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Abstract

The problem of Capital Flight from developing
comwntriey hay attracted the attention of many
researchers. The focus of such studies hox
encompassed e magnitude, couses and
consequences of capitad flight and its implications
Jor external borrowing,  This study evaluated the
impact of capital flight on Gross Domestic
Product (GDP) and Grass Capital Formation
(UK as major (ndices of growth in the Nigerian
cconomy for the period 1974-2007, The study used
ca-integration and Ervor Carrvection Mechanism
s its estimation techniques, The results obtained
showed that Capital Flight has negative impagt on
ecunomic growth in Nigeria. Consegquently some
policy prescriptions were recommended,
fnclwding  the need for appropriate macro-
cconomic policies (o encowrage domestic
investment as well as tramsparency in gavernance
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Introduction

There exists no generally acceptable definition of
the term “capital ight™, most of the times, this
term is related to capital which is shipped out of
developing countries: Lessard and Williamson
(1987) define capital flight as illegal conveyance
of capital abroad which stayvs unrecorded in the
national accounts of developing countries,
However, if capital shifis ot of the develeped
country 101s usually referred to as capital cutfllow,
Investors from developed countries are seen as
responding to investment opportunities. while
mvestors from developing countries are said to be
escaping the high risk they perceived at home,
Ajave (1997), The huge amount of capital fight
experienced by the less developed countrics

(L.DC) and their effects on the national economy
have attracted the attention of many economists in
recent years. Capital flight has been régarded as a
major factor contributing to the forcign del
problem and inhibiting development efforts in the
third world, (Cuddington 1986). The economic
arguments against capital flight from developing
countries are not only convineing but are also too
strong to be ignored, as they can lead to a net loss in
the total resources which are available w an
economy for the purpose of investment and growth,
The term “Capital Flight”™, arouses strong emaotions
in some guarters. Some analysts view it as o
symptom of a sick society while others view it as
the cause of heavily indebted country's inablity to
recover from their debt problems. Capital fight is
also regarded by others as a “pejorative deseription
of natural, economically rational responses 0 the
portfolio chotees that have confronted wealthy
residents of some debtor countries in recent vears”,
Lessard and Williamson (2000} In whatever form
it is delined or viewed, the fact remains that capital
Might is perceived as an “illegal” eapital outflow
from a country with serious negative impacts onthe
source country. The controversy surrounding the
term is partly due to the lack of a precise and
universally accepted definition for it in economic
theory and partly because of the way the term is
used between developed and developing countries.

Studies of Capital Flight from developing countries
stress the point that lack ol adequate development
finance, explains the wvrge for huge external
borrowing to argument domestic resources Cooper
and Hardt (2000). Ndikumana and Boyee (2003 ),

In a more ohjective sense, cconomic theory
explaing capital flight from developing countrics as
a product of natural and ecconomically rational
behaviour of wealthy residents of these debtor
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cotntties who v o diversiy thewr paetfolio in
erder o protect themselves agaimst perccived
rsky assets m the domestic coonomy.

It is nguinstthis hackground that this study 1s setto
critically mwvestigate the canses and consequences
of Capatad Flight in Developing Leonomies with
particularemphasis on Nigeria

2.0 Literature Review and Thearetical
Framework

Many researchers have attempred to examing the
effect of capital Night on cconomie growth, ep.
Gusarova (2009),  His findings i ieate thal
capital Might has a nepative influence on the GDP
growth by redocing domestic mvestinent,  In
conseruence lower level of domestie investment
reduces the capital  labour ratio, which in turn
reduces labour productivity and consequently the
oilpul produced,

It was further observed that an overvalued
exchinge rate leads 10 incrensing expectations of
depreciation in the near future.  Thus to avoid
impending future welfare losses. residents will be
motivated 1o hold at least part of their assets
abroad. A worollary of exchange rate over-
valuation Is parallel exchange market premium,
The presence of high paralle] market premium is
normally mterpreted as a symptom of *a sick
econumy . In essence, this finding indicates that
an expectation of future depreciation of currency
encouracses capital Tiehr,

