flows ................................................................................................... 38 

4.4 Econometric Analysis .................................................................................................................. 39 

4.4.1 Stationary Test Results ......................................................................................................... 39 

4.4.2 Granger Casuality ................................................................................................................. 39 

4.4.3 Determinats of GER outflow ................................................................................................ 40 

4.4.4 Impacts of GER Outflow ....................................................................................................... 41 

Chapter 5 Conclusion and Recommendation ................................................................................ 43 

5.1 Conclusions ................................................................................................................................. 43 

5.1.1 Illicit Financial Flows Values ................................................................................................. 43 

5.1.2 Largest Illicit Financial Flows Partner Countries .................................................................. 43 

5.1.3 Determinant Factors and GER Outflow Impact ................................................................... 43 

5.1.4. Potential Tax Revenues Lost due to IFF .............................................................................. 44 

5.2 Recommendation ........................................................................................................................ 44 

5.2.1 Recommendation for Government ...................................................................................... 44 

5.2.2 Recommendation for Future Research ................................................................................ 45 

References ............................................................................................................................................ 46 

Annexes ................................................................................................................................................. 49 

 

 

 



 

v Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

List of Figures 

Figure 1 Mechanism of Over Invoicing of Export .................................................................................... 9 

Figure 2 Mechanism of Under Invoicing of Export ................................................................................. 9 

Figure 3 Mechanism of Over Invoicing of Import ................................................................................. 10 

Figure 4 Mechanism of Under Invoicing of Import ............................................................................... 10 

Figure 5 Display of the Trademap Site .................................................................................................. 19 

Figure 6 Display of the UM Comtrade Site ........................................................................................... 20 

Figure 7 Usage Structure of Data Time Series Analysis Method........................................................... 28 

Figure 8 Total Illicit Financial Inflow and Outflow 2001-2014 (million US$) ........................................ 30 

Figure 9 Comparison of GER Outflow calculated by the GFI and Prakarsa ........................................... 31 

Figure 10 Top Ten Destination Countries for Illicit Outflow of 2001-2014 Based on Export Data ....... 32 

Figure 11 Top Ten Origin Countries of IlicitFinancial Inflow to Indonesia 2001-2014 Based on Export 

Data ....................................................................................................................................................... 33 

Figure 12 Top Ten Destination Countries of Illicit Financial Outflow from Indonesia 2001-2014 Based 

on Import Data ...................................................................................................................................... 34 

Figure 13 Top Ten Origin Countries of Illicit Financial Inflow into Indonesia in 2001-2014 Based on 

Import Data ........................................................................................................................................... 35 

Figure 14 Ten Countries with Largest Average IFF Inflow 2001-2014 .................................................. 36 

Figure 15 Top Ten Countries with Highest IFF Outflow Average 2001-2014 ........................................ 37 

Figure 16 Top Ten Countries with the Highest IFF in 2001-2014 .......................................................... 38 

Figure 17 Response of GER Outflow to M2 (Cholesky One S.D. Innovations) ...................................... 40 

Figure 18 Response of GER Outflow to Third Party Funds (Cholesky One S.D. Innovations) ............... 41 

Figure 19 Response of GER Outflow to Trade (Cholesky One S.D. Innovations) .................................. 41 

Figure 20 Response of IPI to GER Outflow (Cholesky One S.D. Innovations) ....................................... 42 

 

List of Tables 

Table 1 Loss Estimation Due To Illicit Financial Flows ............................................................................ 2 

Table 2 Loss Estimation of Illicit Fund Flows due to Criminal Action ...................................................... 3 

Table 3 Motives for Price Manipulation (Mispricing) in International Trade Transaction ................... 11 

Table 4 Illicit Financial Flow in the Context of Countries with Different Characteristics ..................... 13 

Table 5 Types of Financial Flow and Applicable Methodology ............................................................. 17 

Table 6 Methodology of Calculation of Illicit Financial Outflow and Inflow ......................................... 22 

Table 7 Annual Illicit Financial Flows2001-2014 in Indonesia (in million dollars) ................................ 29 

Table 8 Granger Casuality Relationship ................................................................................................ 39 

 

List of Annexes 

Annex 1 Calculation Comparison of GER Outflow Between GFI and Prakarsa ..................................... 49 

Annex 2 Tax Haven Countries according to Financial Secrecy Index of Tax Justice Network............... 49 

Annex 3 Indonesia's Net Error and Ommisions  1981-2015 ................................................................. 52 

Annex 4 The values of GER Export, GER Import, and  NEO................................................................... 52 

Annex 5 Illicit Financial Inflow to Indonesia (US$ million) .................................................................... 54 

Annex 6 Illicit Financial Outflow from Indonesia (US$ million) ............................................................ 66 

Annex 7 The Result of Stationery Test .................................................................................................. 77 

Annex 8 The Result of Cointegration Equation Estimation................................................................... 78 

Annex 9 The Result of ADF Estimation for Optimal Lag ........................................................................ 79 

Annex 10 Lag  Test ................................................................................................................................ 79 



 

vi Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

Annex 11 Lag  Length Selection ............................................................................................................ 81 

Annex 12 Cointegration Test Model 3, Number of CE = 1 .................................................................... 82 

Annex 13 The Result of VECM Estimation ............................................................................................ 84 

Annex 14 The Result of Granger Casuality Output ............................................................................... 89 

Annex 15 The Result of Granger Casuality Test .................................................................................... 92 

Annex 16 The Result of Impulse Response Output............................................................................... 93 



 

vii Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

Abbreviation 
 

 

ADF Augmented Dicky Fuller 

BoP Balance of Payments  

CED Change in External Debt 

CIF Cost, Insurance and Freight 

CPI Consumer Price Index 

DoTS Direction of Trade Statistics  

DPK Third Partyõs Funds (Dana Pihak Ketiga) 

FDI Foreign Development Investment 

FOB Free on Board 

FSI Financial Secrecy Index 

GER Gross Excluding Reversals 

GFI Global Financial Integrity 

HMN Hot Money Narrow 

IFF Illicit Financial Flows 

IHSG Composite Stock Price Index (Indeks Harga Saham Gabungan) 

IMF International Monetary Fund 

IPI Industrial Production index  

IPPS International Price Profiling System  

IRF Impulse Response Function 

NEO Net Errors and Omissions  

OECD Organization for Economic Co-operation and Development 

SDGs Sustainable Development Goals 

TJN Tax Justice Network 

VAR Vector Auto Regression 

VECM Vector Error Correction Model 

WBR World Bank Residual 

WPI Wholesale Price Index 

 



 

viii Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

 

 

Illicit Financial Flows (IFF), a term that is broadly defined as funds or money, capital, funds or assets 

άǊŜŎŜƛǾŜŘΣ ǘǊŀƴǎŦŜǊǊŜŘ ƻǊ ǳǎŜŘ ƛƭƭŜƎŀƭƭȅέ ŎǊƻǎǎ ǎǘŀǘŜ ōƻǊŘŜǊǎ Ƙŀǎ ōŜŜƴ ŀ ŎƻƴǘŜǎǘŜŘ ǘƻǇƛc within the 

