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I. INTRODUCTION

In June 2005, finance ministers of the Group of Eight (G-8) industrial countries agreed to
cancel at least $40 billion in debt owed by the world’s poorest nations. Under the G-8
proposal, 18 nations’ as a group will be spared $1 billion to $2 billion per year in debt service
for loans from lenders such as the World Bank, the IMF, and the African Development Bank.
The G-8 ministers indicated that 20 other countries could be eligible for debt relief if they
meet targets for good governance and tackling corruption. The group also pledged to double
aid to Africa and envisaged $50 billion in additional aid by 2010, with half of the increase
going to Africa.

Debt relief and foreign aid are intended to allow poor countries to use domestic resources to
exit from poverty rather than forcing domestic savings to flow out of the country to service
debt. Sachs et al. (2004) argue that poor nations, especially in Africa, are caught in the coils
of a poverty trap characterized by high transport costs, low agricultural productivity, high
disease burdens, unfavorable geopolitical factors, and the slow diffusion of technology from
abroad. These factors in turn engender low savings rates and a level of capital that is below
the threshold level required for industrialization. The poverty trap is further exacerbated by
high rates of population growth from the rural poor who view children as an economic asset.
According to Sachs et al. (2004), low capital thresholds, savings traps, and demographic
traps all interact to produce a vicious cycle that keeps poor countries continually mired in
poverty. If this perspective is correct, both foreign and domestic savings may be required to
achieve the Millennium Development Goals of reducing global poverty by half by 2015. In
Sachs’s view, an end to poverty is only possible with increased aid packages from rich donor
nations.

However, many poor countries, including some targeted by the debt relief initiative, are
losing more resources through capital flight than through debt servicing. For instance, Boyce
and Ndikumana (2001) estimate that Africa is a net creditor to the rest of the world in the
sense that private assets held abroad as measured by accumulated capital flight exceed the
total stock of external debt. Therefore, the efforts of the donor community to increase savings
in developing countries may be ineffective if capital flight results in a loss of scarce domestic
savings. On one hand, if poor countries are to benefit from debt relief initiatives then it is
vital that capital flight does not compromise any salutary benefits stemming from such
initiatives. On the other hand, the debt relief initiative itself may be leveraged if such relief is
associated with lower capital flight. In sum, the phenomenon of capital flight is worthy of
academic attention especially in the context of debt relief. Therefore, one main objective of
this paper is to understand the relationship between capital flight and debt, as well as that
between capital flight and foreign aid.

3 Benin, Bolivia, Burkina Faso, Ethiopia, Ghana, Guyana, Honduras, Madagascar, Mali,
Mauritania, Mozambique, Nicaragua, Niger, Rwanda, Senegal, Tanzania, Uganda, and
Zambia.



Critics of Sachs’s optimism on foreign aid also contend that aid inflows may have resulted in
dependencies and may have been wasted by inefficient or corrupt governments. Indeed, in
contrast with Sachs’s view that savings traps create constraints to economic development,
Acemoglu, Robinson, and Johnson (2001) identify weak institutions as the main drag on
growth. Acemoglu et al. (2003) also argue that weak institutions, rather than poor
macroeconomic policies, have been more important sources of volatility, including economic
crises. However, the channels through which weak institutions affect development and
stability are not yet well understood. A contribution of this paper is to explore whether
capital flight in developing countries acts as a mediating channel between weak institutions
and poor macroeconomic outcomes.

In this regard, we provide the first set of panel data estimates on capital flight for a large set
of developing countries, including both macro policy and institutional variables as regressors.
Our data set includes 134 developing countries over a 32-year time period from 1970 to
2001. We explore whether distorted macroeconomic policies and/or weak institutions are
responsible for capital flight and other perverse economic outcomes such as high external
indebtedness. In this respect, we also contribute to the literature on macroeconomic volatility
in developing countries. If capital flight has an institutional cause, it would imply a link
between the savings trap and institutional views of development. It would also imply that the
usual policy prescription of stemming the outflow of capital by correcting macro policy
distortions would be ineffective without an equal emphasis on institutional reform.

This paper is organized as follows. Section II summarizes extant literature on capital flight
and, in keeping with the emphasis of the paper, discusses studies that have examined the
links between institutional quality and economic performance. The literature review
motivates the paper’s focus on institutional factors and their role in impelling capital flight.
The research methodology, variables employed in the analysis, and testable hypotheses are
discussed in Section III. We outline data sources and construction of variables and clarify the
residual measure of capital flight, including our adjustment for changes in debt valuation.
Section IV provides an anatomy of capital flight and repatriation, relating macro variables
and confidence indicators to the peak experience of each in terms of a timeline. The
empirical section (V) econometrically links capital flight to macroeconomic variables and to
indices of institutional quality, and explores linkages with debt accumulation. Section VI
concludes.

II. BACKGROUND LITERATURE

Capital flight is a rich area of study for development economists. For the sake of clarity we
have classified capital flight studies into two main strands—determinants and associations.*
The determinants literature concentrates on identifying variables that are responsible for
capital flight in a country or a cross-section of countries. Primarily, this literature identifies

* Appendix I provides a summary of the extant literature.



macroeconomic policies and outcomes of macro policies—such as overvalued exchange
rates, high budgetary deficits, high inflation, interest rate differentials, and domestic tax and
trade policies—as significant determinants of capital flight (Cuddington, 1987; Lessard and
Williamson, 1987; Boyce, 1992; Dooley and Kletzer, 1994; Henry 1996; Bhattacharya
1999).

Recently, the empirical literature on the determinants of capital flight has started directing
attention to non-macro variables such as political risk factors. For instance, Gibson and
Tsakalotos (1993) conclude that political risk and expected depreciation were significant
determinants of capital flight from five European countries. Similarly, Fatehi (1994) has
examined the association between capital flight and variations in political stability in 17
Latin American countries to deduce that political instability adversely influences FDI into a
country. Fatehi argues that “whatever keeps foreign investors away from a politically volatile
country should influence capital flight as well” (Fatehi, 1994, p. 188). In a similar vein,
Lensink, Hermes, and Murinde (1998) examine the cross-sectional relationship between
political risk and capital flight for a large set of developing countries. They surmise that no
matter how capital flight is defined conceptually and/or measured, political risk factors do
matter in the case where no other macroeconomic variables are taken into account.

Another strand of literature on capital flight spotlights the significant and often
contemporaneous association between capital flight and other perverse macroeconomic
outcomes such as low rates of growth (Varman-Schneider, 1991), increased aid inflows
(Collier, Hoeffler, and Pattillo, 2004), high external debt (Boyce, 1992; Chipalkatti and
Rishi, 2001; Demir, 2004) and financial and currency crises (World Bank, 1998, Moghaddam
et al., 2003). Where the role of institutional factors is concerned, many economists and
political scientists have long argued that there is a significant association between institutions
and economic performance. While North and Thomas (1973) and Bardhan (1984) have tried
to model this relationship, Acemoglu et al. (2003) have focused on the effect of institutions
on specific macroeconomic outcomes such as volatility, crises, and growth. The authors
argue that some governments choose a battery of inefficient microeconomic and
macroeconomic policies and regulations so as to extract resources from one sector of the
country as transfers to other politically important sectors. They identify “constraints on the
executive” as an important measure of institutional quality, arguing that extractive
institutions result in macro instability.

