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ABSTRACT

This study aims to measure and analyze the influence of the development of several macro
social-economic fundamental indicators, governance indicators, and shadow economic levels
toward the level of Foreign Direct Direct Investment/FDI among G20 countries. By using
regression panel data analysis, this study also examines the most optimal relationship model
to explain the connection cross variables in each G20 country with using three panel data
models, namely the Common Effect Model (CEM), Fixed Effect Model (FEM), and Random
Effect Model (Rem)inthe 2002-2015 period. The results show that the FEM is the most suitable
for explaining the influence of the development of several macro-economic fundamental
indicators, governance indicators, and shadow economy levels to the foreign directinvestment
level among G20 countries. The results of the FEM provide conclusions that for the socio-
economic variable macro, there is a significant positive effect between the percentage of gross
capital formation (ratio of gross domestic product) to the level of FDI net. Related to the
governance indicator, the Regulatory Quality Index also has a significant positive influence on
the level of FDI net. Meanwhile, the level of Shadow Economy in general does not have a
significant effect to the net FDI level among G20 countries. However, if further analyzed in the
FEM model per country, it is known that there is a significant negative effect between the level
of Shadow Economy on the FDI net level in the country of one of the G20 countries, such as
Saudi Arabia.
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Introduction

Technology revolution and financial markets inclusion have encouraged investment products
to develop rapidly, both long-term and short-term investments. In the 1980s, there was an
increase in investment flows almost in every country in the world. Capital inflow and outflow
in that decade grew almost 30% in average, or three times the rate of world exports at the
same periode. Even, in the 1990s there was a very sharp surge growth in capital flow
(Kosteletou and Liargovas, 2000) .

The movement of capital inflows to a country will be one source of funding for economic
activities. In addition, capital inflows can also be an option to overcome the balance of
payments deficit. Foreign investors' preferences for a country are one of the factors that
determine investors' decisions to invest so that capital inflows become a macroeconomic
variable that has high fluctuations. The existence of shocks in capital inflows due to an
economic transmission mechanism will affect the internal balance of a country (Syarifuddin,
2019).

One of the capital inflows that have long investment period is foreign direct investment (FDI).
According to the Harrod-Domar growth theory, the main requirement for a country's
economic growth is to encourage savings and investment with a certain proportion of total
output. However, developing countries have low level of savings and investment thus FDI is
believed to be one of the driving engines for economic growth. Besides its function as a tool
to increase investment resources and capital formation, it also can be an engine for technology
development with many benefits arising from positive spillover effects (Osinubi and
Amaghionyeodiwe, 2009).

Illicit Money, which is part of the shadow economy, is a threat to the global economy that has
the potential to reduce the entry of FDI so that it becomes one of the concerns in the SDGs
(16.4). Money laundering as aform of illicitmoney is defined asthe process of converting cash,
or other property resulting from criminal activity, so that it appears as if it came from a
legitimate source (McDonell, 1998) .

Figure 1. Spatial Map of Net Inflows FDI Among Countries around the World, 2019
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Empirical evidence suggests that higher FDI leads to lower shadow economy, but higher
shadow economy leads to higher FDI. This is because the shadow economy has a positive
effect on the economy in realterms as the theory of Kuznets's curve (Inverted U-Curve). Under
certain conditions, the shadow economy will be an additional resource in reinvesting in an
economy (Nikopour, 2008). However, the success of the policy to handle the current economy
remains one of the keys to the entry of FDI in every country, especially in the G20 countries.
A separate study on several G20 countries, shows that there is an opposite relationship
between FDI and the shadow economy. The higher the size of the shadow economy, the lower
the net FDI level. Based on 2015 data, G20 countries that have a low size of the shadow
economy tend to be categorized as high-income countries.

Figure 2. Comparison on Net Inflows FDI of GDP against Size of Shadow Economy

around G20 Countries, 2015
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Group of Twenty (G20) Presidency In 2021, the Government of Indonesia will focus on
encouraging joint efforts to recover the world economy with the big theme "Recover
Together, Recover Stronger". Thus, it is deemed necessary to provide input on policy
recommendations, especially in maintaining economic stability and financial integrity both at
the national level and in the G20 region, including reducing the impact that can be caused by

the current economy.