ƛƴǘŜǊƴŀǘƛƻƴŀƭ ŎƻƳƳǳƴƛǘȅ ŘǳŜ ǘƻ ǘƘŜ ƳŀƎƴƛǘǳŘŜ ƻŦ ƛǘǎ ǎƛȊŜ ŎƻƳǇŀǊŜ ǘƻ ŀ ŎƻǳƴǘǊȅΩǎ ŜŎƻƴƻƳȅΦ {ƭǳƎƎƛǎƘ 

global economic growth, in the developed and developing countries alike has led countries to search 

for more revenues for financing development for their citizens such as for health and education, 

energy and other social expenditures that are at risk of being reduced. In the Third International 

Conference on Financing for Development Action 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 prominent DC-based 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 of 2001-2014. The objectives of 

the study is to find out the values of illicit funds that flow into and out from Indonesia, to find out 

which countriesare the main destination and the source of the IFF in Indonesia and to calculate and 

identify the determinant factors and impact of the IFF in Indonesia. The DCLΩǎ LCC ƳŜǘƘƻŘ is used by 

summing up the Gross Excluding Reversals (GER) that indicates trade mispricing between trading 

nations and adding up calculation errors in Balance of Payments (BoP), which is reflected in the Net 

Error Omission(NEO). From these calculations, the GER Export, GER Import, IFF inflow and outflow are 

obtained. Further, to analyze the determinant factors of IFF and its impacts, we use econometric 

equations (Granger Causalityand Vector Auto Regression or VAR) to get the information on causality 

between variables. For the impact, we only use the illicit financial outflow (GER Outflow data), which 

is clearly harmful. Since econometric calculations demand larger amount of data, we use monthly 

dataset that are only accessible from the period of 2006.  

This study finds that during the period of 2001-2014, the value of illicit financial inflow is always bigger 

than illicit financial outflow. The total accumulated funds inflow is USD 628.9 billion while the total 

accumulated outflow is USD 217.3 billion. The total illicit financial flows is 846.3 billion dollar within 

the period. The average annual inflow is USD 44.92 billion and outflow is USD 15.52 billion during the 

period. Based on the annual analysis from 2001-2014, the largest illicit financial outflow from 

Indonesia took place in 2012 with an estimated value of USD 24.5 billion. The top three countries with 

the largest financial inflow values (sum of under invoicing of import and over invoicing of export) are 

Singapore, China, and Japan. The annual average of illicit financial inflow from Singapore to Indonesia 

is USD 15.6 billion between 2001 and 2014. Therefore, {ƛƴƎŀǇƻǊŜ ƛǎ LƴŘƻƴŜǎƛŀΩǎ ǘǊŀŘŜ ǇŀǊǘƴŜǊ ǿƛǘƘ ǘƘŜ 

largest indication of illicit financial inflow, followed by China at USD 5.4 billion, and Japan at USD 3.6 

billion. Furthermore, the top three countries with the largest financial outflow values (sum of over 

invoicing of import and under invoicing of export) are Saudi Arabia, China, and Singapore. An illicit 

financial outflow from Indonesia to Saudi Arabia is USD 2.1 billion in average per year for the period 

of 2001-2014. Therefore, {ŀǳŘƛ !Ǌŀōƛŀ ƛǎ LƴŘƻƴŜǎƛŀΩǎ ǘǊŀŘŜ ǇŀǊǘƴŜǊ ǘƘŜ largest indication of illicit 

financial outflow, followed by China at USD 1.55 billion, and Singapore at USD 1.4 billion per year.  

The results of econometric calculation show that the Third Party Funds, M2 (money supply), and Total 

Trade are the determinants of the GER Outflow, while GER outflow might have an impact to the 
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Industrial Production Index (IPI). If a 10 percent income tax is applied to the annual illicit financial 

outflow, which is USD 15.52 billion, would give Indonesia an additional revenues of USD 1.56 billion 

or IDR 20.28 trillion. This is more than six fold of the total foreign aid to Indonesia in 2015, which was 

only IDR 3.3 trillion. Meanwhile, if the USD 44.93 billion illicit financial inflow comes from commodities 

that can be sold, and they are charged with a 5 percent tax, then the value could reach USD 2.25 billion 

or equals to IDR 29.21 trillion. This amount is IDR 3 trillion more than state revenues from property 

tax which is IDR 26.7 trillion in 2015.  

The study recommends an improvement in the trade management (import/export) because these 

errors in recordings (mis-invoicing), both intended or unintended took place out of poor management 

of custom authority. Oversight agencies such as KPK (Corruption Erradication Comission), PPATK 

(INTRAC), Police, and the attorney general, must also put a tighter monitoring toward the customs as 

there are huge potentials for state revenue losses from trade. For future research, e.g. to analyze 

commodity-based financial inflow and outflow, a much larger dataset is required due to a long 

standard coding system. 
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Chapter 1 Introduction 
 

1.1 Background 

1.1.1 Illicit Financial Flow in Developing Country Context 

Recently, ÔÈÅ ÉÓÓÕÅ ÒÅÇÁÒÄÉÎÇ ȰÉÌÌÉÃÉÔ ÆÉÎÁÎÃÉÁÌ ÆÌÏ×Óȱ ɉ)&&ÓɊ has been a hot topic in international 

discussion. Many studies found that Illicit Financial Flows is destructive against nation states, because 

of its effectson the economy, to the government, as well as to public in general. 

The Illicit Financial Flows ÉÓ ÏÆÔÅÎ ÄÅÆÉÎÅÄ ÁÓ ȰÍÏÎÉÅÓ ÒÅÃÅÉÖÅÄȟ ÔÒÁÎÓÆÅÒÒÅÄȟ ÏÒ ÕÓÅÄ ÉÌÌÅÇÁÌÌÙȱ, 

with the understanding of money as funds or assets (Kar and Spanjers, 2015). With this regards, the 

Illicit Financial Flows could be divided into two categories, which are: (i) funds as a result of criminal 

action (e.g. corruption, abuse of power, or organized crime), (ii) the funds legally received but 

becomes illegal due to the funds used for illegal financing (e.g. terrorism financing) or illegally 

transferred, (e.g. through the tax law infringement or trade mispricing). Nevertheless, there are no 

agreed terms in using the Illicit Financial Flows. 

In developing countries, some large amounts of monies are illegally transferred to offshore 

destinations every year. This Illicit Financial Flows is then stripping the developing countryȭÓ 

resources that should be used to fulfill  the public goods and services from basic needs of health and 

education, up to financing the development or public infrastructures. Furthermore, the Illicit Financial 

Flows also weakens the financial system and potential economyof the developing country (OECD, 

2014). 

The direct impact of the Illicit Financial Flows particularly for a developing country is in respect 

to the resources to provide good public facilities to the citizens (World Bank/ UNODC 2007, 11-12). 

For example, corruption cases in developing countries. In many developing nations, rampant 

corruption of development funds deteriorates the quality and quantity of public facilities because the 

monies that should be used for the development is cropped for the benefit of certain people/elites 

that hold the power. In the context of providing public facilities, the Illicit Financial Flows could disrupt 

the stability and credibility of domestic financial system, even the institution of the nation state itself 

(Unger, 2007).  

Moral hazard occurred, for example, when the customs officials could be bribed or conduct 

corruption thus it could decrease the credibility of the respective institution (Reed et.al. 2011). 