Victor (2004} used a panel dati of 77 developing
countries between 1971 and 2000 and formulated
a hyvpothesis that inflation has a positive impact on
post war capital light flows.  His results
consistently support the hypothesis that post-war
inflation exncerbates annual capital Might Mow by
about L0035 to 0.001 percentage points al’ GIE.
He further concluded that low inflation helps in
dampening  capital Thight in post conflict
economies. Therefore the impact of inflation in
the economy cannot be ignored becanse the higher
the inflntion rate in the cowmry. the lower the
investment trend and the higher the occurrence ot
capital fight. Cooper amd Hardi (2000) analysed
the determinants and efTects ol capital Right on the
Russian economy by using an  institution]
approach as a basis of analysis. The study
concluded that the handling of capital fight in
Russia does not require o strict policy on capital,
which in Fact will worgen the condition.  They
argue thit poliey tightening will not inerease

investment opportunitics; reduce the gualinn of
project finaneing, the accumulation of bad debi
and may even ageeavate the crisis.  Thus the
poliey of restrictions on capital flight in such a
case, is not part of pro-growth policies, Instesd it
tahes only an increase in mstitutional functions o
improve  the investment precess. encour e
mvestment aotivity and lead w dechne of the
mpact of capital fight

Capitald Might from Africa has beenat the forefron
of the development policy debate in the lierature.
The relevant studies in this respect  inglode
Ndikumana and Boyee (1992), and The World
Bank {1983). In addition. a study by Ali and
Walter (2011) evaluated the cavses of capial
flight from sub-saharan Africa. Their study drew
insights fram portfolio theary and provided an
empirical evidence, linking capital flight o the
domestic investment conditions. By means of
pancl data for 37 African countries over the period
1980-2005, they found that abstracting from he
structurnl  institutional features of the region,
privae eapital outflows from Africa can b
explained by policy distortions. as well as the
relative rigkiness and poor quality ol imvestmenis.

Capital Flight is often conceived as bueing
determimmed by differences m the risk adjusicd
rales of retums on mvestment in the destination
country and the source country,  This perspective
however misses componetls relevant to capital
flight from Alrica namely: financial outflows
resulting from illicit approprintion of resources
throngh  theft, fraud, plundering of public
resources, corruption and trade mispricing

The study by Chang and Comby (1991) of 36
African countries between 1976 and 1987,
adopted the Residual Method adjusted  tor
gxnchange rate Ructuation and trade misimyvoicing.
They found that the amount of capital Might from
Africa, in terms of GDP exceeded those of Latn
American countries.  However their analysis
showed that the absolute level of capital Might for
African countries with the exception of Nigeria,
were smaller than those of Latin Amernican
countries,

Ajuyi (1992) applying the Balance of payment
approsch, cstimated capital flight from Niger.
focusing on the role of trade, and taking nto
consideration. mis-invoicing in the country's ol
sector. Heconcluded that most ol the capatal flight
from Nigeria was recorded in the BOP and debs

Nigerfan Acidemy of MWandgemeal Rateenad 22




stanstics and that both ceonomic factors and
poshinenl fetors were responsible tor thelevel ol
cupital Thehi from Mizern. Onwioduokit [2007)
adopted the Restdual approach of the World Bank.
1o ivestigate the major determinanis ol capilal
Mgt Trome Nigerin,  He found that the main
detarmmants of capital Meght from Nigera were
avablalnhity ol Toveien  exchanee  reseryes,
comparative srowth rate of the economy and
parallel markel preminm,

Leonometric study of Capial Flight from Africa,
seems to suegeat that Capital Flight mainly results
from macroeconomic mismanagement, especially
of domiestic Inflation,  However the simdy by
Olgpenia (1995) of Uganda, showed
unsatistactony results with very low coelhicient of
delemination (below 300 The [ow level of
explanatory power in Olopenia (1995) ruises
cancern aboul the quality data on which such
capital Might studies are based.

The poor results of empirical studies on capital
fhight from Alrican may nol be unconnected with
the use of estimated statistics of capital Hight as
dependent vanable. Attempts 1 empincally
determine the factors thal affect an estimated
statistics on capital Tight is suspect and is bound to
produce spurious results. as none of the methods
of estimation discussed can capture the very
nature and character of the developing countries
including Nigeria. The relative under-developed
nature of statistical gathering as well as the very
nature of the applied concept ol capital flight
makes the adoption of any model developed for
the industrinl ceonomics for the purpose of
mieasuring capital flight in the developing country
like Migeria, meonclusive,