Rezky (2020) studies stated that the size of the shadow economy in Indonesia is still relatively
high. This is due to several factors, such as a high tax burden, strict regulations, high
unemployment rates in the formal economy sector, public perception of government
performance, and the high level of corruption in Indonesia. In an effort to strengthen policies
to increase the level of net FDI in Indonesia in particular and the G20 countries in general,
through handling the shadow economy and improving governance in various fields, it is
important to study more deeply through an econometric applicative approach regarding
"Analysis of the Effect of the GovernanceIndicatorsDevelopmentand the Shadow Economy
Levels on the Foreign Direct Investment Level in G20 Countries, (Data Period 2002-2015)".
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There are 2 (two) issues as the focus of this research:

1). Whatis the effect of the development of several macro-socio-economicfundamentalindicators,
governance indicators, and the level of the shadow economy on the level of Net FDI among G20
countriesin general?

2). Are there differences in the influence of the development of several macro-socio-economic
fundamentalindicators, governance indicators, and the level of the shadow economyon the level
of Net FDI between each of the G20 countries?

THEORETICAL STUDY

FDI theory

Foreign Direct Investment (FDI) is a form of capital inflow that has a long investment period.
Based on the results of a study by UNCTAD (1999), FDI is important for every country in
supporting the economy, especially in terms of:

1). Source of developmentfinance;

2). Increasing competitive exports;

3). Empowerment of workers and improvement of expertise/skills;

4). Protection of environmental and social responsibility; and

5). Strengthening technological capabilities (transfer, diffusion, generate)

Therefore, the government in each country seeks to create a conducive investment climate to
attract FDI, including in terms of developing its policy framework.

Traditionally, FDI is only divided into horizontal FDI and vertical FDI, which only looks at the
interaction between home countries and host countries without looking at FDI in third-
countries. In horizontal FDI (market-seeking), the determination of foreign investment is
motivated by the search for market access to the destination country to avoid trade barriers,
such as transportation costs and import protection in the host country arising from
protectionist policies (Markusen, 1984; and Fugazza and Trentini, 2004). 2014).

In addition, vertical FDI (efficiency-seeking) is driven by differences in international factor
prices, where multinational companies will invest in host countries that have lower production
costs or input factors than their home countries (Helpman, 1984; and Fugazza and Trentini,
2014). In vertical FDI, it is estimated that there will be competition between the destination
country and neighboring countries regarding the withdrawal of FDI, thus causing a negative
impact on the destination country. However, the size or potential of a neighboring country's
market is not expected to have a direct influence because investors channel funds to a country
only to produce final goods, not as a market.

On the other hand, the development of the international trade system has led to an expansion
of the form of the FDI model, where there is a change in the bilateral framework to a
multilateral framework, which looks at the FDI relationship between the originand destination
countries by including the effects of third party countries as a consideration for investment in
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the destination country, namely export -destination. FDI platforms and complex vertical FDI.
Echolm et al. (2007) and Yeaple and Keller (2003) define an export-platform FDI (neighboring
market-seeking) in which multinational companies will invest in the destination country to
produce final goods that will be sold to third parties, especially when the destination country
and third market are included in the zone. free trade, so it has low trade barriers.

In addition, Baltagi et al. (2007) recognized the complex integration of trade between home
and host countries and introduced the complex vertical model of FDI . In this model, direct
investment goes to the host country with the motivation to establish production chains in
various countries to exploit comparative advantages, where the host country exports semi-
finished goods to third markets for processing before being sent to the final destination. In
complex vertical FDI, itis expected that there will be a positive spatial interaction between the
host country and third-party countries regarding FDI inflows and it is hoped that there will be
a positive spatial relationship of potential neighboring markets to FDI in the destination
country.

Camara (2002) examined the determinants of FDI flows into ASEAN and Latin America using a
panel data model. The result is that exchange rates and market size have a significantimpact
on FDI entering ASEAN and Latin American countries. Hoang and Bui (2015) analyzed the
determinants of FDI inflows to six ASEAN countries during 1991-2009 using the traditional
panel model. The result is that market size, trade openness, infrastructure quality, human
capital, and labor productivity are the main determinants of FDI locations in ASEAN. Tajul and
Hussin (2010) examined the impact of institutional quality on FDI flows into ASEAN using the
panel data method. The results show that institutional quality is a crucial part of developing a
policy strategy to encourage further entry of new FDIl into ASEAN. In addition, they also found
a positive impact from market size, human capital, economic openness to FDI entering ASEAN.

