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Abstract:

Recent developments in Indonesia indicate that this country is moving toward ever more democratic government, as was illustrated by its very first, and also very successful presidential election by direct vote.

Indonesians as well as potential foreign investors and business people will be very much affected by the longstanding fight to combat corruption in the Indonesian economy.  This policy has proved very popular, which is critical considering Indonesia’s position as one of the most corrupted countries globally. Here is strong evidence to indicate that the problem of corruption stems from two major sources; (1) the lower salaries of government officials and (2) insufficient competition in the economy

This paper assesses the effectiveness of combating corruption in Indonesia, and proposes the new method and hope for improvement. Furthermore, it shows how political factors and level of income impact significantly on level of corruption.  As Indonesia’s big trade partner, Korea plays a significant role in this latter factor.  

Indonesia is one of many countries currently trading with Korea.  By analysing how trade policy can lessen levels of corruption, this paper suggest that the same model or framework can be applied to all countries with similar problems with corruption, particularly those enjoying significant trade with Korea.
I. INTRODUCTION 

Indonesia’s economy was worse hit during the East Asian crisis in the end of last millennium than those of its neighbours. Real GDP had fallen by 20 % in 18 months and at one point the country’s currency, Rupiah, had lost over 85 % of its value against Sterling
. The process which brought about the transition was astonishing. Not only had Indonesia undergone crisis in economics, but also on the top of that, racist and political turmoil  threatened Indonesia as a nation.

The main problem of Indonesia is its heterogeneity. It consists of more than 3500 islands (which more than 60 percents are inhabited) of islands with wide ranging levels of education, economic development and therefore GDP per capita. Its population, apart from the usual complement of Javanese settlers, includes three dozens or so major ethnic groups. About 80% of Indonesia’s people are Muslim, but it also has large numbers of animists, Christians, Buddhists, Confucians and Balinese Hindus. This high level of heterogeneity is one of the biggest potential barriers to the unity of Indonesia (World Bank, 2003) 

Indonesians have witnessed recent problems of ethnic uprising and civil unrest in several parts of Indonesia.  We have seen Muslims attacking Christians, and vice versa.  And there are also frequent clashes between ethnic-Chinese people and their ‘enemies’.  From Maduranese-Dayak conflict, to Poso to Maluku fightings, the list goes on and on.

Amid the complexities of political turmoil, Indonesia has its very first, and also successful presidential election by direct vote on the 5 July 2004. Despite this successfully acclaimed transition to democracy, this presidential election, however, left the allegation of money-politics remnants (see for example: Transparency International, 2004, and Andrianto, 2004). The combination of Jakarta’s votes seeking presidential candidates and power anxious local administration had merged and brought together their mutual interests. Some local government officials have taken advantage of the running campaign of presidential candidates for their own gain, for example, through unofficial taxes levied against local businesses (Andrianto, 2003).


This political condition had changed the bargaining power among regions. Provincial and local governments exercised control over companies in their jurisdiction. In the long run, this action will be especially important given Indonesia’s vast natural resources. Potentially this could be a bureaucratic nightmare for investors. Local governments, race to gain powers, have in many instances, taken the quickest routes to increasing revenue (eg., unfair and in inappropriate taxation, or even worse, corruption), which will have a massive impact on future foreign investment in these areas.  


Based on these understandings, I would like to review the two variables; (1) the efficiency of local government and (2) the allocation of fundings and how these variables are affected by corruption.

1.1 The New Concept of  ‘Decentralised Corruption’ 

The main problem that could arise because of the recent development of Indonesian political situation is because the term “corruption” means different things to different people. Recent development inf vast regions of Indoensia shows that the new tendency of decentralised corruption. Most every aspects of people's daily life are affected by corruption, which basically fuelled by the collusion of local government in search of securing their power control and Jakarta’s presidential candidate’s political machine.

And considering the condition of Indonesia's multi-cultural and complex socio-economics life, this has huge and serious consequences. For many farmers, for example, it means they have to pay interest to middlemen on the government’s interest-free loans. To some other, it means an opportunity in the eye about lots more money for projects everywhere, either genuine or not, on the islands. Some others may not realise that they have been getting more money from the central government than they generate for it in tax revenues. In conclusion, however, it is only the richer parts of Indonesia where the opposite is true. 