Corruption, among others, lead to the destruction of the stability and credibility of the respective 

institution (such as central bank, PPATK/INTRAC, police, district attorney, and judge) which is 

responsible to detect, investigate, and sue parties involved in Illicit Financial Flows. The destruction 

of democratic institution breaksdown the accountability and law enforcement mechanism and 

erodes the capacity of a nation to conduct its function from providing the social services up to secure 

the national security. In other words, the Illicit Financial Flows, including money laundering, 

corruption, and tax evasion could potentially damage the financial system of the developing 

countries. 
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1.1.2 The Loss Estimation due to Illicit Financial Flows 

Table 1 shows the loss experienced by countries worldwide due to Illicit Financial Flows 

conducted by tax avoiders, in which the developing countriesthat in need of financing for 

development suffered the most. It is ironic that the amount of Illicit Financial Flows from the 

developing countries is bigger than the development aid channeled to the developing countries. As 

a comparison, in 2013, the Development Assistance Committee (DAC) countries disbursedUSD 70.7 

billion of development aid to the developing countries, which was the highest level at that time. Yet, 

the estimate amount of the Illicit Financial Flows from the developing countries in the same 

yearreached USD1 trillion (Kar, et.al., 2015). It meanssuch amount of aid only equals to 7 percent of 

the total Illicit Financial Flows from the developing countries in the same period.  

Table 1 Loss Estimation Due To Illicit Financial Flows 

No Loss Estimation Area Researcher  

1 

USD 1.6 trillion of illicit funds flows each 

year 

Worldwide Baker (2005) 

±USD 500-800 billion from the developing 

countries 

± USD 20-40 billion from corruption 

activities 

+ USD 500 billion from tax evasion 

2 

60-65% from the total illicit fund came 

from the international based company. 

45% from such illicit ends up in offshore 

financial centers, while the other 55% ends 

up in developed countries.  

Worldwide GFI (2010) 

3 

Total losses suffered by developing 

countries due to tax evasion practice 

reached USD 385 billion per year  

Developing 

Countries  
Cobham (2005) 

4 

Total losses suffered by developing 

countries due to transfer mispricing and 

transfer misinvoicingpracticereached 

USD160 billion per year  

Developing 

Countries 
Christian Aid (2008) 

5 

Each year, 25% GDPof the African 

continents nations (around USD 148 

billion) lost due to corruption. There is an 

indication that the Illicit Financial Flows 

from countries in African continent is 

African Continent 

Nations 

Reed (2011); 

Christensen 2009; 

Boyce and Nidikumana 

(2001) 



 

3 Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

No Loss Estimation Area Researcher  

bigger than aid channeled to countries in 

the continent. 

6 
Each year USD1 trillion illicit fun flows 

from the developing countries 

Developing 

Countries  
Kar et.al (2015) 

Source: Made of various sources 

The amount of Illicit Financial Flows arising from the criminal action reaches a fantastic amount, 

which is USD650 billion per year (see Table 2). The fund mainly sourced from the production of fake 

goods which reached USD250 billion. The Illicit Financial Flows sources from the crime will be very 

dangerous. Haken (2011) stated that the criminal usually use the money from crime activities for 

another illicit and hidden activities. Illegal money will be hard to be invested for legal and valid 

business activities, because if the source of money is being traced; the authorized institution will be 

able to trace the source of funds.This will increase legal risks. As such, there is no other choice for the 

criminal to keep their money other than illicit and hidden.  

Table 2 Loss Estimation of Illicit Fund Flows due to Criminal Action 

Market Loss Estimation Amount  

Medicines USD320 billion 

Human Trafficking USD31.6 billion 

Wild Animals USD7.8 -10 billion 

Fake Goods (Total ) USD250 billion 

Fake Medicines USD35 - 40 billion 

Fake electronic equipment USD50 billion 

Fake cigarette USD2.6 billion 

Organs trade USD614 million - 1.2 billion 

Weapons USD300 million - 1 billion 

Diamond and valuable stones USD860 million 

Oil USD10.8 billion 

Wood USD7 billion 

Fish  USD4.2 - 9.5 billion 

Art Objects USD3.4 ς 6.3 billion 

Gold USD2.3 billion 

Total USD639 - 651 billion 
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Market Loss Estimation Amount  

Estimation USD650 billion 

Source: Haken (2011) 

In the Third International Conference on Financing for DevelopmentAction 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 year 2030. In line with the Addis Ababa Action 

Agenda, World Bank (2013) also emphasized that the Illicit Financial Flows could result in the lost of 

potential financing of development agenda. The financing of development agenda post-2015 should 

use the available resources more effective and expedite the additional financial capacity strategically, 

both from the government and private sectors. Therefore, the developing countries need to solve 

this Illicit Financial Flows issue to improve the capacity of development financing by mobilizing their 

domestic resources through taxation and maintain the forex reserves.  

By solving the Illicit Financial Flows issue, it means securing the potential state income, which 

could be used to finance the Sustainable Development Goals/SDGs, and encourage fairer global tax 

regime. The post-2015 agenda could overcome the future challenges in using the resources in more 

efficient and effective way (Khan and Akbar, 2015). Therefore, it needs the cooperation between 

country leaders to build the right environment policy, both at the national and international level. 

1.2 Problem Formulation 

The relevancy of assessing the amount of the Illicit Financial Flows is to understand how and why 

such funds flow out from the developing countries, and also to design a strategy that could stem such 

flow. In practice (OECD, 2014), the Illicit Financial Flows is originated from simple practices such as 

individual fund transfers from a personal account to overseas destination without paying taxes, then 

went up to a more complex scheme by involving criminal networking in multi-layerandmulti-

jurisdiction structures to hide the ownership of the funds.  

The goal of this research is only to give an understanding of a concept and an analysis of the 

impact that could be caused by the Illicit Financial Flows for the developing countries (in this matter, 

Indonesia). This report begins with the explanation of the concept, methodology, up to the analysis 

of macro indicators in Indonesia. In addition, this paper also presents the context of the connection 

between the Illicit Financial Flows and the Sustainable Development Goals and certain 

recommendations to the most efficient way to limit the Illicit Financial Flows. 

In short, the problem formulation of this research is to know what, why, and how the illicit 

financial flows occurred, the determinant factors and the impact for Indonesia. This would be 

useful for the policyholders in the government to see the tip of the iceberg of the Illicit Financial Flows 

problem in Indonesia. The research will also identify which countries are the sources and destinations 

of the Illicit Financial Flows from and to Indonesia using the GFI (Global Financial Integrity) approach. 

Econometric analysisis employedto see the determinant factor, impact and effect due to Illicit 

Financial Flows. 
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1.3 Research Objectives 

a) To find out the values of illicit fund that flows into and out from Indonesia 

b) To find out which countries are the main destination and the source of the Illicit Financial Flows in Indonesia 

c) To calculate and identify the determinant factors and impact of the Illicit Financial Flows in Indonesia  

 

1.4 Methodology 

This research employs the GFIȭÓ )&& ÍÅÔÈÏÄ, by summing up the Gross Excluding Reversals (GER) 

that indicates trade mispricing between trading nations and adding up calculation errors in Balance 

of Payments (BoP), which isreflected in the Net Error Omission (NEO). From this calculation, the GER 

Export, GER Import, Illicit Financial Inflow, and Illicit Financial Outflow will be obtained. 