This paper connects the literature on capital flight and the literature on the effect of
institutions on economic outcomes, such as volatility. In contrast to existing studies on
capital flight, this paper questions whether macroeconomic factors alone tell the full story.
We contend that countries with a poor track record on macroeconomic fundamentals may
also have weak institutions. Therefore, capital flight may be a byproduct of redistributive
tools designed by a weakly constrained executive that is interested in “robbing the riches.”



I1l. METHODOLOGY AND DATA CONSTRUCTION

We pool time-series data on the broadest available panel of developing countries in order to
examine the importance of institutional quality and macroeconomic fundamentals for capital
flight. A battery of F-tests indicate that country and period effects are required. Moreover,
Hausman (1978) tests indicate that random effects are highly inconsistent. Thus, unlike the
majority of other panel studies on capital flight, we control for country fixed effects and
period fixed effects. We also focus on the debt-flight relationship given that external
borrowing has consistently shown up in the empirical literature as an important determinant
of flight. Since the revolving door hypothesis describes a bidirectional relationship between
capital flight and debt, we also include 2SLS estimates for each endogenous variable.

The paper investigates the linkages between capital flight, debt accumulation,
macroeconomic policies, and institutional quality for a large set of economies.

(1) Capital flight = f (institutional quality, macro policies and conditions, foreign financing)

(2) Debt accumulation or other forms of foreign financing = g (capital flight, institutional
quality, other macro policies and conditions)

As detailed in Section II and Appendix I, the list of macroeconomic variables that potentially
explain capital flight includes: interest rate differentials, inflation, growth rates, budget
balances, investment, growth in domestic credit, level of foreign reserves, misaligned
exchange rates, financial crises, trade openness, stock of debt and foreign financing inflows,
including short-term and long-term debt, aid, and FDI. In keeping with the main emphasis of
this paper, we also use various measures to capture institutional quality. Appendices II and
III provide details on the sample and variables employed in the econometric analysis.

Institutional quality: We utilize variables that capture the quality of institutions, such as
constraints on the power of the executive (Acemoglu et al., 2003) and political confidence
(Dornbusch, 1990). The data on the quality of political and economic institutions is taken
from Polity IV dataset and International Country Risk Guide, respectively. The constraint on
the executive variable is constructed by the Polity IV project by coding the authority
characteristics of states in the world. The variable measures the extent of regular institutional
constraints on executive power. These constraints arise from accountability groups, such as
legislatures and judiciaries that have equivalent or greater effective authority, or can impose
constraints on executive behavior in most activities. We also explore various indicators of
institutional quality or governance developed by the World Bank, the Fraser Institute, the
Milken Institute, and the Heritage Foundation.

Macro Variables: Data on macroeconomic variables (e.g., budget deficits, inflation,
exchange rates, interest rates, etc.) is taken from the IMF’s International Financial Statistics.
This macroeconomic data is supplemented in some cases with data from Asia: Key
Indicators of Developing Asian and Pacific Countries by Asian Development Bank (various
issues) and African Development Indicators by the World Bank (various issues).



Capital Flight: We use the “residual” definition of capital flight developed by various
scholars at the World Bank (see Cuddington, 1986; Cumby and Levich, 1987; Dornbusch,
1990; and Hermes, Lensink, and Murinde, 2002, for a discussion and assessment of the
various definitions of capital flight). The residual approach extracts the best measured
components of the balance of payments identity (the current account balance, the change in
external debt, net foreign direct investment, and the change in official reserves). The residual
from this extraction consists of net outflows of debt and equity portfolio investment and
outflows of other debt instruments, including foreign bank accounts. Although this measure
may include some “normal” portfolio outflows, the unmeasured residual components of the
balance of payments may also be related to the desire of domestic residents to place funds
outside of the control of domestic authorities and away from any detrimental impact of poor
domestic policies, such as domestic taxation or depreciation associated with a currency
crisis.” The measure is constructed as:

(3)  KF, = ADebt, + DFI, +CAS, + CHOR,

where ADebt is the change in total external debt outstanding, DFI is net foreign direct
investment, CAS is current account surplus, and CHOR is the net reduction in the stock of
the foreign reserves. Using Boyce and Ndikumana (2001) methodology, we adjust the change
in the long-term debt stock for fluctuations in the exchange rate of the dollar against other
currencies. For country i, the U.S. dollar value of the beginning-of-year stock of debt at the
new exchange rates is obtained as:

6
" Newdebt, , | = Z(%’t_l *LTdebt;, )/(EX; /EX; |
j=1

+LTother, ,_, + LTMult,,_, + LTUSS,, , + STDebt, _,

)+IMFCr,, , (EX,,,  /EX )

sdr,t

where LTdebt is the total long-term debt; ¢;; is the proportion of long-term debt held in

currency j, for each of the six non-U.S. currencies; EX is the end-of-the-year exchange rate
of the currency of denomination against the dollar (expressed as units of currency per US$);
IMFCr is the use of IMF credit (denominated in SDR); LTOther is long-term debt
denominated in other unspecified currencies; LTMult is long-term debt denominated in

> In preliminary regressions, we find that misinvoicing, as a mechanism of capital flight,
appears to behave differently from other components of flight. One explanation may be that
trade misinvoicing takes place in the presence of trade taxes and thus may be unrelated to the
phenomenon of capital flight (Gibson and Tsakalotos, 1993). Also, as suggested by Chang
and Cumby (1991, p. 167), the regular underreporting of trade statistics in both directions in
order to evade trade barriers can “overwhelm any discernible capital flight through
misinvoicing.” Thus, we don’t adjust for misinvoicing.



multiple currencies; LTUSS is long-term debt denominated in U.S. dollars and STDdebt is
short-term debt.

The exchange rate adjusted debt can be given by:

(5) ADebtadj, = Debt, — Newdebt, |

Hence, the residual measure of capital flight adjusted for exchange rate fluctuations is given
by:

(6)  KF, = ADebtadj, + DFI +CAS, + CHOR,

IV. TIMELINE OF CAPITAL FLIGHT AND ASSOCIATED FACTORS

In this section, we provide an anatomy of capital flight and factors associated with it,
including macroeconomic and confidence indicators and financial crises. For the entire panel
of 134 developing and emerging market countries over the years 1970 to 2001, we sort the
country-year data pairs on capital flight into the top quartile of capital flight and the top
quartile of capital repatriation. Each of these country-year episodes in the top quartile for
capital flight are aligned as “time zero” for capital flight, and an equivalent timeline is
constructed for repatriation. However, for any episode in which the capital flight
(repatriation) experience is in the top quartile for two consecutive years for the same country,
we pick the year of maximum flight (repatriation) as time zero. Summary information on
macroeconomic variables, confidence indicators, and dummies for currency and banking
crises are shown for the previous three years, contemporaneous year, and subsequent three
years to the set of time zero maximum capital flight (repatriation). The summary information
for each variable consists of its median value of the top quartile sample relative to the median
value for the middle half, the “tranquil” period, of the panel.’