2.1 Theoretical Review
Some of the theories/hypothesis of Capital Flight
are briefly reviewed below:

2.1.1  Portfolio-choice Theory:

This theory suggests thalt maximizing relative
rnisk-adjusted expected return drives the choice
between domestic assets and foreign assets (Might
capital).  The domestic determinants of relative
expected return include risks, capital productivity,
and their underlving determinants, notably the
macroceonomit environment. The tix level
determines nel retorn to capital. Ndikumana and
Hoyee (2003), Callier et al (2001), and Lensink et
al (1998 ) report the debt stock te GDP ratio, which
chn be used (o gaupe lulare tax policy. a5 a
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sienifepnt postwe determamunt of capital fhehi
Adtand Walier 2001 padopted o stumdacd poctoln
choice Tmmework 1o explain the causes ol capital
Might lrom Adrica. Based on thisapproach, Le ond
Zak 200060, Colheret al (2001 and Sheeis 1494%3)
aved AN and Bernard (2001 altirmed tha capial
Might simiply  1akes place in response 100 a
deterioratmg domestic wvestment olimate where
the rsbe-adjusted rate ol felarm W investinenl is
unlavonrnble,

1.2 TheVolatility Theory

Variond authors have avcused external debt of
bieing volatile, Bulirand Hamann, (2000), Donors
may be 'fickle', or due to the inereasing use of
governance conditionalities, relative  mino
political events may rigger coovrdinated
interrptions in aid.  To the extent thae ald s
valotile, it can increase capital Might in two
different ways,

Firsl, as s well understood, macroeconomic
volatility will tend o imcrease uncertainty and
thereby reduce the risk-corrected retuins on
domestic investment.  This will tend 1o mcrease
the propartion of the wealth portfolio held abroad.
This is not a phéncmenon conlined 1o developing
countrics, indeed it has recently been proposed as
an important explanation for the relatively low
rate of domestic investment and high rate of
capital outflows in the UK, Barrell and Weale,
(2003).

Secondly, aid volatility may induce capital hght
for speculative purposes. I extermal debt s
perceived to be unsustainably high, as might ocour
for example in the aflermath of civil war, or during
the political honeymoon of a donor-wise
povernment, the real exchange rate will be
tempaorarily appreciated. Private agents can take
speculative advantage of this temporary price
change both by purchasing durable imports and by
shifting capital abroad. The standard analvsis of
capital flight allows for some exchange rate
incentive such as incloding premiuwm indicating a
large and probably unsustainable subsidy for
purchases of foreign exchanpe at the official rate
and so provides a powerful incentive Tor capital
Might.

2.1.3  TheCorruption Theory

It has also been argued that sometimes the
maotivation for capital Might may be safekeeping
ol emberzled funds especially under  somic
leplocratie governments. Ndikumang and Bovee
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(1992), (1993), Ali and Bernard (2011). Unrest
and erisis could stimulate capital flight directly by
mereasing political risk, and indirectly. through
olher variables that induce capital Tight such as
inflation and public debt. The government could
reduce capital flight by reducing political risks
and providing new investment opportunities.
Howeyer. fears of unrest could heighten perceived
risks. External debt could also provide resources
for capital flight,

2.14  TheDutch Disease Theory:

Another theory that explains the basis for capital
flight is Duteh disease, Corden, (1984), [t is well
undersiood that aid will tend to appreciate the real
exchange rate and thereby reduce the profitability
ol the tradable sector. The non-tradable sector may
offer relatively few opportunities for the
investment ol private capital.  The capital
intensive parts of the non-tradable sector. such as
power, telecommunications and transport, may be
in the hands of the public sector (or loreign
privatizations).  The private part of the non-
tradable sector may be informal and so unable to
abserb bank financing, and in any case is likely to
be highly labor-intensive. A remarkable apparent
example of such a phenomenon is in Nigeria
[ollowing the oil boom of the 1970s. oil revenue

being somewhat analogous 1o a massive inllow of

al.  As a result of the massive inllux of il
revenue, Nigeran non-oil exports collapsed and
even more remarkably private  Investment
collapsed, Bevan, Collicr and Gunning, {1999},
Sueh a decline in the opportunities for domestic
investment wouold tend o shill portiolio
allocations sbroad and se induce capial Hight

2.1.5  ThePublic lnvestment Theary

The iradittonal view of uid was that it [inanced the
Iwo-gaps' savings and foreign exchange. As the
scope for fransforming outpul and consumplion
between  tradables and pon-tradables hecame
better apprecinted, the loreign exchange gap fell
inio abevance, leaving the savings gap center
stage:  the role of aid or debt was to finance
mvesunent. Onece different roles are allowed for
the public and private scctor. the role of debt
becomes further pronounced it finances public
investment. which in lacge parl is coincident with
infrastructure. By the 19705 this was probably the
mawm conceplion of the role of md. Although the
implications for capital flight were not
considered, the link 15 relatively stranghiforward:
aid should reduce capital flight because publicand
private capital is complementary:  Tha is, the
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enhanced stock of public capital should raise the
return on private capital and so reduce the
incentive o shift portfolios abroad. .