Hoang (2019) looks at the determinants of FDI in ASEAN using a panel data model. The results
found that marketsize, economic openness, quality of infrastructure, human capital, and labor
productivity are the main factors that have a positive impact on FDI flows. In addition, it was
also found that exchange rate policies, real interest rates, political risk, and quality of
institutions had an impact on FDI flows. However, cheap labor wages do not help in
encouraging FDI, as investors tend to be more interested in labor productivity.

In addition, there is a panel data model called the gravity model, which can explain bilateral
flows between origin and destination countries, which focuses more on FDI flows that are
influenced by the economic size of the origin and destination countries, and the distance
between them. However, this model does not consider the spatial interaction between
neighboring countries and the host country. Ismail et al. (2009) identified the determinants of
FDI in ASEAN countries using the semi-gravity model by looking at the existence of AFTA. By
using 18 investor countries and 9 ASEAN countries (except Cambodia) as host countries, the
results show market size, the closer the distance, the more similar the language and
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boundaries, the expansion of the market relative to distance will increase foreign investors. In
addition, low inflation rates, rising exchange rates, good government financial management,
telecommunications and infrastructure, as well as trade and transparency policies can also
increase FDI into ASEAN.

Blattner (2005) analyzed the determinants of bilateral FDI flows for 10 countries in East and
Southeast Asia, including the five ASEAN members by differentiating 10 industries, using a
gravity model. He looked at the determinants for stock FDI lag and found that GDP, distance,
wages, and foreign exchange were among them. Eichengreen and Tong (2007) conducted a
study to see whether the FDI received by China would harm other destination countries by
using the gravity model, in which it tries to capture the effect of third country FDI in China.
The sample used is 29 OECD countries of origin and 63 OECD and non-OECD destination
countries, six of which are ASEAN members. Hattari et al. (2013) examined the determinants
of bilateral FDI flows in six ASEAN countries, China, and India using a gravity model. The results
show that distance is a determining factor, with the largest bilateral FDI flows occurring
between Singapore, Malaysia, and Thailand, with FDI flows from intra-ASEAN increasing since
the 1997 financial crisis. Using the gravity model for 30 OECD and nine ASEAN countries with
Including the free trade dummy, Thangavelu and Narjoko (2014) examine the determinants of
bilateral FDI flows.

The labor force variable measures the pool of potential that has the best prerequisite for
working in the shadow economy. On the other hand, individual with work have less free time
at their disposal. So, time acts as restrictions on being active in the shadow economy.
Unemployment has incentive not to report their extra hours because otherwise they will lose
their financial support. If the wages of illicit work and financial aid together generate more
income than regular work and overtime, taking into account detection and penalty fees and
the assumption of risk neutrality, full time off limits working as an unemployed person result
in higher utility ceteris paribus. Likewise situation, the danger that one stays in the shadow

economy and turns around job offers down are increasing (Schneider and Enste, 2002).

Shadow Economy

Various different terms are used from the shadow economy, including underground, non-
observed, hidden, informal economy and so on. Some definitions include activities carried out
by individuals for their own benefit or on a reciprocal basis, most of which will generally not
be taxed (OECD, 2017). Shadow economy refers to economic transactions that are considered
illegal, either because the goods or services being traded are unlawful, or because the
transactions fail to comply government reporting requirements. Shadow economy is also
defined asincome from the production of goods and services, both from financial and barter
transactions that are intentionally not reported to the tax authorities (Dermawan, 2010).

The shadow economy according to Feige (1990) and based on the following authors — Tanzi,
Smith, Feige, Thomas, Schneider and Bagachwa — is divided into four groups, namely:

1). lllegal economy, namely the activity of producing goods and services that violate the law such as
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narcotics, prostitution, smuggling, theftand soon.

2). Undeclared economy, namely activities carried out with the aim of avoiding the fiscal rules that
have been set including in tax laws, tax and contribution evasion, and fraud for profit. The
cumulative measure of undeclaredincome is the amount of incomethat should have beenreported
to the tax authorities but was not made.