Macroeconomic indicators show marked differences in the years surrounding capital flight
relative to the years surrounding capital repatriation (Figure 1). The growth rate declines
precipitously in the two years prior to maximum capital flight, while growth is slightly above
normal during episodes of capital repatriation. Inflation is on a downward trend for both
types, but the level is higher for episodes of flight than for repatriation. Budget balances tend
to slump prior to and during flight, and government foreign borrowing surges.

All four measures of confidence tell a similar story (Figure 2). We show a political, financial,
economic, and composite indicator of confidence, from International Country Risk Guide
(ICRG) from the PRS Group (East Syracuse, New York). The indicators unanimously

% The currency and banking crises are dummy variables. Therefore, we use the mean values
in place of median values.



suggest that confidence declines dramatically in the periods before, during, and after capital
flight, with nadir centered in the year of maximum flight. The repatriation experience is
markedly different. Sentiment is lower than normal three years before repatriation, but rises
steadily. Confidence continues to improve after the year of maximum repatriation, reaching
its zenith two years thereafter.

Probabilities of banking and currency crises rise prior to capital flight (Figure 3). Banking
crises probabilities are constructed as the mean of dummy variables corresponding to
banking crisis dates provided by Caprio and Klingebiel (2003). Currency crises dummies are
formed for country-year pairs in the top quartile of an exchange market pressure index of
reserve loss and exchange rate depreciation. Therefore, by construction, the mean probability
of a currency crisis is 25 percent. Figure 3 shows that the probability of a currency crisis is
considerably higher in the years before and during capital flight. However, the probabilities
are similar to the mean for capital repatriation.

V. EMPIRICAL FINDINGS
A. Determinants of Capital Flight in Cross-Sections

Cross-section regressions show that the political and business environment is related to
capital flight. We use three measures of politically connected firms from Faccio (2005)—the
percent of firms connected with a member of parliament (MP) or a minister (Polconl1), the
percent of firms connected with a MP, a minister, or close relationship (Polcon2), and the
percent of top 50 firms connected with a minister, MP, or close relationship (Polcon3). We
find that the average level of capital flight from 1992-2001 is greater in countries with a
higher percentage of politically connected firms, with the strongest results for connections to
a minister or MP (Table 1). The R-squared statistics are quite high for each regression, as the
percentage political connections explain close to 50 percent of the variation.

Some additional indicators of institutional environment are also important in a cross-section.
An indicator of the control of irregular payments from the Fraser Institute (measured such
that higher values are associated with less irregular payments) has a significant negative
relationship with capital flight when controlling for politically connected firms and income
per capita. Higher-quality banking governance, from the Milken Institute, significantly
reduces capital flight in countries with politically connected firms. A possible implication is
that better bank governance can impede capital flight even in countries with a higher
percentage of politically connected firms. Lastly, we examine the measure for initial
institutional quality identified by Acemoglu, Johnson, and Robinson (2001) viz., settlers’
mortality. They contend that higher rates of mortality among settlers in a sample of former
colonies led to extractive institutions run by a select group of elites. In contrast, colonies that
were settled in high numbers by colonial powers developed strong and representative
institutions. We find that higher rates of settlers’ mortality are significantly associated with
average capital flight over the available sample from 1971-2001 when controlling for per
capita GDP, although the R-square is not as high as for politically connected firms.
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The cross-section results are suggestive, but limited. Cross-section regressions may not be
capable of controlling for all important country effects that influence capital flight. The
omitted country effects could be correlated with the regressors, biasing the results. Panel data
analysis can control for country-specific effects. In addition, panel data analysis can allow us
to examine the consequences for capital flight of changes in macroeconomic policies and
conditions and the quality of institutions over time. These results can address the arguably
more important policy question of how such policy and institutional changes within a country
can affect flight from it. Can changes in policies and institutions make a difference, or is fate
sealed by some original sin?

Another caveat of the cross-section regressions is the samples are small. The regressions
using Faccio’s politically connected firms consist of the 21 countries that overlap with our
capital flight data. The remainder of Faccio’s data on 47 countries consists mostly of
industrial countries. The settlers’ mortality regression contains 47 countries that were former
colonies, but as with cross-country growth regressions, changes to the regressor set can
strongly influence the results. We thus turn to a more informative panel data on the largest
available set of nonindustrial countries for the period 1971-2001.

B. Panel Determinants of Capital Flight

Institutional quality is a significant determinant of capital flight in a large panel sample of
developing and emerging market countries. Given our use of fixed effects, we require
indicators of institutional quality that are available as long-time series. This requirement
narrows our selection of indicators to the Polity and ICRG data for the panel specifications.
Other institutional and governance indicators are cross-sectional or have only a few
observations for each country, primarily from recent years. The ICRG measure of confidence
in the political system and confidence in the economy are both negative and individually
significant when no other macroeconomic variables are included in the regression. However,
these perception-based indicators are not significant once we control directly for the
macroeconomic policies and the state of the economy that influence confidence. Thus, for
subsequent regressions we focus on the Polity measure of institutions.

Table 2 shows that the Polity measure of institutional quality, constraint on executive power
(EXCONST), is highly significant for capital flight to GDP (KF2GDP) in a regression even
controlling for other determinants. The significance of constraints on executive power may
indicate that executive power can be used by corrupt governments to transfer resources to
themselves and other elites, and so the resources can be transferred abroad. As the
regressions already control for other country-specific factors through the fixed effects, this
result indicates that even changes in institutional quality over time can have significant
effects on macroeconomic outcomes, such as capital flight.

Poor economic conditions and policies lead to capital flight, even after controlling for
institutional quality. Low growth (GRRT), high fiscal deficits (BUDBALGDP), and currency
crises (CURRCRISIS) lead to significantly higher capital flight (Table 2). This result
suggests that residents seek the refuge in foreign markets when they expect returns on
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domestic savings to be depressed as a result of economic weakness, currency depreciation
from a crisis, or future taxation to repay government debt. Domestic credit growth
(DOMCRGR) is also significantly higher two years prior to capital flight, indicating that
credit transferred to the private sector through the banking system may provide the resources
for flight. The tail end of a credit boom is typically associated with a crisis, which may lead
to capital flight.” Capital flight is also persistent, indicating that policies and conditions
leading to capital flight may have a larger long-run impact. One-year lags of the
macroeconomic and institutional determinants (growth, fiscal balance, currency crisis, and
executive constraints) are also significant for flight, with very similar coefficients and
standard errors as their contemporaneous values. Therefore, to avoid interpretative
difficulties due to a theoretically possible endogeneity of the contemporaneous variables, we
use the predetermined variables for the remainder of the regressions.

Some variables that are standard determinants of capital flight in the literature are not
significant in the panel regressions. For instance, cross-section regressions in the capital
flight literature sometimes identify inflation, trade openness, and the level of foreign
exchange reserves (as a percent of GDP) as determinants of capital flight (Lensink, Hermes,
and Murinde, 1998). Some studies also find higher domestic interest rates relative to U.S.
rates reduce capital flight, consistent with a portfolio motive that seeks higher returns
(Hermes and Lensink, 1992). The panel results in Table 2 show that these variables
(INFLATION, TRADE2GDP, FOREX2GDP, INTRT-USINTRT) are insignificant once the
other determinants and fixed effects are taken into account.