2.1.6  The Portfolio Substitution Theory
The study on the effects of large, persistent aid or
debt inflows in “post-stabilization” countries
where currency substitution is high sugaests
another theory whereby aid could reduce capital
light, Bulfie et al (2004). A key. feature of the
Bulfie et al (2004) model 15 that a portion of aid
ends up reducing domestic budgetary financing
rather than supporting an increase in government
spending or a reduction in taxes. A persistent aigd
inflow reduces expected seigniorage and expectod
inflation.  The Tall in expected nflation is
equivalent to a fall in the depreciation rale, Le. the
opportunily costs of halding domestic currency
rather than foreign currency. With even relative
modest portfolio substitutability. this trigeers a
portfolio  adjustment  venerating an outright
reduction in desired foreign halances, e, thereisa
private capial inflow, The implication is that
capital flight would fall or even turn from an
outflow w an inflow, or repatriation of previous
flight,

2.1.7  The Hypothesis of Contingent Effects
I both the public imvestmen! theory and al least
ane of the other theoriies are correct, then the net
effect of aid on capital flight cannot be determined
apriori. Collieretal (2002, 2004) investigated the
effect of debt on growth and on investment 1ind
found that the effects of debr are contingent both
upon s volume and upon the policy environnient.
The velume elfect follows lrom diminishine
feturns: beyvond a certain level, did ceases to malse
growth and may begin to reduee e Collier et al
term this the 'saturation point’.  In tom. the
saturation point depends upen the palicy
environment.  Collier et ol measured this, using
the Country Poliey and Institutional Assessment
ol the World Bank, which is an annual rating of
twenty different components of economic pelicy:
Betier policy increases aid absorption. Thisy
interpreted their results as snggesting that aid has
both favourable and detrimental effeets.

1.8 The Marginal Income Theory

In the eonventional analysis of capital (light.
meome is oproxied by GDP. This of course
comtrols Teeany cutput of mid, but misses the Tuet
that aid permits apgregate expenditure 10 excecd
aggrenate production, Were there no othereiTecis
of aid, how would this alfeel portfolio choice?




Theere are two reasons o expect that the marginal
propensity o acquire assets abroad exceeds the
averspe. The first is that domestic inyestment is
subject 1o diminishing retuens, whereas there are
essentinlly constant returns 1o foreign fnvestiment.
The second is thatwith higher level of wealth there
is a stronger meentive w diversify the portfolio,

The above theories tend 1o explain why capital
fMlight take the place in most developing
econoimies,

2.2 Measurement of Capital Flight

A number of capial Right estimates have been
mude over the last several years. A study by
Dooley (1986) covers Argenting, Bolivia, Chile,
Columbin, Fevsdor, Garbon, Jamaica. Mexico,
Migerin. Penu, the Phillipines, Venezueln and the
former Yugoslavia. These studies differ from one
another i terms of methodology, country
envernge, data sources and time span. The mosl
significant among these studies, that have made
mmpact nclude Dooley (1988), Dooley et al
(1980 ), Morpan Crunranty: Trust Company ( 1986),
Cumby and Levieh 1987y, Lessard and
Williamson (2000), Khan and U1 Hague ( 1987),
Cuddingtom (1986, also estimuted (he economic
determinants of resident’s capital outflow of Tour
countries: (Argentma, Mexiweo, Uroguoay  and
Venezuela). His empireal Ninding differéd feom
countey tiveountry. In Mexico forexample. capital