3). Unregistered (unrecorded) economy, ie activities that are not registered by official statistics even

though they should be. This results in a discrepancy between the total actual income and the
income registered in the government system.

4). Informal economy, namely activities that reduce company costs and violate administrative rules
governing property rights, work agreements, credit agreements, and social security systems.

There are several approaches taken to determine the value of the shadow economy, namely:

a). The direct approach, carried out at the micro level, aims to determine the size of the shadow
economy at a certain pointin time. An example of adirect approach is through a survey of shadow
economy actors or through an audit conducted by the tax authorities.

b). The indirect approach is carried out by utilizing macroeconomic indicators as a proxy for the
development of the shadow economy from time to time. The macroeconomic indicators used are
as follows:

1). The monetary approachis carried out by looking at the elasticity of demand for currency against
the tax burden (one of the driving factors for the emergence of the shadow economy ). This is
done with the assumption that shadow economy actors tend to use cash more in their
transactions so that they are more difficult to track than transactions involving banks or financial
institutions.

2). The discrepancy approach in official statistics is carried out by calculating income and
expenditure statistics on the national balance sheet. If there is a difference between the two,
there is a possibility of shadow economy activities in that country.

3). The employment statistics approach is carried out by observing a decrease in the employment
participation rate in the official sector, assuming that the overall labor participation rate remains
constant.

The modeled approach treats the shadow economy as an unobservable (latent) variable
associated with a set of (observable) indicators that reflect changesin the size of the shadow
economy. MIMIC is a model for estimating the value of “unobservable parameters” which
scholars call “latent variables”. This method examines the relationship between variables that
affect a latent variable and sees the effect of these variables on the variables that are
influenced by it. In this study, the underground economy is treated as a latent variable and
assumed to be influenced (caused) by parameters such as tax burden, unemployment,
regulatory intensity, morality and enforcement (structural model).

Shadow Economy and Its Effect on FDI
Several researchers have conducted an analysis of FDI and the shadow economy with a global,
regional, and national scope. One empirical evidence states that higher FDI causes a lower
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shadow economy, but a higher shadow economy causes higher FDI. This is because the
shadow economy has a positive effect on the economy in real terms as the theory of Kuznets's
curve (Inverted U-Curve). Under certainconditions, the shadow economy will be an additional

resource in reinvesting in an economy (Nikopour, 2008) .

Another study conducted by Nugraha (2013), entitled The Impact of Corruption and Money
Laundering on foreign Direct Investment in ASEAN. The dependent variable uses FDI Inflow.
This research method uses panel data regression analysis with independent variables
consisting of: dummy presence of FIU (Financial Intelligence Unit), CPI (Corruption Perception
Index), GDP (market size), Inflation, Exchange Rate, Interest Rate, Labor Force, Degree of
Openness. The research data uses a data pool for the period 2000-2009. This research
concludes that the existence of FIU is positively related to FDI Inflow and CPI has no significant
effect on FDI Inflow.

Goel et al. (2020) conducted a study entitled " International Movements of Money and Men:
Impact on The Informal Economy". The analytical method used is panel data regression
analysis with the informal economy or shadow economy as the dependent variable and FDI
inflows, inward development aid, and immigration on the informal sector. as an independent
variable. The study also used several control variables, namely: GDP, population, economic
freedom, government size, democracy, inflation, Index of globalization, Index of economic
globalization, Index of social globalization, Index of political globalization, Tax burden). The
conclusion of this study is that FDI and immigration increase the informal sector, with the
effect of immigration being relatively stronger. FDI inflows reduced the informal sector, but
the statistical significance was low. Among the control variables, the size of the government
has an effect on increasing the informal economy, while inflation sometimes reduces the
informal sector.