The other methodology is to analyze the link between IFF and other economic factors using an 

econometric equation, which is used to analyze the causality between variables. To be able to 

calculate the impact of the Illicit Financial Flows, we only use the Illicit Financial Outflow, whichis 

clearly harmful. This calculation only uses GER Outflow (the trade mispricing caused the money flow 

out from Indonesia) which data is available every month. More data will make a better econometric 

calculation, because it meets ÄÁÔÁ ÅÌÅÍÅÎÔÓȭ adequacy.  

The econometric analysis will see the connection between determinant and impactoccurred due 

to IFF by using Granger Causality developed by Granger (1969). Afterwards, by using Vector Auto 

Regression (VAR) developed by Sims (1980) we could see the impulse response occurred between 

variable which turn into determinantand impactof the GER Outflow. This impulse response will be 

able to see the shocks occurred as an impact of GER Outflow and how long the occurrence of such 

shocks.  

The detailed calculation methods of this research can be seen in Chapter 3.  
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Chapter 2 Brief Theoretical 

Overview 
 

 

2.1 Illicit Financial Flows 

2.1.1 General Concept 

The Illicit Financial Flows has been a global phenomenon that captures international attention. 

Current literature defines the Illicit Financial Flows concept in broad terms and does not have a clear 

limit. In general, the Illicit Financial Flows is defined as ȰÃÁÐÉÔÁÌ ÔÈÁÔ ÉÓ ÉÌÌÅÇÁÌÌÙ ÅÁÒÎÅÄȟ ÔÒÁÎÓÆÅÒÒÅÄȟ ÏÒ 

utilized and covers all unrecorded private financial outflows that drive the accumulation of foreign 

ÁÓÓÅÔÓ ÂÙ ÒÅÓÉÄÅÎÔÓ ÉÎ ÃÏÎÔÒÁÖÅÎÔÉÏÎ ÏÆ ÁÐÐÌÉÃÁÂÌÅ ÃÁÐÉÔÁÌ ÃÏÎÔÒÏÌÓ ÁÎÄ ÒÅÇÕÌÁÔÏÒÙ ÆÒÁÍÅ×ÏÒËȱ ɉ+ÁÒ 

and Curcio, 2011). In line with such definition, OECD (2014) interprets the Illicit Financial Flows as ȰÁ 

set of methods and practices aimed at transferring financial capital out of a country in contravention 

ÏÆ ÎÁÔÉÏÎÁÌ ÏÒ ÉÎÔÅÒÎÁÔÉÏÎÁÌ ÌÁ×ÓȢȱ 

Meanwhile, Illicit Financial Flows concept may refer to the meaning of the word ȰÉÌÌÉÃÉÔȱ itself 

(Cobham, 2014), which isȰÆÏÒÂÉÄÄÅÎ ÂÙ ÌÁ×ȟ ÒÕÌÅȟ ÁÎÄ ÃÕÓÔÏÍȱȢ The first three words (forbidden by 

law) may refer to its illegal aspect, but the next words (forbidden by rule and custom), indicates that 

the Illicit Financial Flows does not always refer to something illegal, but also to something that is 

socially and/or morally unacceptable. There is also other definition that is more directed to the impact 

of the Illicit Financial Flows, where the Illicit Financial Flows is defined as ȰÆÌÏ×Ó ÔÈÁÔ ÃÁÕÓÅ ÄÁÍÁÇÅ 

ÔÏ ÔÈÅ ÅÃÏÎÏÍÉÃ ÄÅÖÅÌÏÐÍÅÎÔ ÏÆ ÔÈÅ ÃÏÕÎÔÒÙȱ ɉ2ÅÕÔÅÒȟ ΨΦΧΨɊȢ 

From those definitions, at least there are some characteristics that could be used to understand 

the concept of Illicit Financial Flows. First, there are some funds or capital flow out from one nation 

to the other nation. Second, such fund or capital flow is deemed to violate the law, regulation, or 

good customs nationally or internationally. Third, such fund or capital flow could create a negative 

impact to a countryȭÓ economic condition. 

The above definitions also explain that the real Illicit Financial Flows consist of : 1) Illicit Financial 

Flows that may sourced from criminal activities such as drugs trade, human trafficking, smuggling, 

corruption, tax evasion; and 2) Illicit Financial Flows may also the results of legal activities but socially 

unacceptable (immoral) or legal activities that use loops in law or violate sense of justice, such as tax 

avoidance activities conducted by multinational companies (Everest-Philips, 2012). 

 

2.1.2 Illicit Financial Flows and Capital Flight 

The term capital flight is frequently associated with the Illicit Financial Flows. There is a tendency 

to identify that the entire Illicit Financial Flows out from a country is a capital flight (IMF, 1992). Such 

opinion is approved by Kar and Cartwright-Smith which stated that the tÅÒÍÓ Ȭcapital flightȭÉÓ ÔÈÅ 
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most common terms that refers to the money flows out from developing countries, which usually 

flow to western countries (Kar dan Cartwright-Smith, 2008). 

There are three approaches used by Blakenburg and Khan (2012) in understanding the concept 

and definition of capital flight and Illicit Financial Flows, among others: 1) portfolio approach; 2) social 

control approach, and 3) dirty money approach.  

In portfolio approach, the capital flight is caused by the existence of market distortion and 

asymmetrical risk occurred in developing countries. The motivationin this approach is called ȰÕÔÉÌÉÔÙ 

ÍÁØÉÍÉÚÁÔÉÏÎȱȟ which means that the capital flight is moved by the economic incentives to maximize 

the investment profit due to the difference in policy regime and investment risk.  

Second, social control approaches. In this approach, the capital flight is defined as the capital 

transfer from one jurisdiction to another one with the purpose of decreasing the actual or potential 

level of social control over the capital (Boyce and Zarsky, 1988). The capital flight in this approach is 

based on the motivation to seek a personal economic gain and avoid the control of policy over capital. 

Third, dirty money approaches. The capital flight in this approach is seen more as an effort to 

hide wealth accumulation from the law (Kar and Cartwright-Smith, 2008). This definition is directed 

to the unrecorded capital flow and activities that violate or abuse law and regulation.This approach 

is closer to the concept of Illicit Financial Flows, although the Illicit Financial Flows is not limited to 

illegal activities only. 

Based on the three afore mentioned approaches, the Illicit Financial Flows and capital flight can 

actually be distinguished. In general, capital flight is more about the flow of money or capital out from 

a nation with a purpose to find a more secure investment environment and create a higher profit 

(Reuter, 2012). In line with it, Walter (1987) emphasizesthat the capital flight occurs due to macro 

economic factors, corporate governance, or as a response to the unfavorable condition in the origin 

country, suchas economic crisis (Kant, 2002).  

Meanwhile, the Illicit Financial Flows is more about activities to transferfunds or capital that 

violatelaw and regulation (rule oriented) to conceal the source hence unrecorded (Baker and Nordin, 

2007). Therefore, the Illicit Financial Flows is occurred in any shape and violate many legal 

dimensions, such as in corruption and bribery, tax evasion, illegal smuggling, human trafficking and 

other organized crime, transfer pricing and trade mispricing manipulation, customs fraud, money 

laundering, and terrorism financing. 