Mipht was highly relaed with over-valuation of

the exchonpe e, while in Venvauely, there wone
over- valuantion and [oreien  interest mtes, in
Argenting and  Urnguay, lagged effective
exchinie rates and greod ot the model were related
to capital Night, Conesa( 1987) had similar resuhis
except that it had 16 annual obsérvatlons while
Chsddingrom (9861 had 91, Canesa hoad growth as
an mlditional explanatory Factor and did oot
alemipl (o eslimole svet=valpation ol the real or
elfective exchange sates but used  level of
government borrowing in his  study of seven
developing countries. Docley (1986) discovered
that capual Might s signifieantly  related o
domestie inllation. financinl repression, and a
mensure of country nisk premiom,  Khan aml
Hague (19R7) estimated capnal ight from eights
lighty indeled developing countries ineluding.
Nigeria between 1976 and 1989, They found that
capitol Mehy significantly  affects  ceonpmic
growth,

2.3 Methods of Measurement
According 0 Hermes et ol (2002 the
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measurement of capital flight is net straight-
forward as there is no consensus on the definition
of capital Might. Hence several measurements of
capital Might are available in the literature and this
has resulted in dilferences in the estimates of
capital flight for different countries, The different
method are classified inte:

i. Residual or Broad Method

ii. Doaley Method

1il. Hit Money Method

iv. Trade mis invoicing Method and
V. Assel Method.

Also Onwioduokit (2001 elassified the
measurement of capital flight nto three mam
npproaches. Theseare.

I Balance of Payment Acoount Approach
. Kesidual Approach and

i, Bank Deposit Approoch
The spproaches are briefly discussed below,

2.3.1  The Balunce of Payments Approach
Thas approach wasused in the proneering waork on
capitel Tlight 0 measure the BOP account,
Cuddington, (1986). In this approach, capital
flight is measured as the sum ol reecrded shor
ternn capital outlow (K ) and unrecorded net Mow
o et erroes and omissions,

KF [ BOP KM, i iyt o w swrnesmmserretll
KU b capital Might measured as the sum of
recorded short term capital outflows

Mg unrecorded net flows or nel errors il
DI ISRIAIS:

A major limitstion of the BOP approach in
estimpting resident’s capital outflows. 11 measares
capital fTight indireetly by comparing the sources
ol capitml inflows ( inerease in external debt and
the net foreign investment), with the uses of these
Inflows fegrment aecount deftelt aod additlons o
Foreipn reserves), 1was developed by Word Hank
(1985 ) and Eribe (1985 ) and was further modified
by Morgan Guaranty Trust ( 1986), The resadual
method acknowledees the difficulties of
separating abmarml from normad capital ouflows
and  messures all unrecorded  privaie eapital
et e s s cavpital Mg,

World Bank (1985) and Fribe { 1983) version, 1s
givenas:

KF., =AEDERT+FI+CAR PR oo oo )
Where

KT _ iseapital Might (World Bank ) version
ALDERT schunpe mextemal del
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Flas foreign iny estmen
C AR iscwrrent aceount baliney
IR s mercase inolticial reserme

Positive walue of K, represents capital Might
while the neeative volpes represent  capial
inflvws

Morgan Trust (1986) imtroduced an additional
e that 1s mcrense in loreign assets ol domestic
branking svstem (DB1. This modification s
introduced w Tews on non bank capital Night,

Muorgan Trust variant of the residual method of
copital ight is

....................................................................... ()
Where
KFMORG is Morgan Trust measure of ¢apital
Might

AEDEBT is change in externnl debl

Fl s Toreign investment

CAR is current Account Balance

FRg increase in official reserve

DR s increase in foreign assets of Domestic
Banking Svstem.

Positive values of KFMORKG are capital flight and
negative values are reflows,

However the standard residual method should be
modified with respect to measurement of external
debt and current account deficit. This is because
we preferto look ar flows to measuring changes in
the stisek of external debt since they report annual
capital Dows more accurately. Also, it is proposed
the adjustment of current account for interest
carnied and retained abroad.  Morgan Guaranty
(1998), Boyce and Ndikumana (2001) added
interest carnings on the stock of assets held abroad
taking a representative international market
interest rate to compute these eamings. This of
course, increases the estimates of capital Might
based on residual method.

237 Dooley Method

This method aims at distinguishing normal from
abnormal or illepal capital flows. Dooley (1986)
viewed capital flight as the total amount of
externally held assets of the private sector that do
not generate income recorded in the BOP statistics
of a country. It can also be stated as capitl
autflows based- on the desire w place wealth
bevond the control of domestic authorties. ltwas
first npplied in computing total capital outflows.
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The difference between World Bank data o the
change w the stock of external debt and the
amound ol extermal Borrowing as reported in the
BOP siatistics 15 considered, 11 the forines s
greater than the later. the diffcrence is assume (o
be part of capital Might. The stock of external
assers that correspands ta the reported interest e
carning in the balance of payments by using o
represeniative marke! interest rate (LS deposit
mte) is computed.  Capital Tight s measured s
the different between total capital outflows and
the change in the stock ol external aswels
corresponding to the reported interest meome.