Governance and Its Effect on FDI

Huynh et al. (2019) conducted research entitled “One-way Effect or Multiple -way Causality:
Foreign Direct Investment, Institutional Quality and Shadow Economy?”. The research
variables used are FDI, shadow economy, and institutional quality, while the control variables
consist of: Ratio of Grosss capital formation in GDP, The labor force participation rate, School
enrollment-tertiary, Average wage monthly per worker, Ratio of import & export in GDP, GDP
growth rate, Fuel exports on total exports, Democratic Index, Economic Freedom Index,
Average years of schooling, Gross national income per capita, The component Burden of
government regulations, Unemployment rate, Population aged over 65 years, Urban
population . This research uses dynamic panel analysis and simultaneous-equation modeling.
The conclusion obtained is that institutional quality has an effect on attracting incoming FDI
and FDI in turn improves institutional quality. Institutional quality is not only a cause but also
a consequence of the shadow economy, and FDI inflows help reduce the shadow economy
through institutional improvement channels and the lower shadow economy — which
improves institutional quality — will encourage FDI inflows.

ECOSIA INTERNATIONAL CONFERENCE XXII Page 184



THE EFFECT OF GOVERNANCE AND SHADOW ECONOMY ON FDI IN G-20 COUNTRIES (2002-2015)

Method

Model Specification

This study analyzes the relationship between the development of several macroeconomic
fundamental indicators, indicators of Governance, and the level of the Shadow Economy on
the level of Net Direct Investment (FDI) among the G20 countries. By using panel data
regression analysis, this study also examines the most optimal relationship model to explain
the relationship between variables in each G20 country using three panel data models,
namely: common effect model (CEM), fixed effect model (FEM), and random effect model
(REM) inthe period 2002-2015.

Based on the economic theory of FDI, itisassumed that the econometric empirical model used
is as follows:

FDI; = ao + B1 ECerowrn;, + B2 CAProgm; — B3 UNEMPL; + B4 ROL,; + B5COC; +

Be GOVipp,, + B7PSpov,, + BsRQy +BoVACy — B1o SIZEgp,, + €4 oo ]

Information:

FDI : % Foreign direct investment, netinflows of GDP from countryi(=1,..., )yeart(=
1,..)

EC_GROWTH : Percentage of EconomicGrowth fromcountryi(=1,..,)inyeart(=1,...,)

CAP_FORM : Gross capitalformation, % of GDP fromcountryi(=1,.., ) yeart(=1,...,)

UNEMPL : Unemployment, % of totallabor force from countryi (= 1,..., ) yeart (=1,...,)

ROL : Rule of Law Index from countryi (=1,.., )yeart(=1,..., )

coc : Controlof Corruption Index from countryi(=1,.., )yeart(=1,...,)

GOV_EFF : Government Effectiveness Index of countryi(=1,..., ) t-thyear(=1, ...,)

PS_AOQOV : Political Stability and Absence of Violence/Terrorism Index from countryi(=1,..,,
Jyeart(=1,..,)

RQ : Regulatory Quality Index from countryi (= 1,...,, ) yeart (=1,...,)

VAC : Voice and Accountability Index from countryi(=1,..., ) yeart (=1,...,)

SIZE_SE : Size of Shadow Economy, % of GDP from countryi (=1,..., ) yeart(=1,...,)

Research Hypothesis:
Based on the theoretical study described previously, the hypotheses in this study consist of:

a). Socio-Economic Fundamental Variables affectthe Net FDI Rate in G20 countries:
1). The percentage of Economic Growth is positively related to the Net FDI Rate in the G20
countries.
2). The percentage of Gross capital formation to GDP is positively related to the Net FDI Rate in
G20 countries.
3). The UnemploymentRate is negatively related to the Net FDI Rate in the G20 countries.
b). Governance variables affect the level of Net FDIin G20 countries:
1). Rule of Law Index is positively related to the Net FDI Rate in G20 countries.
2). Control of Corruption Index is positively related to the Net FDI Levelin the G20 countries.
3). GovernmentEffectivenessindexis positively related to the Net FDI Rate in the G20 countries.
4). The Political Stability and Absence of Violence/Terrorism Index is positively related to the Net

ECOSIA INTERNATIONAL CONFERENCE XXII Page 185



THE EFFECT OF GOVERNANCE AND SHADOW ECONOMY ON FDI IN G-20 COUNTRIES (2002-2015)

FDI Rate in G20 countries.
5). The Regulatory Quality Indexis positively related to the Net FDI Levelin the G20 countries.
6). The Voice and Accountability Index is positively related to the Net FDI Rate in the G20

countries.
c). The Shadow Economy measure is negatively related to the Net FDI Rate in the G20 countries.