In general, the people in Indonesia who are likeliest to benefit are the local power brokers, the politicians and their business associates. They are busy thinking up the new taxes they would like to levy, especially on outsiders, and quarrelling with the central government over its attempts to rein them in. 

1.2 Inadequate Law Enforcement

Indonesia’s lack of well-trained and independent police force is the main problem in combating corruption. Currently they are not professional or politically detached enough to exercise sufficient control everywhere. Consider what is happening in Aceh and West Papua, at the far western and far eastern ends of Indonesia, as well as like Maluku and Sulawesi, where corruption allegations lead to more terrifying political problems. Without effective law enforcement, financial, legislative, and legal problem arising in any region of Indonesia could lead to disintegration.


The central government has to take responsibility.  Firstly, it has not issued minimum-service guidelines for the municipal and regency authorities
. Secondly, it has created a police force out of its own military service.  This lack of law enforcement creates inefficiency in the business sector, which eventually leads to high cost economy. 


Businessmen and investors are worried that local authorities will become new centres of corruption, even as the central government tries to clean up its own act.  Unprofessional civil servants or local ‘little kings’ have already exploited the loopholes in the bureaucracy for their own benefit. This has caused great damage to the domestic economy.

Some major exploits are: corruption practice that causes the allocation of the process of money. These regulations were meant to decentralise authority from central to local government. However, it is believed that this policy, which also means fiscal decentralisation, will lead to decentralisation of corruption and bribery, which will eventually cause great harm to economic growth. 

II. THE MODEL


I assume that Indonesia, as a country maximises the following utility from total funding, including Foreign Direct Investment (FDI), Overseas Development Assistance (ODA), and other form of aids and grants:
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(2.1)
  

Where: 

c (i) 
denotes amount of all fundings available

r 
denotes effective interest rate

i 
denotes region (ie. province)

which is subject to the following constraints:
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where (2.2) is the budget constraint on wealth and (2.3) is the no-Ponzi condition on wealth
. In order to maximize (2.1) subject to the budget constraint (2.2) and the no-Ponzi game on wealth (2.3), the optimal conditions are:
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where l denotes level of marginal consumption of  


While equation (2.4) implies that sustainable consumption is optimised over all regions, equation (2.5) implies that the marginal consumption is constant throughout regions.
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in equation (2.2) equals zero in order to ensure optimum wealth among time periods to fulfill. Therefore:
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which satisfies maximum sustainable consumption criterion for region (i):
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From this equation, a mathematical expression for the optimal consumption path can be formulated as follows: 
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(2.6) 

which satisfies the maximum sustainable consumption function criterion:
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(2.7) 

Therefore, it is important to determine variables to calculate total labour productivity. The proxy used here is local gross domestic product (GDP).

III. DATA ANALYSIS AND ESTIMATION

From mathematical expression as illustrated in equation (2.22) we know that it is possible to construct a long-run economic model once the suitable proxies of the variable are fitted. Before proceeding to establish the variable into model estimation, however, there is one thing needed to be considered first. That is the issue of stationary.

Stationary of variable is an important property in time series analysis. While stationary series needs only standard time-series procedure of analysis, more sophisticated issue arise if the series are not stationary. Consequently, more complex methods of analysis are necessary to deal with this series. 

Time series data is said to be stationary if the series tends to return to its mean value and fluctuate around with a finite variance. Stationary is important since unless necessary action is taken regarding this matter, conventional statistics analysis, for example ordinary least square method, might deliver spurious or nonsense regression and therefore inferential statistics is misinterpreted. 

Non-stationary variables can be, but not always, differentiated to nth – degree to formulate stationary, noted as I(n). This value is also known as the number of unit-root or characteristic unit of such series.