Dooley method of caleulating capital fhight 1= by
firstcalcularing outflows.
TRO=FB + FI=CAB - AFR EO - AWBRIMJ

Where TKO 1stotal capital outflow

FH is foreipn borrowing

EQ is neterrorsand omission (in debitentry)

Fl. CAB and FR are as reported i the Residual
Muodel.

WRIMF is the dilference between changes in the
stock of external debt reported by the World Bank
and Foreign Debt report in the BOP statishes
published by IMF.

Then the stock of external assets corresponding o
reported interest carnings
L Ll A (V)

Where

ES isexternal assets

Rus is the US depaosit rate (assumed representative
orinternational market interest rate )

INTEAR is interest earmnings

Capital flight is then caleulated as
Kfd=TK(-AES

Where Kifd is capital light according to Dooley
Method

233  The Hot Money Method

Cuddington (1986), Gibson and Tsakalotos
(1993) are more of the authors that used the hot
money method. [t measures capital Might by
adding up net errors and omissions and non bank
private short term capital outflow. It = in
agreement with the view that capital flight goes
unrecorded due to illegal nature of the movements
of capital. These unrecorded capital movements
appreciate m net errors and omissions.  The
Cithson and Tsakalotos (1993) medium and long




ternt outllows wre excluded  and  they are
considered wormdl wid the Coneentration ane an
shor term o,

Capital  light  using Flot Mosey  method s
caleulated as

el R ) TS L 1 OO ! ivi)
Where Kt iscapital Mighe by Imt imoney method
SKO i5 total amount of short (e capital
oLt T,

234 Trade Mis-invoicing Method

Depler and Williamson (| 287) used the amount of
trade Mis-inviicing 1o measure capital flight.
Thisis determined by the comparison of trade data
from the importing and exporting countries, 11 is
behioved that exporters are enpaged in capital
Might when they undervialue their exports as
conpared to the reported values ol the same geody
by impoerters. Similarly, inporters are mvilved
capital flighr when they over value their imports as
compared (o the reported values of the same poods
by exporiers. Proponents of this  method
emphasize that abnormal capital outflows ol
residents may be included in impart over
invoicing and export under imvoicing or cither of
the twa, since both are ways of diverting
domeesticid by builtup wenlth onrside the country,

This approach mvalves measuring the increase in
tecorded foreign bank deposits of a country's
residents, This ispeantyoversial measure begnuse,
il Ahere are statistical sources which distinguish
between afficial and private holdings. it cannot be
areued convineingly that all private funds held
abroad are recorded by relevant suthorities. The
IMF bs currently compiling the data of countries in
which information s available, Lessard and
Willtamson (1987) bur there 15 no such data for
Nigere,

24 Limitations O The Methods

Hermes el al (2001 ), viewed Dooley's methiod as
well as hot money method as conceptually wrong
because the distinetion of normal and abnoermal or
illegal capital outflow is not wseful,  They
explained that n ecountry conlronted  with
imadvguate financial resources to finance long
termt development faces an adyerse impact on its
srowth prospects in future when net capital
putllows securs. On the hot money method, they
argue against copital Night consisting ofshort term
capital movement only. This is because assets of
residents held outside the home country based on
linger werm perspective should be added as partof
cupitnl. The bank method (s a very narrow method
for measuring capital fight, furthermore, assets
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held mt Foreian banks are ool always: spei Nl
through ownership.

Cubson and Tsakalatos (1993 argued that teade
mis inveicing may also accur m the presence of
trade taxes and calculated trade mis myvoicing may
be unrelated 1o the phenomenaon of capital light,
In addition, Chang and Cumby (1991 stated thn

“the systematic underreporting of trade figures in

both directions to avord trade barriers seems 1o
averwhelm any discernible capital light through
misanvoicing”.