We control for country and period effects, which F-tests indicate are present. We allow fixed
effects for each, as Hausman tests reject the consistency of the random effects estimators.
Since capital flight exhibits dynamic adjustment, the country-fixed effects are correlated with
the lagged dependent variable. However, the order of bias is 1/T (Nickell, 1981), which is
fairly small for this dataset. Indeed, Judson and Owen (1999) show that the bias of the least
squares dummy variable (LSDV) estimator is approximately 2—3 percent on the lagged
dependent variable and less than 1 percent on the regressor for a panel of size N=100, T=30,
and low persistence. They recommend the LSDV estimator for an unbalanced panel of such
dimensions. Nevertheless, we do robustness tests using Arellano-Bond (1991) and Arellano-
Bover (1995) estimators, which are designed to control for endogeneity between the lagged
dependent variable and the country effect. The Arellano-Bond method estimates the model in
first differences, using earlier lags of the dependent variable as instruments. Qualitatively, the
results remain the same as before. However, the magnitudes of coefficients differ
considerably, mostly larger in absolute value. However, the Arellano-Bond estimator has

7 Kaminsky, Lizondo, and Reinhart (1998) find domestic credit as a leading indicator of
balance of payments crises and Demirguc-Kunt and Detragiache (1997) note that lagged
credit growth is one of the best early warning indicators of a banking crisis. Terrones (2004)
finds collapses in output, consumption, and investment that reach their lowest levels two
years after the peak of credit expansion.
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been shown to be biased due to the weak instrument problem. The Arellano-Bover method
estimates equations in levels, using the forward orthogonal deviation of the RHS variables in
order to remove the country effects. The coefficient estimates, as displayed in Table 2, are
quite similar to the fixed effects specification, although with much higher significance levels.
These results corroborate the limited bias of the fixed effects estimator for this dataset.

Consistent with our robbing the riches hypothesis, resources from the banking system are
drained out as capital flight in the presence of weak institutions. Table 3 shows that the
impact of domestic credit growth on subsequent capital flight depends on the quality of
institutions. We interact domestic credit growth with the country-average level of a variety of
indicators of institutional quality and governance, measured such that higher values are
associated with better governance. These include indices of control of corruption, political
stability, government effectiveness, rule of law (all from the World Bank, see Kaufmann,
Kraay, and Zoido-Lobaton, 1999), control of irregular payments (Fraser Institute), and the
Fraser Institute summary indicator. All interaction terms are significantly negative, implying
that better-quality institutions and good public governance can ameliorate the flight of capital
stemming from domestic credit booms.

We provide a set of panel estimates that include time invariant regressors (Table 4). These
regressions are motivated by the Hausman and Taylor (1981) estimator. This estimator can
be used for panel regressions when only some of the regressors are correlated with the
country effect. Time-varying regressors are formed as deviations from their cross-sectional
means, and the between variation (cross-sectional means) of the exogenous regressors can be
used as instruments for endogenous time-invariant regressors (provided that identification
requirements are met). We assume that the lagged dependent variable and the time-varying
regressors are all potentially endogenous with the country effect, but that the time-invariant
regressor is exogenous (as in a cross-section regression). As expected, coefficients on the
time varying regressors in deviations from means are very similar to the earlier regressions in
Table 2. All four of the World Bank indices of good governance are negatively related to
capital flight, but the Fraser Institute variables are insignificant (not shown). As in the cross-
section regressions shown in Table 1, the percent of politically connected firms in a country
is positively related to capital flight.

C. Debt and Capital Flight: The Revolving Door

Many studies find that an increase in foreign borrowing, particularly by the public sector, is
concurrent with outflows by domestic residents and firms (see Appendix I). Ndikumana and
Boyce (2003) provide evidence of a revolving door syndrome between external borrowing
and capital flight in a sample of 30 sub-Saharan African countries.

Indeed, an increase in external debt has a strong relationship with capital flight in our large
panel of countries. The coefficient on the change in total debt in the equation for capital
flight is positive and significant (Table 5). This relationship may indicate that increased
external borrowing can prompt flight if residents fear the likelihood of a debt crisis and/or a
potential nationalization of debt repayments (Eaton, 1987). Increased external debt may
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induce capital flight as it increases expectations about exchange rate devaluations (Fry, 1993)
or deterioration of other macro conditions that affect the returns on domestic assets. In
addition, the change in debt can provide liquidity for elites to “rob the riches.” That is, public
external borrowing or other forms of borrowing from abroad can be channeled to the elites in
economies with low constraints on executive power, poor banking supervision, or other
institutional weaknesses. Elites can park their savings abroad to avoid periods of
macroeconomic instability, saddling less influential residents with the burden of adjustment.
This “debt-fueled” capital flight can be a channel through which weak institutions contribute
to economic volatility. A reverse causal link connects capital flight to the change in debt, as
the flight of domestic savings itself creates a need for foreign financing. Both channels
suggest a positive association between flight and increases in debt, a relationship that shows
up powerfully in the regression results.

The strong contemporaneous relationship between foreign borrowing and capital flight may
be indicative of simultaneity. Foreign borrowing may provide resources for residents’
outflows. This latter channel could be mediated through a banking system with weak
supervision that provides loans to elites or to connected owners of firms in times of macro
distress. Table 5 shows that 21 cents of each dollar of additional debt flows back out of the
country as capital flight (since the units are both in percent of GDP). Conversely, capital
flight can generate a financing need, so that foreign borrowing substitutes for the outflow of
domestic savings. Indeed, each dollar of capital flight draws in 69 cents of new borrowing.
Hausman tests reject the null hypothesis of exogeneity for debt in the capital flight equation
and for flight in the debt equation. Given this finding of endogeneity, we also present two
stage least squares (2SLS) equations for capital flight and debt. The lagged ratio of capital
flight to GDP, budget balance to GDP, and growth rates serve as instruments for flight, and
lagged trade openness, the lagged debt ratio (TOTDEBT2GDP), and lagged government
expenditure ratio (GOVEXP2GDP) serve as instruments for the change in debt. The F-
statistic for joint significance of the instruments is 58 for the debt instruments and 25 for the
capital flight instruments, suggesting strong and relevant instruments. In addition, the J-test
fails to reject the over identifying restrictions, consistent with the exogeneity of the
instruments. The debt-fueled capital flight and financing need channels both remain
significant even in the 2SLS equations. The financing need channel continues to dominate in
terms of the magnitude of the coefficients, with the financing need increasing from 69 cents
to 81 cents in the 2SLS regression.

The impact of debt on capital flight rises as the maturity of debt falls. As displayed in

Table 6, increases in short-term debt are much more strongly linked to capital flight than are
increases in total debt. One dollar of additional short-term debt is associated with 84 cents of
capital flight (Table 6), versus only 21 cents of outflow for total debt (Table 5). In the 2SLS
regressions, the difference is even more striking. One dollar increase in short-term debt
generates 92 cents of capital flight, compared to 13 cents in the case of total debt. While the
volatility of short-term debt is well documented in the literature (Rodrik and Velasco, 1999),
Table 6 provides evidence that capital flight can be a mediating channel through which short-
term debt can increase the macroeconomic vulnerability of an economy.
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Debt accumulation is related to macroeconomic policies. Higher government expenditure to
GDP ratios lead to greater debt accumulation, even in the following year. Openness to trade,
measured as the sum of exports and imports to GDP, is associated with subsequent
reductions in debt. The negative coefficient on the lagged level of the debt ratio indicates that
change in short-term debt is typically nonexplosive, although this finding does not rule out
that adjustment to reduce high and unsustainable total debt ratios may be painful. One dollar
of capital flight spawns 81 cents of additional external financing (Table 5), out of which

12 cents of the additional debt is of short-term maturity (Table 6).