With such broad concepts, there are many factors that drive illicit financial flows. The three main 

ÆÁÃÔÏÒÓ ÁÒÅ ÔÁØ ÅÖÁÓÉÏÎȟ ÃÏÒÒÕÐÔÉÏÎȟ ÁÎÄ ÃÒÉÍÅȟ ×ÈÅÒÅ ÁÌÌ ÔÈÒÅÅ ÉÓ ÔÈÅ ÃÁÕÓÅ ÁÎÄ ÅÆÆÅÃÔ ÏÆ Á ÃÏÕÎÔÒÙȭÓ 

institution or agency fragility (Reuter, 2012). Baker (2005) also states that most of the illicit financial 

flows that goes out of a country are mostly related to cleptocracy, corruption, tax embezzlement, 

and tax evasion. 

Simply put, tax evasion practices can reduce the amount of funds that a country has that can be 

used to provide public services. Encroaching corruption can also slowly deteriorate a cÏÕÎÔÒÙȭÓ 

legitimacy and morale in the eyes of the public. Further more, a high crime rate may diminish the 

ÐÕÂÌÉÃȭÓ ÔÒÕÓÔ ÔÏ×ÁÒÄÓ ÔÈÅ ÃÏÕÎÔÒÙȭÓ ÁÕÔÈÏÒÉÔÙȢ Logically, these three factors are the drivers of illicit 

financial flow, however link between the three is yet to be established and quantified. 
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2.1.3 Types of Transactions and Actor in Illicit Financial Flow 

Aside from the legality issue in the concept of illicit financial flows, Cobham (2014) stresses that 

illicit financial flow is a hidden flow phenomenon that comes from different types of transactions with 

various motivations behind them. This illustrates how broad and expansive the hidden flow 

phenomenon. Cobham (2014) presents a cluster that demonstrates the main motivation of illicit 

financial flow, and divides them into four categories, they are: 1) market/regulatory abuse; 2) tax 

abuse; 3) abuse of power; including ÓÔÏÌÅÎ ÓÔÁÔÅȭÓ money and assets; and 4) proceeds of crime. 

By looking into the types of illicit financial flows, the main actors of illicit financial flows can also 

be identified. According to Cobham (2014) the main actor of illicit financial flows involves: 1) private 

sectors (individuals, national companies, and multi national companies); 2) public authorities, and 3) 

criminal groups. 

Below are a few definitions on the illicit financial flow techniques in Indonesia 

¶ Transfer Pricing 

Transfer pricing is a legal procedure that can be held by parties involved during the transfer of 

cross country commodity transfers. Eventhough, to be considered legal, the transactions must follow the 

existing guidelines (for instance, guidelines from OECD) and using the armõs length principle, where the price 

set by seller to buyer is the same as the price set by the seller to other uninvolved parties.  

When this principle is not implemented, òtransfer mispricingó or òabusive transfer mispricingótakes 

place, a mode of tax avoidance by companies. Some common transfer mispricing practices are described 

in the following. 

¶ Over Invoicing of Export  

Over Invoicing of 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 the recorded value is only USD 200,000, then it can 

be said that there is a USD 800,000 illicit financial flows into Indonesia, or also known as illicit financial 

inflow. 
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Figure 1 Mechanism of Over Invoicing of Export 

 

 

¶ Under Invoicing of Export 

Under Invoicing of Export take place when the value of export from country A to country B is smaller 

than the value of import recorded in country B. For instance, Indonesia records a transaction of rice export 

of USD 200,000 to Thailand, while in Thailand the recorded import is USD 1 million, then it can be said that 

there is USD 800,000 of illicit financial flows from Indonesia, known as illicit financial outflow. 

 

Figure 2 Mechanism of Under Invoicing of Export 

 

 

 

¶ Over Invoicing of Import  

Over Invoicing of import happens when the value of import recorded by country Afrom country B 

is bigger than the value of export recorded by country B. For example, if Indonesia imported rice from 

Thailand with value the of USD 1 million while Thailand only exported the commodity with the value of USD 
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200,000 then it can be said that there is money worth of USD 800,000 coming out of Indonesia but was not 

recorded in Thailand. This is cathegorized as Illicit Financial Outflow. 

 

Figure 3 Mechanism of Over Invoicing of Import 

 

 

¶ Under Invoicing of Import  

Under Invoicing of Import happens when the value of registered import in country A from country 

B is smaller than the value of export to country A recorded by country B. For example if Indonesia import 

rice from Thailand with value of USD 200,000 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 USD 800,000. This is called 

Illicit Financial Inflow. 

 

Figure 4 Mechanism of Under Invoicing of Import 

 



 

11 Calculating Illicit Financial Flows to and from Indonesia: a Trade Data Analysis, 2001 ɀ 2014 
 

2.1.4 Tax 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 countries, which caused potential tax loss. This is worse in 

countries with high level of shadow economy, in both informal economy sector as well as formal 

economy (e.g. multinational company) that practice tax evasion and tax avoidance (Fuest and Riedel, 

2012). 

In most countries, tax avoidance is usually defined as a transactional scheme aims to minimize 

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 ways that violate the tax provisions, for 

example by not reporting all sales or by increasing fictious costs. Tax evasion basically contains 

element of illegality and clearly contribute in the increase of illicit financial flows (Leite, 2012). The 

parties involved in tax evasion usually report their taxable income incorrectly or claiming unnecessary 

costs.  

In relation to illicit financial flows which involve international transaction, one of the methods to 

evade tax is through profit shifting. This is because the multinational companies have control 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 in an American 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 countries have 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 Network (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 (goods, service 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 complicated calculations. Meanwhile, trade mispricing is a practice that 

manipulates the value of import and export (over/underinvoicing) with purpose to reduce/avoid tax 

(Clausing, 2003). Thereȭre several motives for trade-mispricing among others can be seen in Table 3.  

Table 3 Motives for Price Manipulation (Mispricing) in International Trade Transaction 

Trade Transaction Over invoicing Under invoicing 

Export To obtain support on export  
Capital flight, tax evation on 

export 
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Import 
Capital flight, to reduce 

domestic profit  
Tax evation on import  

Source: Dornbuch and Kuenzler (1993). 

 

2.1.5 Illicit Financial Flow, Corruption and Money Laundering 

Illicit financial flow is closely related to the practice of money laundering. The money received 

ÆÒÏÍ ÉÌÌÅÇÁÌ ÏÒ ÃÒÉÍÉÎÁÌ ÁÃÔÉÖÉÔÉÅÓ ÕÓÕÁÌÌÙ ÎÅÅÄ ÔÏ ÂÅ Ȱ×ÁÓÈÅÄȱ ÔÏ ÃÏÖÅÒ ÔÈÅ ÓÏÕÒÃÅȟ ÕÓÕÁÌÌÙ ÂÙ ÕÓÉÎÇ 

international financial network. When the money produced from such illegal activities has been 

circulated overseas, the money can be used as a legitimate capital 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 the money 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 in Africa (Baker, 2005). 

Money laundering can also be associated with other illegal activities.  For example, in Colombia 

money laundering practice are mostly associated with illegal drugs industry, where they practice 

cross-border activities and payment transactions (Thoumi and Anzola, 2012). Corruption is one of 

activities that are closely related to money laundering. Chaikin and Sharman (2009) even called them 

ÔÏ ÈÁÖÅ Á ÓÙÍÂÉÏÔÉÃ ÒÅÌÁÔÉÏÎÓÈÉÐȟ Ȱcorruption and money laundering are symbiotic: not only do they tend 

to co-occur, but more importantly the presence of one tends to create and reciprocally reinforce the 

ÉÎÃÉÄÅÎÃÅ ÏÆ ÔÈÅ ÏÔÈÅÒȱ. In relation to this, Chaikin and Sharman also said that corruption makes 

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 

whicÈ ÉÎÖÏÌÖÅÓ ȰÓÈÅÌÌ ÂÁÎËÓȱȟ Á ÂÁÎË ×ÈÉÃÈ is established without any real clients (Reed and Fontana, 

2011). 