Data and Variable Definition

This study examines the determinants of FDI in 19 countries from the 20 countries that are
members of the G20 Group (Argentina, Australia, Brazil, Canada, China, France, Germany,
India, Indonesia, Italy, Japan, South Korea, Mexico, Russia, Saudi Arabia). Arabia, South Africa,
Turkey, United Kingdom, United States) with the type of data used is secondary data in the
form of an annual time series (annually time-series) and the time range is from 2002 to 2015.
Governance indicators used in the analysis refers to the dataset designed by Kaufmann et al.
(2008). These indicators build on information gathered through cross-country surveys and
expert opinion polls. Kaufmann et al. (2008) used a construct component model, covering
about 212 countries for each indicator. There are six different indicators, each representing a
different dimension of governance, namely: (i) Voice and Accountability, (ii) Political Stability
and Lack of Violence, (iii) Government Effectiveness, (iv) Regulatory Quality, (v) Rule of Law,
and (vi) Control of Corruption. The analytical method used in this study is the panel data
regression method. The variables and data sources used in the detailed estimation can be seen

as follows:
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Table 1. List of Research Variables and Data Sources

Variable Name Information Unit Datasource
el

FDI % Foreign direct investment, Percent International Monetary
netinflowsof GDP Fund

EC_GROWTH Economic Growth Percentage Percent World Bank national

accounts data

CAP_FORM Gross capital formation, % of Percent World Bank national
GDP accounts data

UNEMPL Unemployment, % of total Percent International Labor
labor force Organization

ROLLER Rule of Law Index Index www.govindicators.org

cocC Controlof Corruption Index Index www.govindicators.org

GOV_EFF Government Effectiveness Index www.govindicators.org
Index

PS_AOV Political Stability and Absence Index www.govindicators.org
of Violence/Terrorism Index

RQ Regulatory Quality Index Index www.govindicators.org

VAC Voice and Accountability Index Index www.govindicators.org

SIZE_SE Size of Shadow Economy, % of Percent Schneider (2007)
GDP

Result

Best Model Selection, Simultaneous Test (F Test), and Model Fit Test

Based on the results of panel data regression analysis using eviews 9.0, it is known that the
panel fixed effect model (FEM) is the most suitable for explaining the influence of the
development of several macro-socio-economic fundamental indicators, governance
indicators, and the level of the shadow economy on the level of foreign direct investment

among the G20 countries.

From the results of the processing of the FEM model, it was obtained that Adjusted R-squared
= 0.333876, meaning that the variation of the 10 independent variables was able to explain
the variation of the dependent variable. The Net FDI level was 33.3876%. While the rest (100%
- 33,3876% = 66.6124%) are variations of other independent variables that affect the Net FDI
Level model but are not included in the model . The significantvalue of the F test on the model
is 0.000000 < 0.05, indicating that statistically 10 independent variables jointly affect the
dependent variable Net FDI level and model fit to test the hypothesis. The results of processing

the fixed effect model panel model can be summarized in the following table:
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Table 2. Comparison of Processing Results

Variable el Independent Coefficient Prob. Conclusion
C -0.375921 0.8482 not significant
CAP_FORM? 0.139937 0.0017 significant *
coc? 0.300441 0.6492 not significant
EC_GROWTH? 0.000475 0.9883 not significant
GOV _EFF? -0.448880 0.5565 not significant
PS_AQV? 0.543572 0.2553 not significant
ROLLER? -1.993115 0.0903 (-) significant *
RQ? 1.577681 0.0857 (+) significant *
SIZE_SE? 0.019494 0.7656 not significant
UNEMPL? -0.101089 0.1375 not significant
VAC? -0.60912 0.5232 not significant
R-squared 0.404259
Adjusted R-squared 0.333876
F-statistics 5.743700
Prob(F-statistic) 0.000000
Discussion

The Effect of Macro Socio-Economic Fundamental Indicators on the Net FDI Rate in G20
Countries
Strong socio-economic fundamentals are needed in attracting FDI to a country. Based on the

results of the FEM panel model as shown in Table 2, it is known that of the 3 macro socio-
economic variables, only the percentage of gross capital formation (ratio to gross domestic
product) has a positive effect on the level of Net FDI at a significance level of 10 percent. The
slope value is 0.139937 shows that if the percentage of gross capital formation (ratio to gross
domestic product) increases by 1 percent, the net FDI rate will also increase by 0.139937
percent assuming cateris paribus. This is theoretically relevant that there is a significant
positive effect between the percentage of gross capital formation (ratio to gross domestic
product). to the Net FDI Rate.

