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existing foreign assets.1f the importing country does not allow its residents to purchase foreign 

assets - most LIe's do not - undeclared foreign assets will have to be sold. If high tariffs create a 

strong incentive to smuggle goods into the country, the net acquisitions of undeclared foreign 

assets can be negative in a given year. 

In most of the previous research, capital flight has been defined to include some declared 

capital outflows. Past researchers have wanted to test whether or not certain declared capital 

outflows from LIC's could be explained by bad domestic economic policies, and used the term 

capital flight to refer to whatever kinds of outflows they were concerned with. As one would 

expect, such research has found that declared capital flows are generally motivated by domestic 

policies which make foreign assets more attractive that domestic assets. This paper is specifically 

concerned with undeclared capital outflows, and defines capital flight to exclude all other capital 

flows. It is reasonable to refer to undeclared flows as "capital flight" as they are generally thought 

to be "fleeing" taxes in the country of origin. 

�A�P�p�r�o�x�i�m�a�t�i �~ �f� �C�a�p�i�t�~� �F�l�i�~�h�t�:� ". 

�~ �c�a�p�i�t�a�l� �~ �t� �;�e�r�i�e �~ �f�o�r� each country was approximated using Equation 2. As mentioned 

in �G�U�I�~ �'� ), this may result in a negative number as smuggling may dominate capital flight in 

a given year. 

Equation 2 is de 'ved from a technique used in Dooley (1988) to approximate cumulated 

implicit capital outflowsl . 0 approximate the net flow of unrecorded assets in a given year, J �~� 

e}.... ---
subtract recorded capital inflows from recorded capital outflows. Using this equation is almost the 

same as using the errors and omissions from the balance of payments. Differences arise from the 

use of the World Bank's World Debt Tables to approximate external borrowing. Dooley 

approximated external borrowing by changes in the World Bank's estimate of Gross External Debt 

1 Since Dooley was interested in the stock of claims on foreigners, his technique approximated of cumulated implicit 

capital outflows. We have modified it to approximate total annual capital outflows. 
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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 ~uch 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 exchange transactions. 
/:1<$;,. re· f.[9('J (J'{ ;1Arecf 1;"'It~~r 

Definitions of Variables: 

CFi,t = Approximated capital flight from country i in year 1. 

From World Debt Tables: 

EDi,t = 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: 

CAi.t = Current account deficit of country i in year 1. 

Ri,t = Total reserves, less gold, of the central bank of country i at the end of year t. 

ABi,t = Increase in reported exte~al assets of resident commercial banks (assets of banks) Of ) I~ 

country i in year t. . ,tiM ~1) '? 
ANi,t = Increase in reported ext~l!lal assets of non-bank private residents (assets of non-banks) J 

of country i in year t. 

DIi,t = Capital inflows to country i in year t due to direct foreign investment. 

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 ~~eign ~~q~ge inflows which residents hide 

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

in particular, or by reducing 

the incentives for fmancial 

outflows in general, large 

inflows of foreign exchange 

which are currently hidden 

will become traded openly 

on exchage markets. This 

would greatly reducing the 

strain which persistent 

current account deficits put 
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Figure 1: Capital Flight as a fraction of 
Exports f.o.b. 

---BRAZIL --c..[J_- INDIA -.-~ 

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

ftJ NL J;rt. · A' CV'-" ~-
Specification of the CF EQuation: 

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 

c:.i,t = ~o + ~lFRi,t + ~2ni.t + ~3(ni,t - n:) + ~4RATEi,t + ~5PURCHi,t + ~6PUR&REMi,t + ei,t 
1,t 

The variables in this specification are discussed below. 

Capital Flight Variable (CFj,tLXi,t1. Each CFi,t value calculated using Equation 2 is "scaled" 

by dividing it by Exports f.o.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. 
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