A0 Methodology
This study used Cointegration and [ rror
Correction Mechanism (ECM) a3 its estimation
lechniques. Based on the theoretical framewark
and literature reviewed above, the specified model
for the consequences of capital Night on Nisgria
L'E'.{JIH_'I-!'['I}' 15 g]\"ﬂ‘!l HA-

GDE=(ICFGOE ER)

Where:
GDP= Gross domestic product: ICF ndex of
capital fhght, GCF gross capital Formation; ER=
Ixternal reserves; = funchional notation.
The estimation technigque of the above model n
explicit: Torm and by log- linearizing  thus
becomes:
Log (GDP) =X+ X, log{ICF) + X, Log(GCF X,
Log(ERY-H

whete:
LOG=natural loganthm: Xo s the intercept of the
relationship in the model while X, X, X, are the
coclticients of the independem varables The
aprion’ expectation of the model are that:

ﬁ{;il:-llfe_‘.lt.'lf <0; BGIIYVEGOF >

HLDPGER =0,
The study nsed secondary data that were obtained
from the Central Bank of Nigeria (CBN), Federl
Bupreau of Statistics (TRS) amd ofher sources thu
are relevant to the study. Sinee the study data ks a
time series, the fiest step is to establish the
stationarity or otherwise ol the variables. To
aseertain this, o unit rool test was carried out by
psing the ADF methodology.,

v, Amnalysis of Results and Findings

4.1 Stationarity Test of Variables, used in
the study.

In order 1o determine whether the variables are
stutionary who order adopted the Augumented
Dickey-Fuller (ADF) test to test unit roots of
mtegration.  Table 4.1 below in the summary of
the unit root results and -the number of order
dilferencing ol ench visriable W sltain stationarity
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Tuble 4.1 Summary OF ADE Unit Root 1 est o
Vorobles: | VU e Nackmnon criveal vale i | Noofthetme | Rk,
st alies e differences

GDP 306566 | PEYTETV 1§00 T smtionan '
[ A AT - 1951125 iy stativnany
Gl <3780 0004 -2 05125 1 stalinears

i 3260222 - 2048404 | 434 Stationars

I —— .

Source: Extracted from computer outpul.

The results of unit root lest above indicated that the variables used in the study are integrated of

order 0 and | respectively.

CO- INTEGRATION TEST AND ERROR CORRECTION MODEL
Having established stationary ol the variables then we find if the variables are cointegrated in the
long run, To realize this, the study employed the Johansen cointegration technique and Error

Correction Model (ECM),

Tale 4.2:  Johansen Co- Integration Test
Hypothesized oo | Blgen value Trance statistics or | 5% critical value. | 1% critical value. ‘
of (Ees) " like hood rato

None ** tnd Bt B 18507 47.21 3446
AL most 1 (.42 7287 LS00 29.68 563

At most 2 0.199836 8.09966 | 154 20,04 |
| At most 3 0.8 220 B8998 | 3.76 .65 ) |

Seurce: Lxiracted from the computer output,

The co- integration equation is presented linearly as below:
AGDPI=- 49, 45 §ICE <9.63984 6GCF 4111052 §ER
* 17 denotes rejection of the hypothesis of no o integration a1 3% [%) sienilicance level

ruce (LK) west indicales one co- integration eguntion at both 596 (1%) significance level

Table 4.3: Over - Parnmeterized Error Correction Results (ECM1)

Variales Co-cfticient | Sumdaed emror | 1~ saatistics | Probability |
D (OBPIT) 2) 0014 | ooy 082500 (2R |
T2 e tloal4 oz | SRR fr3 | 0.miza

| DIICF, 2] ~T.Hd653 ' %73 0 pTHAuUR LR
OHcrFe=n { LATIES | LIRET68 LITRETH (ER(RE
2 ICF(1-2).2) | 207593 RSP B853130 (Lagsn
L (CCF, 23 W42 5004 (4904 T 1646202 04103

P EGETE) (-5, 20 JA481Y9 0, | S5 SEER Bl RTLYIVY,
D (ER 3} A Q0643 (322268 4836372 0513 :
D{ERC-1) 2V ECM (-1 14561 1263542 ST

R*=1).03; Adjusted R*=0.91; Durbin Watsen statistic= 2.086,
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Y acinbley Lz —ebiicien [ Stdard error
BGOF) { -7 3503Y | 5734
[ BIGCF.2) : | Gdis53 [ ATET Y
|13 ER.2 | 2522590 (1, L5000
[ FECNI =1 ‘ (LG8 588 DLCEFR S0