There are several ways of testing the stationary of time series data. Harris mentions that Sargan-Bhargava (in Harris, 1995) test of null hypothesis of no unit root can be examined by using the usual Durbin – Watson statistic. Enders (1995) suggest another test developed by Phillips and Perron, based on Z-test that involve transforming the test statistic to exclude the presence of autocorrelation in the equation. However, the most well known test for the presence of unit-root is the method developed by Dickey – Fuller (DF or ADF tests). This approach is popular because of its simplicity and straightforwardness (Enders, op.cit  and Harris, op.cit). 

DF test, or when in some cases ADF (Augmented Dickey – Fuller) test, is quite a procedure to assess the stationary of data observation. If such series has unit-root, its autoregressive univariate regression coefficient is significantly different from zero (see for example, Enders, op.cit, p.213). DF test (or Augmented Dickey – Fuller test in some appropriate cases) assess the critical values of the prior assumption that underlying data generating process for series is a simple first-order autoregressive process with a zero mean (Harris, op.cit, p.29). DF and ADF table of statistics has been computed by using Monte Carlo technique that underlies the null hypothesis of autocorrelation coefficient equals unity upon randomly drawing samples of the ‘innovation’ from the normal distribution.

ADF test is comparable to the simple DF test but it involves adding an unknown number of lagged first differences of the dependent variable to capture auto-correlated omitted variables that would otherwise, by default enter the error term, ut. The result of such test can be examined in table 3.1. As can be seen shortly in this paper, non-stationary time series have such broad consequences, which particularly of our interest.

3.1 Dynamic Model and Adjustment Mechanism

This paper exhibits analysis of non-stationary time series data analysis, which known as analysis of cointegration. By definition, cointegration analysis infers to examine such vector relationship that exists within the disturbance of regression, whenever two non-stationary series or more are integrated with the same series. Basically, it is said that if two (or more) series are integrated with the same order – (n) and there exists a vector of regression residuals of lower degree of integration, (d - n), then the series are cointegrated of degree (d, n), or noted as CI (d, b) (Engle and Granger, 1987). 

The method of Engle-Granger procedure is so well known. Let us consider a case of two variable yt and xt to illustrate Engel-Granger cointegration model. Firstly it allows practitioner to estimate the static model by using OLS:

(3.1) yt = b xt + et 
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Secondly, estimate the short-run ‘adjustment’ mechanism (also known as error-correction mechanism) by using the estimate disequilibrium (et-1), where:

(3.2) 

Then it is possible to estimate:
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(3.3) 

Where the component [-(1 - a)]  resembles the error-correction mechanism from disequilibrium. 

3.2 Cointegration Analysis of Data-set: 29 Provinces of Indonesia 

In order to search of the existence of cointegration vector among non-stationary series, alternative cointegration model analysis known as Johansen procedure is incorporated here. Such process which can be illustrated as follows:

3.2.1 Step 1 – Test of Order of Integration and Lag Length(s)

Test of stationary is ultimately important. We can keep in mind that unless particular number of unit root exist, cointegration analysis is not necessary since it only necessitates standard time series analysis, such as Box – Jenkins
 estimation procedure.

At this point, it is now possible for us to begin testing the stationary properties of the dataset.

Clarida (op.cit) transform the nominal value of total funding available (including grants) to  productivity into natural logarithm before those variables being incorporated into the model. This procedure of transformation from nominal value into logarithm somehow helps smoothing the fluctuations of time-series variables. 

In this paper, we follow the same procedure and test the stationary of natural logarithm of funding and grants from Korea towards 29 regions in Indonesia (FDI) . Using PcGive statistical package (available from Leeds University Information System Service), test of significance of several different lags altogether with constant and intercept suggests that these series are not integrated. 
Testing for null-hypothesis of no unit-root in series of FDI from 29 Provinces in Indonesia is shown in table 3.1. 

