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because he found that balance of payments figures for external borrowing were consistently lower
than the World Bank's estimates. This could be because the World Bank figures include estimates
of private non-guaranteed debt from creditor source data. This kind of borrowing is more likely to
be under-reported in balance of payments data. Also, the change in reserve assets were
approximated by the change in reserves less gold. Though Dooley did not justify this technique, it
can be justified on the grounds that gold has not been used much in reserve transactions since
1973. Any change in the value of gold reserves since then has been due primarily to the changing

value of gold rather than to exchan e transactions.
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Definitions of Varzables. ‘ b * 2 - A
CFi: = Approximated capital flight from country i in year t. m “‘ﬁi

From World Debt Tables:

EDjt = Gross external debt of country i at end of year t
(govt. external debt + govt. guaranteed private external debt
+ non-guaranteed private external debt + short-term debt).
FromIFS:
CAj: = Current account deficit of country i in year t.
Rjt = Total reserves, less gold, of the central bank of country i at the end of year t.
ABj: = Increase in reported external assets of resident commercial banks (assets of banks) of j M/lﬁ

country i in year t. T hA 4’5)7.

ANj¢ = Increase in reported extemal assets of non-bank private residents (assets of non-banks) )
of country i in year t.
DIj; = Capital inflows to country i in year t due to direct foreign investment. Nﬂ)l’ z
The magnitudes of capital flight calculated using Equation 2 are quite considerable. It is
evident from Figure 1 that such outflows are often comparable in magnitude to a country's export

earnings. These outflows are facilitated with large {oreign exchange inflows which residents hide

from domestic authorities. If capital flight can be reduced, either by effective restrictions on



undeclared capital outflows

Figure 1: Capital Flight as a fraction of
Exports f.o0.b.

in particular, or by reducing
the incentives for financial
outflows in general, large
inflows of foreign exchange

which are currently hidden

CF/X

will become traded openly

on exchage markets. This

would greatly reducing the
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strain which persistent

current account deficits put

on many LICs' resirves of foreign exchange. This is why capital flight is important. I

Specification of the CF Equation: L‘)l‘b‘[k‘b*’ A Co~ W‘,

The specification used in this paper is shown in Equation 3. This specification was used
because our purpose is to measure the effects of exchange restrictions on capital flight after

controlling for macroeconomic policies which should affect capital flows.

Equation 3
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The variables in this specification are discussed below.

Capital Flight Variable (CF; /X 1): Each CFj value calculated using Equation 2 is "scaled"
by dividing it by Exports f.0.b. of country i in year t. This technique is used because we can be
fairly sure that the scale of capital flight from a large country like Brazil will be larger than from a
smaller country like Sri Lanka; unless we account for this, our regression will suffer from serious
heteroscedasticity. As foreign exchange is required for capital flight, export earning seems like a

better variable with which to "scale" capital flight than GDP or GNP.