 

2.1.6 Illicit Financial Flow and Shadow Economy 

One of economic activities that have potential to be exposed to illicit financial flow are shadow 

econÏÍÙȭÓ activities. There are different views on the definition of shadow economy, but the 

fondationauthors, shadow economy can be defined as all economic activities that contribute to the 

economy of a country, but was not recorded (Schneider and Enste, 2000). Meanwhile, 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 from the shadow 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) Illegal economic 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 tax is charged.  

Human trafficking 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 wealthier country. In this case, the 

presence of criminal activities such as human trafficking is motivated 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 categorized as Illicit Financial Flows.  

 

2.1.7 Pattern and Policy to Prevent Illicit 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, economic growth, technological changes and political contraints, is very challenging, 

even for advanced economic countries. For that end, both of them build three typology based on the 

economic, politic and government structure in determining policy related to the flow of illicit funds. 

Blankenburg and Khan specifically divide it into 3 typologies, among others: 1) developed countries as 

opposed to the developing countries, 2) normal/intermediate developing countries, and 3) fragile 

developing countries.  

Table 4 Illicit Financial Flow in the Context of Countries with Different Characteristics 

Typology of  

Country 

Developed Countries Developing Countries Fragile Countries 

Definition and 

Characteristic  

Average income is high and 

a stable political condition 

in the long term. Political 

response to the decrease in 

the economic performance 

and distribution is carried 

out effectively. 

Average income is low. 

The political system is a 

combination between 

formal and informal 

redistribution structure 

(patron-client).   

The breakdown of 

political agreement that 

led to social and political 

order chaos.  

Main Policy 

Terms and fiscal program 

should pay attention to 

social cohesion and 

economic growth 

Build, maintain and 

expand the appropriate 

development strategy, 

particularly in the 

productive sectors.  

#ÏÕÎÔÒÙȭÓ Äevelopment 

and reconstruction of 

political agreement to 

begin developing a 

sustained economy 

Main Types of 

Illicit Financial 

Flow 

The flow of funds violates 

more regulations that 

Capital flight in the 

context of failure to 

improved profitability is 

a problem, but not 

It is not easy to define the 

flow of illicit fund in 

neutral conditions, given 
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Typology of  

Country 

Developed Countries Developing Countries Fragile Countries 

already exists (e.g. tax 

evasion) 

always illicit. The flow of 

funds relates to 

international crime, 

such as drugs. 

the involvement of the 

elites in the conflict.   

Focus of the 

Policy Related 

to Illicit 

Financial Flow  

Strengthening law and 

regulation enforcement. At 

the time of crisis, trying to 

carry the rule of law back in 

line with the consensus of 

social and political 

objectives.   

 

Economic policy to 

increase profitability by 

addressing market 

failure. To build the 

capability of the 

government to enforce 

the financial flow 

regulation that is not 

prone to political issues.  

Establish a proper 

political arrangement. 

Make it more difficult for 

outsiders to contribute 

and extend the current 

conflicts.  

 

Source: Blakenburg and Khan, in Peter Reuter (2012) 

The explanation in Table 2 indicates that illicit financial flow needs to be better understood to 

enable better policy design to overcome it. 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 approach (Blakenburg and Khan, 2012). 

2.2 Methods to Calculate Illicit Financial Flow 

There are several methods in 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 Integrity (GFI) 

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 Error Ommision 1ɉ.%/Ɋ ÔÏ ÓÅÅ ÔÈÅ ÅÒÒÏÒ ÉÎ ÔÈÅ ÃÏÕÎÔÒÙȭÓ ÅØÔÅÒÎÁÌ 

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 shows capital 

outflows that are not recorded (or capital inflow if 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 supposed to be added in financial transaction in which the NEO becomes a proxy.  

ὭὰὰὭὧὭὸ Ὢὰέύί ὥὰὰ ὪόὲὨί ὧέάὭὲὫ Ὥὲ ὧὶὩὨὭὸὥὰὰ ὪόὲὨί ὫέὭὲὫ έόὸ ὨὩὦὸ 

 

                                                           
1 Hot 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 the extension of balance of payments identity which 

measures Net Errors and Omissions (NEOs). NEO shows the difference between broad capital flight 

(which is calculated using WBR approach) and illicit private capital flows.  

The NEO calculation is very simple: 

G = -(A + B + F + H) ð C ð D ð E or 

G = -(A + B + F + H) ð (C + D + E) 

Remarks 

A = the current 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 foreign money deposited in banks  

F = change in central bank reserves  

G = Net Errors and Omissions (NEO) 

H = change in external debt  

 

2.2.2 World Bank Residual Method 

This approach is generated from the equation of balance of payments identity (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 foreign 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: 

˴ = [ɲ External Debt + FDI (net)]ð[CA Deficit + ɲ Reserves] 

Illicit flows is calculated with World Bank Residual Method = (increase in foreign debt + increase in FDI) ð (financing 

of the current account deficit + additions to the countryõs reserves) 

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

Trade misinvoicing has been recognized as the main cause of the flow of illicit funds in the trading 

system. The mode is by over invoicing of import and under invoicing of export. The DOTS approach 

can measure this mode so we can see the value of the illicit financial outflow from one country to 

another; therefore values of capital flight that is illicit in a relevant country can be obtained.  

This study uses trade misinvoicing with data that has been adjusted with cost of insurance and 

freight 2(or CIF factor) from a country that conducts export to its country partner (who usually uses 

the free on board3). For example, if Indonesia exports rice to Thailand worth of USD 5 million 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 USD 5.5 million.  

DOTS formula is as follows:  

ὑ ὢ
ὓ

‍

ὓ

‍
ὢ  

 

Remarks 

K = component of IFF 

Xi = export to country i 

Mi = import from country j 

2.2.4 Global Financial Integrity Approach 

Global Financial Integrity approach is done by calculating: 

¶ Trade misinvoicing calculated by using the Gross Excluding Reversals (GER) approach: To calculate the 

incompatibility between the report of export value of a country with the import value of the destination 

countries. 

¶ Leakage of balance of payments (BoP): by using the World Bank Residual/ WBR approach that is derived 

into Hot Money (Narrow)/ HMN approach where HMN was derived based on the Net Errors and Omissions 

/ NEO approach. 

It can be said that the GFI approach is carried out by calculating Hot Money (Narrow) and IMF 

Direction of Statistics (DOTS) where HMN is calculated from the NEO and GER is calculated by using 

the same proxy with IMF DOTS. The trade misinvoicing approach calculates the value of Gross 

Excluding Reversals (GER).   