   Table 3.1. Test of Unit Root of FDI and GDP of 29 Provinces in Indonesia

	Lag length: 1

Critical values used in ADF test: 5%=-3.006 1%=-3.307
å = 0.16095  DW = 2.212  DW(TotINVEMR) = 0.67540  ADF(TotINVEMR) = -5.971**



	Lag length: 1 

Critical values used in ADF test: 5%=-3.171 1%=-4.198
å = 0.480223  DW = 1.983  DW(GDP) = 0.87665  ADF(GDP) = -4.887**




** at ((/ 2) = 2.5 percent.


Table 3.1 suggest that under 1 percent interval of confidence, Augmented Dickey-Fuller (ADF) test suggest that it is not possible to reject the null hypothesis of no stationary of order 1 in either series of GDP and total funding. 


Non-stationary in neither GDP nor FDI could, however, suggest there is a disparity in series or groups of data incorporated in the analysis. Systematic grouping of comparable series (i.e. provinces or even regencies) could improve the analysis (unfortunately, however, it is outside the scope of this paper).

3.2.2 Step 2 – Test of Cointegration

Although series of variables being examined do not show significant stationary, Engel and Granger (1987, in Enders, op.cit. and Hendry and Doornik, 1999) proofed that linear combination(s) of those variables might generate a stationary residuals. 

Despite its popularity, however, Engle-Granger method has several disadvantages as it (1) has lover power against alternative test; (2) does not allow test of significance of the parameter of the static long-run model since the standard t-distribution statistic inferential is not relevant; and (3) is potentially biased if only finite sample estimates are available (Harris, op.cit, p.57). Fortunately, Johansen procedure is utilised can solve this problem.

Johansen (1992) developed a maximum likelihood method to determine the rank of coefficient matrix arranging the system of equation, which enable us to forecast the order of cointegration CI (d, n) as mentioned previously. Formal analysis of Johansen procedure can be described as follows:

Defining a vector zt of n potentially endogenous variables, it is possible to specify the following d.g.p and model zt as an unrestricted vector autoregression (VAR) involving up to k-lags of zt:

(3.4) zt = A1 zt-1 + … + Ak zt-k + ut            

where:

ut ~ normally distributed white noise.

This procedure can be described briefly as follows. To examine the integration among n variables, we have to study the whole system:

                m

(3.5)     y[t] = ä  ã  y[t-i] + v[t], v[t] ~ IN(0,ê)

               i=1  i

Which also can be written as:

                m-1

(3.4)     (y[t] = ä  çi (y[t-i] + Po y[t-1] + v[t]

                i=1

where:

Po is the matrix of long-run responses of the short-term dynamic to long run equilibrium value. 

Although vt ~ IN(0,ê), and so is stationary, the n variables in yt need not at all be stationary. The rank p of Po determines how many linear combinations, (i.e the number of cointegration vectors) of variables are stationary. The conditions are as follows. If:

(1). p=n: all variables in y[t] are stationary; and (2)2. p=0 implies that Dy[t] is stationary;

For 0<p<n there are p cointegrated (stationary) linear combinations of y[t]. The rank of Po = àá' is estimated using the maximum likelihood method developed by Johansen. à is a (n x p) and á' a (p x n) matrix. 

3.3 Result of Test of Cointegration

It is clear from unit root test that two series of GDP and FDI show no stationary. This section will demonstrate the result of test of hypothesis that GDP is exogenous with respect to FDI. 

3.3.1 Test of Number of Cointegrating Vector

Using OLS to estimate the system denoted by:

(3.7)
Dzt = G1 Dzt-1 + . . . + Gk-1 Dzt-k+1 + P zt-k + ut

with constant enters the equation unrestrictedly (Harris, op.cit, p.82), Enders (op.cit) suggest to use ltrace and lmax eigenvalue statistics table to test the null-join-hypothesis that:

Hypotheses 1:  lmax 

H0: number of cointegration vector, r, equals m (r=m), against HA: the number of cointegration vector equals m+1 (r = m+1)

Where the formula of  lmax being tested is:

(3.8) lmax (r, r+1) = – T ln (1 – lr+1)

Hypotheses 2: ltrace 

Under H0 of no cointegration exist in the system of equation, the computed eigenvalues, hence the characteristic-unit (or unit-root) statistics are:

(3.6) l1 = l2 = l3 = ln = 0

Consequently,  if rank of p equals zero and therefore further analysis is not necessary since the series are not cointegrated. 