Countries with weak institutions are more addicted to external debt accumulation, especially
through the withdrawal of domestic savings via capital flight. Better institutions, proxied by
the constraint on executive power, strongly reduce debt accumulation when capital flight is
excluded from the debt equations (Tables 5 and 6). Notably, this relationship disappears
when capital flight is added as a regressor (OLS and 2SLS in Tables 5 and 6). Thus, weak
institutions do not directly lead to debt accumulation, but increase debt by encouraging
capital flight. In contrast, the other explanatory variables for the change in debt are hardly
affected by the introduction of capital flight. Conversely, controlling for the endogeneity of
debt in the capital flight equation through 2SLS, we find a stronger relationship between
institutional quality and capital flight. These joint results indicate that weaker institutions not
only spur capital flight but also raise the proclivity for debt accumulation through the
financing need generated by the flight of capital. In other words, capital flight operates as the
conduit through which poor institutional quality engenders macroeconomic instability, even
as capital flight, in turn, responds to poor macroeconomic policies. As elites and other
residents move domestic resources offshore, the country resorts to external borrowing to fill
the savings gap. Foreign finance presumably has a comparative advantage if it comes
conditional on tax concessions, hard currency denomination, and the protection of
international sanctions. The ensuing debt accretion further impairs macro stability, and leaves
the country more vulnerable to shocks.

We also examine the interactive role of institutional quality in each channel of the revolving
door relationship between capital flight and debt accumulation. We find that institutional
quality plays a role in access to finance. Strong constraints on executive power and more
income equality (AVEINCSHTOP10) allow a country to tap foreign markets for borrowing
in the presence of capital flight (Table 7). This financing factor may help to explain the
otherwise puzzling results that contemporaneous debt-fueled capital flight is more
pronounced in countries with good institutions and low inequality. That is, the
counterintuitive result may relate to the endogeneity between capital flight and debt
accumulation. Although our instruments pass tests of over-identifying restrictions,
econometric procedures are not directly capable of verifying the exogeneity of the
instruments. Thus, the result on institutions and debt-fueled capital flight should be treated
with caution. A second explanation for the puzzle involves potential time lags between
external borrowing, the extraction of resources by elites, and the transference of those
resources abroad. We show alternative specifications using predetermined changes in debt,
which should help address both concerns. Predetermined specifications allow for time lags
and eliminate contemporaneous endogeneity. With a one-year lag, we indeed find that debt
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accumulation fuels subsequent capital flight more prominently in countries with weak
institutions and high income inequality.

The results in this section confirm the revolving door hypothesis and clarify the direct and
interactive roles of institutions in impacting both sides of the relationship. We turn to the
question of how less debt-creating inflows, such as foreign aid and FDI, impact capital flight,
as well as the influence of institutional quality in these relationships.

In contrast to the pure debt inflows, aid inflows reduce capital flight. The relationship is
contemporaneous, as aid does not appear to influence capital flight in the subsequent year
(Table 8). Like debt flows, aid may be endogenous for capital flight. However, Table 9
indicates that contemporaneous capital flight is not a significant determinant of aid. Capital
flight only leads to higher aid inflows with a one-year lag, perhaps as international agencies
require some time to evaluate and respond to a flight-induced financing need. A Hausman
test also fails to reject the null hypothesis that aid is exogenous in the capital flight equation.
As in Collier, Hoeffler, and Pattillo (2004), we also find a nonlinear relationship between aid
and capital flight, but with reversed signs. High levels of aid tend to stem capital flight. Our
regressions are different from Collier, Hoeffler, and Pattillo in several respects. We control
for country and period fixed effects, which in the presence of panel data with a lagged
dependent variable may be (and according to F-tests are) required. Second, as we find that
aid is not endogenous for flight after controlling for fixed effects, we do not need to
instrument for it. We also find that good institutional quality is important for absorbing aid
without flight. Aid inflows interacted with controls on executive power sharply reduce
capital flight. These results support Sachs’s prescription of increasing aid to better governed
nations in order to combat poverty.

Net FDI inflows also reduce capital flight. As FDI does not increase the debt burden, the risk
of higher future taxation or macro imbalance is not prevalent as it is with other forms of
foreign financing. The specifications in Table 10 focus on predetermined FDI, which we find
has the same relationship as contemporaneous FDI. As with aid, we also find some
nonlinearity in the impact of FDI on capital flight. Likewise, good institutional quality
significantly helps to absorb FDI inflows without inducing capital flight. Our results on the
salutary effects of better institutions on capital flight are similar in tenor to the association
between poor public governance and deterred FDI in the case of China, as noted by Wei
(2002).

To check for robustness, we ran the main regressions in this section and the last section for
various regional and income groups. We split the sample of countries into four regions —
Africa, Asia, Western Hemisphere and Transition Economies. In addition, we break up the
entire sample into three income groups based on the World Bank classification — low income
(with per capita annual real GDP of $735 or less), lower middle income (with per capita real
GDP between $736 and $2,935) and upper middle income group (with per capita real GDP
between $2,936 and $9,075). For the most part, the results do not change much. Except for
an occasional outlier depending on the model specification, the only noteworthy exception
was a significantly positive relationship between the growth rate and capital flight for Asia in



- 16 -

a couple of regressions. This may be an indication that as these economies grow, their capital
accounts become more liberalized and hence some of their capital flight could simply reflect
portfolio diversification.

VI. CONCLUSIONS

This paper has made several contributions to the literature on capital flight, as well as to the
literature on volatility and institutions. We provide the first set of panel data estimates of the
determinants of capital flight using a broad set of countries. We find that macroeconomic
policy variables and conditions have a significant influence on capital flight, even after
controlling for country effects and institutional quality. Institutional quality, particularly
effective institutional constraints on executive power, has an independent impact on capital
flight. Our results are fairly robust to regional and income group classifications.

We show strong evidence of the revolving door relationship between borrowing and flight.
We find “debt-fueled capital flight,” as well as a “financing need” channel working in the
opposite causal direction. The composition of external financing matters. Debt tends to
stimulate capital flight, while FDI and aid tend to reduce flight. Short-term debt
accumulation has the most severe impact on capital flight.

The paper identifies capital flight as a mechanism by which institutional quality influences
volatility. However, the channels are more complex than only the direct effects. Weak
institutions spur capital flight, and thereby indirectly raise debt accumulation. The loss of
domestic savings associated with capital flight is partly offset by increases in foreign
financing. Institutions have no direct impact on changes in debt after controlling for capital
flight. Higher debt in the context of weak institutions also feeds through to greater capital
flight with a lag of one year or more. All of these channels reinforce the positive relationship
between weak institutions and high debt and capital flight. However, we also find evidence
for a partly offsetting channel. Good institutions facilitate access to credit in the face of high
contemporaneous capital flight that generates a financing need.