Ro=0.89%60=090, Adjusted R~ [.8899: Durkin Watson statistic= 1.877

Fram the parsimonious resoleabove, itcan be seen
that the co- eflicient of external reserve and gross
capital formation aswell as their lagaed values are
positive in conformation with the a-priori
expectation. This means that there is a positive
relationship between the gross domestic produet,
external reserve and aross capital formation.
Thus, aunil increase in external reserve and gross
capital formation will increase GDP by 2.5225
and 1.6496 respectively. The co- efficient of index
of capital Might is negative in conformity with the
‘apriart’ expectations. This means that there is a
negative relationship between the index of capital
Tight (1CF ) -and GDE, thus o unit rise inindex off
capital Might will lead to a fall in a gross domestic
product by 4945176, Furthermore, the Lrror
Carrection Model (ECM ) otherwise known as the
specd of adjustment s significant with  the
appropriate. sign. This amphies that the present
vithie ol gross domestic product (GDPY adjusts
rapidly 1o changes in external rescrves, gross
capital formation and index of capital Might, The
large value of the error correction variable o 68%%
indicates a feed buack of that value from the
pres dots period.

The eo- elficient of determination (R} from the
mode] stands at (8990 meaning that pver 0% of
the variation in the gross domestic product is
explained by the variations in past valuwes ol GDP
and the present and past values of external reserve,
orpss capral formation and index of capital flight,
while abour 10% of the variation in the: present
value of aross domestic product are accounted by
sterchastic variables. The result implies that index
ol capral Mght oross capual  formation and
external reserve are statistically reliable and
significant in explaining variations in the gross
domestic productl. The overall significance of the
madel Is quite robust with an F-statistic of
THRNGTH. The Durbin-Wedsan test ingdicated 1t
the matlel &5 free from problem  of serial

o dipaieoed AT o Mol Soomatie Goronedin: Canses il Cosescignenoes

tRsLTEE Frabahilin

161144 0,001 3

vATIGH (e 1S
[ 1o:hhass Y

|
|
| LR 1TNG {1 Lk

|

autocorrelation. The empirical investigation
shows  that external reserve. gross capital
formation and index of capital Might and their
lugged values are statistically signilicant and
reliable in explaining varations in the gross
domestic produet, This result is consistent with the
[indings of Ajayi( 1992)

Y. Summary, Conclusions and

Recommendations

A number of conclusions can be drawn from this
study, The first 5 that there is no generally
accepted definition of capital flight, hence 1he use
of several concepts in this study. Secondly. a
signilicant proportion of capital fhight can be
cstmiated from recorded data in the BOP and debr
statistics, The implication is that, the reliability of
the measure is dependent on the aceuracy of the
items in the BOT statstics and  debt daga,
Significant amount of capital fight i relation to
external debt ook place over the vears covered by
this study, Trade faking has been discoverdil asan
impaortant vehicle lor ellecting capital  ight.
Thirdly, domestic macro-econcmic policy
distortion is the culprit in the capital Tight
episode. OF signilicance in the arca of policy
errars are lack of opportunities for prolitable
investiments within the domestic ecenomy, The
attraclive incentives offered by the foreipn sector
cannot be lefi pul. Lastly, the present level of the
ceonomy cannot only be explained or judged by
the current level of capital flight but also the
previous level of capital that fled the economy as
evidenced by our hindings, Chn this note, policy-
miakers and the relevant authordies should pay
more attention: than ever la the issuc ol capital
Mght n order to stem s counter productive
effects oneconomics growth, We recommend that
fseal discipline should be given priority so that
delieit Nancing as a propertion of the gross
domestic product is kept in check becanse this is
crucial to the mamienanee ol macro ccomomic
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stabiliny and appropriation of interest rte. These
shoald be high enough o attmel funds but not oo
[l toseille investment mitintives, Inaddition, ag
iteerated and unified tarill strudture would be
wselul, as o will eeduce the rewards of trade
fakange. The fsstie of the existence of and how to
deal with corruption is certainly more difficult
preseribe. 11 ois part of the general problem of
capital fight: one can only say that there 15 a need
fir change ol attitude on the part of those whe hold
public oifice and have access 1o foreign funds
dircetly or through the contracts, which they
award This attitodina) change involves o senious
commitment 1o honest governance, OF paramount
impartance is the provision of enabling
environment for business o thrive. It is more
important to make the domestic economy more
altraclive for the investors by creating a wider
menu ol domestic financial assets on which
domestic capital can be invested at lower rates
comparable to foreign financial instruments.
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