If we examine the property of ltrace more specifically, the value of ltrace statistic can be calculated as follows;
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(3.7)

If li come closer to zero, then:
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The economic interpretation of cointegration is that if there exists vector of cointegration among the series of variables, those series ‘meander’ closely over time and the difference among them will be stable (i.e. stationary) in the long-run, although those series are not stationary (i.e. have unit roots). Based on this framework, we are now able to investigate the cointegration among those series GDP and FDI from 29 provinces, as shown as table 3.2 below.

Table 3.2 Test of Cointegration Factor
	F-test against unrestricted regressors:



	F(121, 101) = 2.8066 [0.0000] **




** at ((/ 2) = 2.5 percent.

Based on the result in table 3.2, it is possible to reject the hypothesis of existence of cointegrating factors between GDP and FDI, with 5 percent level of significance. This means that both FDI and GDP cointegration analyses results do not cointegrate.
IV. CONCLUSION

The absence of cointegration on the FDI and GDP variables suggests that Indonesia will definitely not be better off under increasing number of funding and grants from Korea. There is already preliminary evidence to support this paper’s findings. 

With the new decentralised policy there will be only four provinces-Riau, Aceh, East Kalimantan and West Papua-earn that will benefit. This is no surprise as these provinces already generate high levels of income from natural resources. 

Increasing number of grants and fundings in several regions within several consecutive years (FDI) is irrelevant with the productivity and efficiencies of such regions (GDP). This only means that several regions have ‘previleges’ while others have not. For illustration, the richest of these, East Kalimantan, receives ten times more money per inhabitant than the poorest province, Banten, while the richest district (Fakfak, in West Papua) takes in 50 times more per person than the poorest (Belu in East Nusa Tenggara). 

Hence some of the more desperate revenue-raising measures by the poorer provinces. In Padang, an impoverished city with little revenue from natural resources, the high value of local swallows’ nests (the main ingredient in an exotic gourmet food), has been targeted as an easy option for generating instant income, both officially and illegally.  In Bogor, near Jakarta, the city government has started to charge an illegal levy on goat imports. Riau is possibly the most illustrative example of the many unexpected tensions the new system has created. The province's 15 regents (district heads) exercise their new administrative and financial clout so imperiously that locals refer to them as little kings. There is documented evidence of corruption where regents have simply seized companies belonging to the central government, or imposed arbitrary new rules on businesses.  Fears of uncontrolled corruption and administrative mismanagement as a direct result of mis-allocated fundings are beginning to replace fears of Indonesia's disintegration.

V. SUGGESTIONS


One suggestion for future improvement of this model is by grouping provinces in Indonesia to several clusters, and analyse these groups simultaneously with a general-equilibrium model. This can only be done however, with the availability of more data.


 Regarding the situation that Indonesia is facing now, there is one very basic and important question, which is ‘Is there any guarantee that the serious degree of massive corruption that happens in central government will not happen again in Indonesia’s regions?’ Without proper training and professionalism of government officials, more FDI, fundings, and grants, particularly from Korea will almost certainly result in increased corruption.


To be ready for combating corruption, Indonesia has to firstly prepare the infrastructure and especially, the law enforcement services. Without this, increasing funding to Indonesia could very easily degrade Indonesian economy.  For too long it has been a place where  "the law" was no more than a convenient instrument for the use of a handful of people.


Rather than increasing fundings and grants, it is better for Indonesia to continue to develop the multi-regional growth program, which were hindered by the Asian Crisis of the late 1990-s. The idea of increasing fundings has only surfaced because people have lost faith in the Central Government’s capabilities in dealing with the Asian Crisis.


By promoting this multi-regional growth program (this program consists of one or two major regions which are economically developed and act as a ‘locomotive’, pulling many carriers – which are other poor regions so they can also develop), Indonesia’s economy will improve steadily until they are properly prepared as self-sufficient regions.


This also means alternative business opportunities, rather than having Jakarta as the sole centre of development. By ‘spreading’ the growth to several areas, this over dependence on Jakarta will be lessened.
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