The results have suggestive implications for recent debt relief and foreign aid initiatives. By
reducing prospective taxation to finance debt repayments, relief may reduce capital flight,
and thereby leverage the impact of such assistance. This possibility is consistent with our
finding that foreign aid reduces capital flight. The results in the paper also provide a caveat.
Foreign aid or debt relief should be complemented by sound macro policies and an
institutional environment conducive to allocating available resources to useful projects within
the country.



-17 -

"SJUSIDIJI0D UOISSAIZAI MO[aq paAe[dsIp a1e sonsneIs-1, ‘S9[qe], [[€ U] :9I0N

Ly
010°0
¢80°0

SLY']
% 6780

19l
76’0

(U2
Pre6-

0¢
985°0
590

0cI'e
% 08€°0-
ev1°0-
YT1o-

SILT
s OLL'L
0€r'0
1191

1T 1T 1T 1T SUONLAISSQO [EIOL
7150 S6%°0 8L¥0 €y 0 parenbs-y paysnlpy
$85°0 0TS0 ¥0S°0 1L¥0 parenbs-y
(ALI'TVLIONWLES)DOT
AOD JINVE«INODT0d
AOD JINVE
vS1'T
s PLOT- INAWAVI DTTII TOYLNOD
1151
¥65°1 (66dddDdddD)DOT
95 P
s LVT0 ENODT0d
86€ Y
wxx L9T0 INOD10d
189 60T ¥
#xx £09°0 #x% 85570 INODT10d
066°0- 0101 96L°0 TLS0
8LL 6150 9TH°0 8T€0 D

(100T-1L61 8AY)

(100T-7661 8AY)

dd92¢4aM

SUOISSAITOY UOI1)OIS-SSOI)) "] J[qe ],



- 18 -

Table 2. Determinants of Capital Flight

KF2GDP
GMM
Arellano- Arellano-
Bond ' Bover
GRRT -0.100 * -0.085 *
-1.684 -1.769
BUDBALGDP -0.291 *** -0.246 ***
-3.827 -4.374
CURRCRISIS 1.559 *** 1.046 **
2.569 2.066
EXCONST -0.761 *** -0.505 ***
-3.224 -2.730
INTRT-USINTRT -0.0004
-0.661
INFLATION 0.001
0.615
TRADE2GDP 0.020
0.869
FOREX2GDP 0.054
1.239
GOVEXPGDP -0.073
-0.745
GRRT(-1) -0.076 * 0.052 -0.039 **
-1.644 1.398 -2.457
BUDBALGDP(-1) -0.204 **%* -0.264 *** -0.195 ***
-3.902 -5.637 -7.965
CURRCRISIS(-1) 0.985 ** 4.576 *** 0.980 ***
1.964 9.499 5.012
EXCONST(-1) -0.506 *** -2.480 *** -0.411 ***
-2.761 -10.592 -3.176
KF2GDP(-1) 0.137 *** 0.147 *** 0.137 *** 0.036 *** 0.145 ***
4.730 5.688 5.298 6.491 17.016
DOMCRGR(-2) 0.002 *** 0.002 *** 0.002 ** 0.004 *** 0.002 ***
4.149 4.183 4.235 34.389 15.062
R-squared 0.293 0.329 0.321
Adjusted R-squared 0.208 0.262 0.255
Durbin-Watson stat 1.917 1.981 2.037
Sample (adjusted) 1972-2001 1972-2001 1972-2001 1973 2001 1973 2001
Cross-sections included 93 102 102 101 101
Total observations 1234 1512 1537 1435 1435

Note: All regressions include cross-section and period fixed effects except the GMM, which includes period
effects and uses other instruments for removing the country effects.

! Arellano and Bond (1991).
* Arellano and Bover (1995).
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Table 4. Determinants of Capital Flight including Time-Invariant Regressors

KF2GDP

DEV KF2GDP(-1) 0.153 *** 0.152 *** 0.152 *** 0.152 *** 0.337 ***

5.499 5.464 5.469 5.453 6.085
DEV GRRT(-1) -0.115 ** -0.116 ** -0.115 ** -0.116 ** -0.030

-2.351 -2.368 -2.341 -2.370 -0.548
DEV BUDBALGDP(-1) -0.279 #** -0.278 *** -0.280 *** -0.281 *** -0.087

-5.026 -5.003 -5.039 -5.047 -1.084
DEV CURRCRISIS(-1) 1.001 * 0.982 * 1.016 * 1.004 * 0.894 *

1.851 1.814 1.878 1.853 1.689
DEV EXCONST(-1) -0.450 ** -0.457 ** -0.454 ** -0.451 ** 0.043

-2.473 -2.507 -2.494 -2.471 0.282
DEV DOMCRGR(-2) 0.002 *** 0.002 *** 0.002 *** 0.002 *** -0.001

5.277 5.431 5.274 5.279 -1.404
CONTROL OF CORRUPTION -1.277 ***

-3.103
POLITICAL STABILITY -0.710 **

-2.411
GOVT EFFECTECTIVENESS -1.055 ***
-2.871
RULE OF LAW -0.683 ***
-1.865
AVEPOLCONI1 0.147 **
2.115

R-squared 0.125 0.123 0.124 0.121 0.257
Adjusted R-squared 0.104 0.102 0.103 0.100 0.184
Durbin-Watson stat 1.703 1.698 1.700 1.695 1.647
Sample (adjusted) 1972 2001 1972 2001 1972 2001 1972 2001 1972 2001
Cross-sections included 102 102 102 102 21
Total observations 1537 1537 1537 1537 403

Note: DEV refers to the deviation of the regressor from its cross-sectional mean.




-21 -

Table 5. Capital Flight and Total Debt

KF2GDP D(TOTDEBT2GDP)
OLS 2SLS OLS OLS 2SLS
GRRT(-1) -0.068 * -0.071 *
-1.613 -1.606
BUDBALGDP(-1) -0.171 #*%* -0.170 *%**
-3.597 -3.292
CURRCRISIS(-1) 0.049 0.432
0.106 0.851
DOMCRGR(-2) 0.001 *** 0.002 ***
3.888 3.982
KF2GDP(-1) 0.153 *** 0.145 ***
6.473 5.916
EXCONST(-1) -0.397 ** -0.514 *** -0.953 ** 0.058 -0.048
-2.380 -2.857 -2.573 0.206 -0.145
TRADE2GDP(-1) -0.214 *** -0.134 *** -0.150 ***
-7.060 -5.492 -4.819
GOVEXPGDP(-1) 0.323 *** -0.101 0.269 **
2.635 -1.041 2.132
TOTDEBT2GDP(-1) -0.143 *** -0.221 *** -0.177 ***
-13.657 -21.086 -13.259
KF2GDP 0.690 *** 0.814 ***
19.608 4.398
D(TOTDEBT2GDP) 0.212 *** 0.131 ***
17.136 3.228
R-squared 0.439 0.407 0.157 0.449 0413
Adjusted R-squared 0.384 0.347 0.105 0.406 0.358
Durbin-Watson stat 2.046 2.056 1.765 1.670 1.890
Sample (adjusted) 1972-2001 1972-2001 1971-2001 1971-2001 1972 2001
Cross-sections included 102 102 114 112 101
Total observations 1537 1476 2544 2045 1562