The Effect of Governance Indicators on the Net FDI Level in G20 Countries

The quality of an institution is an important key that influences the decisions of economic
actors to operate in the shadow economy. If the government is seen as good by the
community and not wasteful and corrupt, then economic actors who are willing to participate
in the formal sector and fulfill their obligations, especially paying taxes, will increase.
Conversely, if the government is inefficient and corrupt, then economic actors have low trust

and the possibility to fulfill their tax obligations is also low (Torgler & Schneider, 2007).

Based on the results of the FEM panel model on the governance indicators side, of the 6
indicators tested, only the Regulatory Quality Index variable has a significant positive effect
on the level of Net FDI at a significance level of 10 percent. The slope value is 1.577681 shows
that if the Regulatory Quality Index increases by 1 unit, the level of Net FDI will also increase
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by 1.577681 percent assuming cateris paribus. This is theoretically relevant that there is a

significant positive effect between the Regulatory Quality Index on the Net FDI Level.

Effect of Shadow Economy Level on Net FDI Rate in G20 Countries

Shadow economy activities are economic activities both legaland illegal that contribute to the
calculation of GDP but are not detected. This activity is a threat to the global economy that
has the potential to reduce the entry of FDI so that it becomes one of the concerns in the SDGs
(16.4).

Based on the results of the FEM model, it is known that the level of the shadow economy in
general has no significant effect on the level of Net FDI among G20 countries at a significance
level of 10 percent. The insignificant effect of the shadow economy level on the Net FDI level
is allegedly because in some G20 countries, the shadow economy level has a positive effect on
the economy in real terms as Kuznets's curve theory (Inverted U-Curve) explains that under
certain conditions, the shadow economy will become an additional resource. in reinvesting in
an economy (Nikopour, 2008).

However, if analyzed further on the FEM model per country, itis known that there isa
significant negative effect between the level of the shadow economy on the level of Net FDI
in one of the G20 countries, namely: Saudi Arabia. The higher the size of the shadow
economy, the lower the net FDI level in the country. The slope value of - 1. 015659 indicates
that if the level of shadow economy Saudi Arabia increases by 1 unit, then the level of Net
FDI in Saudi Arabia will decrease by 1.015659 percent assuming cateris paribus.

Conclusion

Based on the results and the analysis of this study, could be implied severalimportant conclusions:

1). The panelfixed effect model (FEM) is the most suitable to explain the influence of the development
of several macro-socio-economic fundamental indicators, governance indicators, and the level of
the Shadow Economy on the level of Foreign Direct Investment Netamong G20 countries.

2). The results of the FEM panel model conclude that for macro socio-economic variables, there is a
significant positive effect between the percentage of gross capital formation (ratio to gross
domesticproduct) on the level of Net FDI.

3). Regarding governance indicators, of the 6 indicators tested, only the Regulatory Quality Index
variable has a significant positive effect onthe level of Net FDI.

4). The level of the Shadow Economy in general has no significant effect on the level of Net FDI among
the G20 countries. However, if analyzed further on the FEM model per country, it is known that
there s a significant negative effect between the level of the Shadow Economy on the level of Net
FDI in one of the G20 countries, namely: Saudi Arabia.

Furthermore, in an effort to strengthen policies to increase the level of Net FDI in Indonesiain
particular and the G20 countries in general, through the handling of the shadow economyand
improving governance in various fields, several recommendations have been formulated as follows:
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1). The importance of maintaining a conducive investment climate to attract FDI from other countries,
in particular by developing a policy framework that is able to increase the proportion of physical
investmentin GDP in each G20 country.

2). The importance of encouraging efforts to improve good governance in each G20 country, especially
regarding the quality of its policies and legal instruments.

3). The need for effective efforts in suppressing the development of the shadow economy in every
country because it is a threat to the global economy that has the potential to reduce FDIl inflows.
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