ὑ ὢ
ὓ

‍

ὓ

‍
ὢ  

 

                                                           
2 Cost, insurance and freight (cif) are trading conditions required by seller to determine cost of transport by sea to its destination, 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 buyer. The buyer fulfil its obligation to send the goods until 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 

ʲ = cost of the freight and insurance adjustment factor (10%/ 20%) 

X  = export 

This method assumes that there has been a flow of illicit fund in export and import.  Particularly, 

the export that takes place from country A to country B using FoB (X) is compared with import (M) 

that is reported after being adjusted with CiF (ɼ). On the import side, the import (M) from country A 

to country B is altered by using the value of FoB 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 the GER it will then be added with 

the following formula:  

ὍὊ ὑ ὔὉὕ 

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 developed the International Price Profiling 

System (IPPS) based on individuals export and import from the USA to the world. IPPS is a risk-based 

analysis system that evaluates the characteristics of risk from the international trade transactionȭÓ 

relative price. IPPS has a unique superiority that the price of each transaction comes from the invoice 

of the party that does the trade and shows the value of the traded goods.  

 

2.2.6 Alternative Methodsto Calculate IFF 

The following are several methods to calculate other IFF that has been undertaken globally  

Table 5 Types of Financial Flow and Applicable Methodology 

Type of Capital 

Flow 

Recorded and 

Unrecorded  
Methodology Treatments of Inflow and outflow  

Broad Capital flight 

(net) 

recorded and 

unrecorded  

WBR (net) + Trade 

misinvoicing (net) 

Net for inflows and outflowsof 

both components 

Broad capital flight 

(outflows only) 

recorded and 

unrecorded 

CED + GER (outflows 

only) 

Only outflows are included in 

estimates; Inflows are set to zero 
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Type of Capital 

Flow 

Recorded and 

Unrecorded  
Methodology Treatments of Inflow and outflow  

Licit capital flight recorded 
WBR (net) minus 

NEO 
Net of inflows and outflows 

Illicit capital flight unrecorded HMN + GER Only outflow 

Total Illicit Flows unrecorded HMN + GER Outflow plus inflow 

Source: Dev Kar and Sarah Freitas (February 2013) Russia: Illicit 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 Indonesia, appropriate data as used by GFI 

are required. The said data are data of export from Indonesia to countries all over the world and data 

ÏÆ ÅØÐÏÒÔ ÏÆ ÁÌÌ ÃÏÕÎÔÒÉÅÓ ÔÏ )ÎÄÏÎÅÓÉÁȢ /ÔÈÅÒ ÄÁÔÁ ÁÒÅ ÄÁÔÁ ÏÆ )ÎÄÏÎÅÓÉÁȭÓ ÉÍÐÏÒÔÁÔÉÏÎ ÆÒÏÍ ÁÌÌ ÏÖÅÒ 

the world and data of importation of all countries in the world from Indonesia 

The main sources of data that are used in this research are from trademap.com and UN 

Comtrade. This research employs the same methodology developed by the GFI. The difference is that 

the GFI uses annual reports of each country, while this research uses monthly reports from TradeMap. 

There are several obstacles in obtaining the data, especially due to the difference of the acquired 

annual and monthly data. From two data that we have chosen, i.e. UM Comtrade and TradeMap, the 

most feasible data to be used is the data from TradeMap. TradeMap has complete monthly data for 

the period of 2000-2014 while UM Comtrade only has complete data for the period of 2012-2014. 

Figure 5 Display of the Trademap Site 
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Figure 6 Display of the UM Comtrade Site 

 

3.1.2 Supporting Data for the Econometric Analysis Purposes 

¶ CPI  = Consumer Prices Index 

CPI or Consumer Prices Index is an index that measures the average price of goods and services 

consumed by households, including transport costs, food, health and etc4. In Indonesia, the Consumer Prices 

Index is published by BPS. The Consumer Prices Index often used to measure the inflation rate of a country. 

¶ 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 of giro, time deposit, deposit certificate, deposit and or other form equal to it 

(Indonesian Banking Law No. 10 of 1998) 

¶ IHSG  = Composite Stock Price Index 

Composite Stock Price Index is index prepared from all companies that are listed in the Indonesian 

Stock Exchange (BEI). IHSG is prepared by BEI with the following formula:  

ὍὌὛὋ ὴȾὨὼρππ 

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 opening of IHSG from the value of 13 stocks of companies that were listed at that time) 

¶ IPI  = Industrial Production index  

IPI or also known as Indeks Harga Produk Industri is used to measure the change in the price of 

domestic production goods that are sold to manufacturing company. 

¶ 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 checking and savings 

account. M2 include coins and notes that are in circulation and other money equivalents that can be converted 

easily to cash and, in addition, short-term time deposits in banks and certain money market funds. 

¶ Total Trade = Total Trade (Export + Import) 

Total Trade 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. 

¶ WPI Export = wholesales prices indexfor export commodities  

This index calculate the price of several type of wholesale goods that become the export 

commodities in international trading, ideally using the export price with this f.o.b index can be used to 

calculate the inflation caused by the outgoing goods. 

¶ WPI Import = wholesales prices index 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.o.b index can be used to 

calculate the inflation caused by the incoming goods. 

¶ 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 fund is high then Rupiah 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 

account reduced 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: 

ὑ
ὓ

‍
ὢ

ὓ

‍
ὢ  

 

Note 

 ˴ = [Mi/  ̡- Xj] + [Mj/̡ -Xi] 

 ̠  = Reflect the illicit financial flows through trade misinvoicing 

Mi  = import 

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

In brief, the calculation methodology is as follows: 

 

Table 6 Methodology of Calculation of Illicit Financial Outflow and Inflow 

 Illicit Financial Outflow Illicit Financial Inflow 

GER Export 

Formula 
ὓ   

‍
ὢ    

 Under Invoicing of Export  Over Invoicing of Export  

Assumption Export Note in Indonesia < Import Note 

in Thailand (under invoicing of export) 

Export Note in Indonesia > Import 

Note in Thailand (over invoicing of 

export) 

Indicator Positive GER Export (+) Negative GER Export (-) 

Sample of 

Case 

if Indonesia conducts exportation to 

Thailand in the value of USD 200 

thousand, but in Thailand, the 

importation record from Indonesia is 

USD 1 million, then it can be said as an 

under Invoicing of Export because 

importation from Indonesia that are 

registered in Thailand is higher compare 

to the realization of export that is 

conducted by Indonesia  

This shows that the acceptance of 

export income by Indonesia which 

should be in the amount of USD 1 

million is reduced for an amount of USD 

800 thousand. The said loss of potential 

export income of Indonesia can be said 

as illicit financial outflow, or there is 

money that is not inflow to Indonesia in 

the amount of USD 800 thousand with 

no explanation as to where the money 

goes. 

Following the above formula then the 

value of denominations is positive (+). 

Thus if the value of Export GER is 

if Indonesia conducts exportation to 

Thailand in the value of USD 1 million, 

but in Thailand, the importation record 

from Indonesia is USD 200,000, then it 

can be said that Indonesia is 

conducting an Over Invoicing of Export 

because importation from Indonesia 

that are registered in Thailand is lower 

compare to the realization of export 

that is conducted by Indonesia. 

This shows that there is an illicit 

financial inflow to Indonesia in the 

amount of USD 800,000 which source 

is unknown. 

Following the above formula then the 

value of denominations is negative (-). 

Thus if the value of Export GER is 

negative then it can be said that an 

Illicit Financial Inflow has occurred or 

illicit financial inflow to Indonesia. 
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 Illicit Financial Outflow Illicit Financial Inflow 

positive then it can be said that an Illicit 

Financial Outflow has occurred or illicit 

financial outflow from Indonesia. 