Note: All regressions include cross-section and period fixed effects.
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Table 6. Capital Flight and Short-term Debt

KF2GDP D(STDEBT2GDP)
OLS 2SLS OLS OLS 2SLS
GRRT(-1) -0.085 * -0.082 *
-1.954 -1.879
BUDBALGDP(-1) -0.174 *** -0.147 ***
-3.415 -2.739
CURRCRISIS(-1) 0.505 0.598
1.103 1.275
DOMCRGR(-2) -0.0004 -0.0004
-0.623 -0.653
KF2GDP(-1) 0.137 *** 0.133 #** 0.030 *** -0.007 0.008
5.723 5.630 3.012 -0.720 0.592
KF2GDP(-2) 0.050 ** 0.051 **
2.152 2.199
EXCONST(-1) -0.250 -0.362 ** -0.213 *** -0.094 -0.102
-1.479 -2.051 -2.861 -1.373 -1.256
TRADE2GDP(-1) -0.038 *** -0.032 *** -0.029 ***
-5.879 -5.370 -4.260
GOVEXPGDP(-1) 0.072 *** 0.042 * 0.062 **
2.789 1.768 2.370
STDEBT2GDP(-1) -0.154 *** -0.138 *** -0.155 ***
-11.222 -10.255 -9.860
KF2GDP 0.180 *** 0.122 **
20.614 2.184
D(STDEBT2GDP) 0.844 *** 0.923 ***
19.006 5.420
R-squared 0.468 0.480 0.175 0.334 0.339
Adjusted R-squared 0.414 0.425 0.110 0.280 0.281
Durbin-Watson stat 2.055 2.088 2.029 1.753 1.868
Sample (adjusted) 1973-2001 1973-2001 1972-2001 1972-2001 1973-2001
Cross-sections included 102 100 112 112 110
Total observations 1475 1418 1977 1950 1782

Note: All regressions include cross-section and period fixed effects.
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Table 8. Capital Flight and Aid

KF2GDP
GRRT(-1) -0.082 * -0.080 * -0.085 * -0.099 ** -0.084 *
-1.723 -1.692 -1.804 2.117 -1.765
BUDBALGDP(-1) S0.211 -0.207 *** -0.198 *** -0.185 *** -0.206 ***
-3.948 -3.877 -3.694 -3.485 -3.848
CURRCRISIS(-1) 0.968 * 0.938 * 1.051 ** 1.045 ** 0.928 *
1.873 1.806 2.037 2.044 1.786
DOMCRGR(-2) 0.002 *** 0.002 *** 0.002 *** 0.002 *** 0.002 *%*%*
4.255 4.287 4.641 4.406 3.668
KF2GDP(-1) 0.139 *** 0.138 *** 0.139 #** 0.127 #** 0.128 #*%*%*
5.300 5.237 5.300 4.856 4.777
EXCONST(-1) -0.516 *** -0.513 *** -0.534 *** -0.025 -0.319
-2.748 -2.732 -2.852 -0.119 -1.488
AID2GNI -0.117 * 0.221 * 0.476 ***
-1.822 1.772 3.548
AID2GNI(-1) -0.063 0.008
-1.011 0.059
AID2GNI2 -0.008 *** -0.005 *
-3.163 -1.907
AID2GNI(-1)"2 0.002
0.754
AID2GNI*EXCONST(-1) -0.121 ***
-4.946
AID2GNI(-1)*EXCONST(-1) -0.045 *
-1.866
R-squared 0.323 0.322 0.328 0.340 0.324
Adjusted R-squared 0.256 0.254 0.260 0.273 0.255
Durbin-Watson stat 2.153 2.152 2.046 2.017 2.016
Sample (adjusted) 1972-2001 1972-2001 1972-2001 1972-2001 1972-2001
Cross-sections included 101 101 101 101 101
Total observations 1499 1501 1499 1499 1501

Note: All regressions include cross-section and period fixed effects.
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Table 9. Aid
AID2GNI
GRRT(-1) -0.010 -0.012
-0.593 -0.729
BUDBALGDP(-1) -0.082 *** -0.025
-4.318 -1.332
CURRCRISIS(-1) 0.219 0.266
1.168 1.472
DOMCRGR(-2) -0.0002 -0.0002
-1.230 -1.640
EXCONST(-1) -0.051 -0.031
-0.753 -0.470
AID2GNI(-1) 0.517 *** 0.534 ***
23.133 24.462
KF2GDP 0.005
0.483
KF2GDP(-1) 0.017 *
1.812
R-squared 0.859 0.863
Adjusted R-squared 0.845 0.850
Durbin-Watson stat 1.719 1.693
Sample (adjusted) 1972-2001 1972-2001
Cross-sections included 101 101
Total observations 1551 1552

Note: All regressions include cross-section and period fixed effects.
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Table 10. Capital Flight and Foreign Direct Investment

KF2GDP

GRRT(-1) -0.068 -0.065 -0.071 -0.070
-1.421 -1.369 -1.482 -1.471

BUDBALGDP(-1) -0.206 *** -0.211 *** -0.200 *** -0.203 ***
-3.857 -3.956 -3.737 -3.812

CURRCRISIS(-1) 0.902 * 0.869 * 0.891 * 0.878 *

1.735 1.672 1.714 1.692

DOMCRGR(-2) 0.002 *** 0.002 *** 0.002 *** 0.002 ***
4.012 4.064 3911 4.057

KF2GDP(-1) 0.136 *** 0.134 *** 0.132 *** 0.124 ***
5.174 5.102 5.006 4.668

EXCONST(-1) -0.500 *** -0.525 *** -0.412 * -0.436 **
-2.642 -2.770 -2.102 -2.211
FDI2GDP(-1) -0.216 ** -0.291 *** 0.066 -0.144
-2.328 -2.874 0.347 -0.589

FDI2GDP(-1)"2 0.009 * 0.036 ***
1.848 2.818
FDI2GDP(-1)*EXCONST(-1) -0.065 * -0.012
-1.697 -0.173

FDI2GDP(-1)"2*EXCONST(-1) -0.006 *

-1.864
R-squared 0.325 0.326 0.326 0.331
Adjusted R-squared 0.257 0.258 0.258 0.263
Durbin-Watson stat 2.151 2.071 2.046 2.080
Sample (adjusted) 1972-2001 1972-2001 1972-2001 1972-2001
Cross-sections included 100 100 100 100
Total observations 1487 1487 1487 1487

Note: All regressions include cross-section and period fixed effects.
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Figure 1. Macroeconomic Indicators Relative to Peak Flight or Repatriation
(Median Deviations from Baseline, 134 Developing and Emerging Market Countries, 1970-2001)
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Source: IMF's International Financial Statistics, World Bank's World Development Indicators, Global
Development Finance (World Bank, various years).
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Figure 2. Confidence Indicators Relative to Peak Flight or Repatriation
(Median Deviations from Baseline, 134 Developing and Emerging Market Countries, 1970-2001)
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Figure 3. Probability of Crises Relative to Peak Flight or Repatriation
(Median Deviations from Baseline, 134 Developing and Emerging Market Countries, 1970-2001)
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Study

Empirical Studies of Capital Flight

Sample

A. Determinants literature

Al. Macroeconomic factors

Cuddington (1987)

Dooley (1988)

Boyce (1992)

Hermes and

Lensink (1992)

Henry (1996)

7 Latin
American
countries

5 Latin
American
countries,
Philippines
Philippines

6 sub-
Saharan
countries

3 Caribbean
countries

A2. Nonmacroeconomic factors

Fatehi (1994)

Nyoni (2000)

17 Latin
American
countries

Tanzania
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Methodology

Time series analysis over
1974-84

Time series analysis over
1973-86

Time series analysis over
1962-86

Pooled data analysis over
1976-87

Time series analysis over
1971-87

Stepwise multiple
regression analysis over
1950-82

Time series analysis over
1973-92

APPENDIX I

Results

External debt flows, lagged
capital flight, inflation,
exchange rate, and interest
rate differentials are
significant contributors to
capital flight.

Inflation was significantly
and positively related to
capital flight.

External debt, budget
deficits, and interest rate
differentials emerge as
significant determinants of
Philippine capital flight.
Capital flight is
significantly and positively
determined by external
debt flows and overvalued
exchange rates.

External debt, real interest
rate differentials, and the
unemployment rate are
significant causes of capital
flight.

Political disturbances in
some Latin American
countries are associated
with changes in capital
flight from these countries.
Lagged capital flight, real
growth rates, interest and
exchange rate differentials
were significant
determinants of capital



Lensik, Hermes, 84 LDCs
and Murinde (2000)

Hermes and 84 LDCs
Lensink (2001)

B. Associations Literature

B1. Debt-flight revolving door

Boyce (1992) Philippines

Chipalkatti and India

Rishi (2001)

Boyce and 25 low-

Ndikumana (2001)  income sub-
Saharan
African
countries

Demir (2004) Turkey

B2. Aid-flight association

48 non-
OECD
countries

Collier, Hoeffler,
Pattillo (2004)
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Extreme bounds analysis
and cumulative distribution
functions are estimated for
a cross-sectional sample
over 1971-90

Cumulative distribution
functions were estimated
for a cross-sectional sample
over 1971-91

Time series analysis over
1962-86

Time series analysis over
1971-97

Time series and cross-

sectional analysis over
1970-96

Time series analysis over
1974-2000

Nonlinear estimation
(control function approach)

APPENDIX I

flight. A political shock
dummy in the flight
equation had no
statistically significant
effect.

Political instability, wars,
and democracy and
political freedom
significantly determine
capital flight.

In addition to macro
variables, political
instability, civil liberties,
and macro policy
uncertainty have a
significant and positive
impact on flight.

Direct causal linkage
between external debt and
flight.

Contemporaneous bi-
directional causality
between external debt and
flight.

Significant linkages exist
between external
borrowing and capital
flight.

There is a
contemporaneous bi-
directional causality
between debt and flight.

Aid substantially reduces
capital flight.
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APPENDIX II

List of Countries

Africa
Algeria
Angola

Benin
Botswana
Burkina Faso
Burundi
Cameroon
Cape Verde
Central African Rep.
Chad
Comoros
Congo, Dem. Rep. of
Congo, Republic of
Cote d'Ivoire
Djibouti
Equatorial Guinea
Eritrea
Ethiopia
Gabon
Gambia, The
Ghana

Guinea
Guinea-Bissau
Kenya
Lesotho
Liberia
Madagascar
Malawi

Mali
Mauritania
Mauritius
Morocco
Mozambique
Niger

Nigeria
Rwanda

Sdo Tomé & Principe
Senegal
Seychelles
Sierra Leone
Somalia

South Africa
Sudan
Swaziland
Tanzania
Togo

Tunisia
Uganda
Zambia
Zimbabwe

Asia
Bangladesh
Bhutan
Cambodia

Fiji

India

Indonesia

Korea

Lao People's Dem.Rep
Malaysia
Maldives
Myanmar

Nepal

Pakistan

Papua New Guinea
Philippines
Samoa

Solomon Islands
Sri Lanka
Thailand

Tonga

Vanuatu
Vietnam

Transition Economies
Armenia

Azerbaijan

Belarus

Bosnia & Herzegovina
Bulgaria

China,P.R.: Mainland
Croatia

Czech Republic
Estonia

Georgia

Hungary

Kazakhstan

Kyrgyz Republic
Latvia

Lithuania
Macedonia, FYR
Moldova

Mongolia

Poland

Romania

Russia

Slovak Republic
Turkmenistan
Ukraine

Uzbekistan

Western Hemisphere
Argentina

Barbados

Belize

Bolivia

Brazil

Chile

Colombia

Costa Rica
Dominica
Dominican Republic
Ecuador

El Salvador

Grenada

Guatemala

Guyana

Haiti

Honduras

Jamaica

Mexico

Nicaragua

Panama

Paraguay

Peru

St. Kitts and Nevis
St. Lucia

St. Vincent & Grens.
Trinidad and Tobago
Uruguay

Venezuela, Rep. Bol.

Middle East

Egypt

Iran, I.R. of

Jordan

Lebanon

Oman

Syrian Arab Republic
Turkey

Yemen, Republic of
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List of Abbreviations and Variables Used in Tables

AID2GNI
AVEINCSHTOP10
AVEPOLCONI1
BANK GOV
BUDBALGDP
C

CONTROL IRREG PAYMENT
CONTROL OF CORRUPTION

CURRCRISIS
D(TOTDEBT2GDP)
D(STDEBT2GDP)
DEV
DOMCRGR
EXCONST
FDI2GDP
FOREX2GDP
FRASER SUMMARY
GDPPCPPP99
GOVEXPGDP
GOVT EFECTIVENESS
GRRT
INFLATION
INTRT-USINTRT
KF2GDP

POLCONI1
POLCON?2

POLCON3

POLITICAL STABILITY
RULE OF LAW
STDEBT2GDP
SETMORTALITY
TRADE2GDP

Aid inflows as a percentage of GNI
Average income share of the top 10 percent
Average % of firms connected with a minister or MP
Indicator of the quality of banking governance
Budget balance as a percentage of GDP
Regression constant
Indicator of the control of irregular payments
Index of the control of corruption
Currency crisis dummy
Change in total debt to GDP
Change in short-term debt to GDP
Deviation of the regressor from its cross-sectional mean
Growth rate of domestic credit
Indicator of executive constraints
Net Foreign Direct Investment as a percentage of GDP
Level of foreign exchange reserves as a percentage of GDP
Summary indicator on institutional quality (Fraser Institute)
Per capita GDP
Government expenditure as a percentage of GDP

Index of government effectiveness

Growth rate
Annual domestic inflation rate
Interest rate differential (domestic relative to US)
Capital flight (residually measured and adjusted for exchange
rate valuations) as a percentage of GDP
% of firms connected with a minister or MP
% of firms connected with a minister, MP, or close
relationship
% of top 50 firms connected with a minister, MP, or close

relationship

Index of political stability
Rule of law index
Short-term debt to GDP
Settlers’ mortality
Trade openness: exports+imports as a percentage of GDP
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