GER Import 

 
ὓ   

‍
ὢ    

 Over Invoicing of Import  Under Invoicing of Import  

Assumption Import > Export Import < export 

Indicator Positive GER Import  Negative GER Import 

Sample of 

Case 

If Indonesia conducts importation from 

Thailand in the value of USD 1 million, 

but in Thailand, the exportation record 

to Indonesia is only USD 200 thousand, 

then the said matter can be said as an 

over invoicing of import because the 

ÒÅÇÉÓÔÅÒÅÄ 4ÈÁÉÌÁÎÄȭÓ ÅØÐÏÒÔ ÔÏ 

Indonesia is higher compare to the 

import realization.  

This is also known as Illicit Financial 

Outflow because the money that is 

being paid is lower compare to the 

money that should be paid. There is 

outflow money from Indonesia to 

Thailand in the amount of USD 800 

thousand which source is unknown. 

Following the above formula then the 

value of denominations is positive (+). 

Thus if the value of Import GER is 

positive then it can be said that an Illicit 

Financial Outflow has occurred or illicit 

financial outflow from Indonesia. 

If Indonesia conducts importation from 

Thailand in the value of USD 200 

thousand, but in Thailand, the 

exportation record to Indonesia is USD 

1 million, then the said matter can be 

said as an under invoicing of import 

because the registered import from 

Indonesia in Thailand is higher 

compare to the export realization of 

Indonesia.  

This is also known as Illicit Financial 

Inflow because the money that is being 

paid is higher compare to the money 

that should be paid. There is inflow 

money from Thailand to Indonesia in 

the amount of USD 800 thousand 

which source is unknown. 

Following the above formula then the 

value of denominations is negative (-). 

Thus if the value of Import GER is 

negative then it can be said that an 

Illicit Financial Inflow has occurred or 

illicit financial inflow to Indonesia. 

 

3.2.2 Illicit Financial Inflow and illicit Financial Outflow 

¶  Illicit Financial Inflow  

o Trade Illicit Financial Inflow  
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Illicit Financial Inflow can be measured from Under Invoicing of Import added with 

Over Invoicing of Export. In the above table it can be seen that illicit financial inflow can occur 

from both export and import 

ὍὰὰὭὧὭὸ ὊὭὲὥὲὧὭὥὰ ὍὲὪὰέύὍὰὰὭὧὭὸ ὊὭὲὥὲὧὭὥὰ ὍὲὪὰέύ ὔὉὕ  

 

o Total Illicit Financial Inflow  

Total Illicit Financial Inflow occurs if Illicit Financial Inflow in trade added with 

NEO if the NEO is negative. As such, it should be added between illicit financial inflow 

from trade misinvoicing and NEO that has a negative denomination. 

 

ὍὰὰὭὧὭὸ ὊὭὲὥὲὧὭὥὰ ὍὲὪὰέύὍὰὰὭὧὭὸ ὊὭὲὥὲὧὭὥὰ ὍὲὪὰέύ ὔὉὕ  

 

From total Illicit Financial Inflow, it can be seen the value of inflow money to 

Indonesia whether from trade misinvoicing or from error in the recordation that occurs 

in Indonesia 

¶ Illicit Financial  

o Trade Illicit Financial Outflow  

Illicit financial outflow can be measured from Over Invoicing of Import added 

with Under Invoicing of Export. In the above table it can be seen that illicit financial 

outflow can occur from either export or import side. 

ὍὰὰὭὧὭὸ ὊὭὲὥὲὧὭὥὰ έόὸὪὰέύὍάὴέὶὸ ὕὺὩὶ ὍὲὺέὭὧὭὲὫ  Ὁὼὴέὶὸ ὟὲὨὩὶ ὍὲὺέὭὧὭὲὫ 

Total Illicit Financial outflow occurs if Illicit financial outflow in trade added 

with NEO if the value of NEO is positive, Thus it should be added between the illicit 

financial outflow from trade misinvoicing and NEO that has a positive denomination. 

 

3.3 Econometric Analysis 

Econometric analysis is performed to assess the determinant and impact of the illicit financial 

flows in Indonesia. The illicit flows analysis 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 IFF, we have 

used monthly data so that the model is better with an appropriate degree of freedom. It should be 

noted that we only use data from the first month of 2006 to the fourth month of 2015 that are 

collected from Trademap, because the monthly data for period of 2001-2006 are inaccessible. 

 

3.3.1 Stationery Test 

The purpose of the Stationery Test is to analyze the time-series 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 (marked with a high R2 value and 
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significant t-stat, F-ÓÔÁÔ ÂÕÔ ×ÉÔÈ ÒÅÌÁÔÉÖÅÌÙ ÓÍÁÌÌ Ä× Ѕ ΦȢΫɊ ×ÈÉÃÈ ÒÅÇÒÅÓÓÉÏÎ ×ÉÌÌ ÓÈÏ× ÌÁÔÅÒ ÁÓ ȰÇÏÏÄȱ 

ÂÕÔ ÁÃÔÕÁÌÌÙ ÉÔȭÓ ÎÏÔȢ 

Statistically, a time series data is said as stationer if average, variant and co-variant 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 to perform Stationary Test is by using an (Augmented) Dicky Fuller Assumption Test in 

which Yt is time series that depends on Yt-1. It is also known as first-order autoregressive (AR) process. 

ὣὸ  ὶὣὸρ  όὸ  

)Æ Ò Ј Χ ÔÈÅÎ ÉÔ ÃÁÎ ÂÅ ÓÁÉÄ ÔÈÁÔ 9Ô ÖÁÒÉÁÂÌÅ ÈÁÓ ÕÎÉÔ ÒÏÏÔÓ ÏÒ ÎÏÔ ÓÔÁÔÉÏÎÅÒȢ )Æ Ò Ѕ Χ ÔÈÅÎ 9 ÖÁÒÉÁÂÌÅ 

does not have any unit roots. If the above equation is reformulated by detracting Yt-1 on the right 

and left side then it will be obtained:  

ὣὸ ɀ ὣὸρ  ὶὣὸρ ɀ ὣὸρ  όὸ 

Ὀὣὸ  ‏ὣὸρ  όὸ    

Where ɻ  = (r-1)     

H0: ɻ  = 0; there are unit roots (not stationer) 

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

In its development, the Dicky Fuller test is extended by using the Augmented Dicky Fuller (ADF)  

 

Dὣ=dὣ + ὧ1Dὣ + ὧ2Dὣ +.....+ὧDὣt-ὴ+ό 

Dὣὸ=dὣὸρ+ὧ1Dὣὸρ+ὧ2Dὣὸς+.....+ὧὴDὣὸὴ+ὧ όὸ 

Dὣὸ=dὣὸρ+ὧ1Dὣὸρ+ὧ2Dὣὸς+.....+ᾧὴDὣὸὴ+ὧ ὨὝ όὸ 

 

Where: C0 is constants of T is deterministic trend 

H0: ɻ  = 0; there are unit roots (not stationer) 

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

 

If t- statistics of the d coefficient (referred as t-ADF) 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 t- statistics of the d coefficient (referred as t-ADF) 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 Granger Casuality 

A strong statistic relationship cannot indicate the existence of causal 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 first before B, then there is a possibility where A causes the occurrence of B. 










































































































































