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CAPITAL FLIGHT AND NIGERIA'S DEVELOPMENT:
AN ANALYTICAL REVIEW
HAMILTON O. ISU, Ph. D, ODE*

Nigeria's external debt problems have
had pervasive effects on the macro
economy.
Inflation
remains
a
"hydraheaded"
problem, with its
negative effect on growth and capital
accumulation. Close to the heels of
unsatisfactory
inflation
and
unemployment levels are oscillatory
exchange
rates
with
adverse
implications for investment decision.
Crime has been on the increase, creating
an atmosphere of fear and uncertainty
in the environment. In the midst of all
these, government has tried to introduce
policies with potentials for reversing
these negative developments. During the
1970s and 1980s, we witnessed gross
flight from the country of capital and
human resources, denying the economy
of very important growth inputs. In
trying to analyse the implications of all

these, we have looked at the research
work already done in this area and have
had to conclude that Nigeria has greatly
suffered as a result of capital flight. This
paper also addresses the potential
options available to Nigeria, so that her
growth and development
could be
sustained optimally in the future.

Introduction
Since the 1980s, the problem of capital
flight has received-substantial attention
in Nigeria, particularly, given the
downward slide of the economy during
thisperiod. Despitethis attention,capital
flighthas remaineda particularlyelusive
phenomenon both conceptually and
empirically. The conceptual problem
has existedbecause it is not immediately
clear what differentiates capital flight
from 'normal' capital outflows. The
empiricalproblemshavebeen evenmore
difficult to confront. The quality of
balance of payments data in less
developing countries (LDCs) is
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generally poor,
flight is often
intentionally designed to avoid official
detection.
Different writers often use different
concepts when discussing capital flight
and particularly
measuring it. At
one extreme, all private capital outflows
from developing
whether
short-term or long-term are classified as
capital flight. This is because developing
countries are generally capital-poor.
Capital outflows, therefore, reduce the
resources available to these countries and
impede their ability to address their
developmental problems. Khan and
Ulttaque
987) maintain that the term
is generally associated with short-term
outflows resulting from economic or
political uncertainties
in the home
country
that is
rather than
'-''''LiLll,.,1.l ,~:,,",,",,>:.,-,u.by long-term
According to
this definition,
night would
consist of all short-term private capital
outflows plus the 'net errors and
omissions' items on the balance of
payment accounts, that is, the items that
cannot be otherwise accounted for.
Given the difficulty in defining
capital flight and the channels through
which it moves, obtaining accurate and
direct information on the size of the
flows is nearly impossible.' At best, only
indirect calculations, with large margins
of error can be made. The margins of
error for countries like Nigeria could
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even be greater, given the high incidence
of smuggling that takes place across her
seemingly "porous" borders. Capital
flight movements, which respond to
heightened domestic economic and
political uncertainty, affected many
developing countries during the 1980s
and 199'08and have proved very difficult
to reverse in Nigeria.
In
to this, there is abundant
evidence
that
many
Nigerian
profes
s, namely"
doctors,
erigmeers, accountants,
scientists,
architects' etc" migrated abroad for
"greener"
This massive drift,
out of the
by thousands of
Nigeria's experienced professionals and
technocrats have had adverse effects on
the economy.
country's ability to
develop
is also greatly
hampered
adverse evolutions.
Doole,y'
longer
are the
economic
activity,
a country that is
heavily dependent on external financing.
One can agree
a country like Nigeria
perfectly fits into this description and that
the level of domestic macroeconomic
mismanagement generates domestically
undiversifiable risk that can significantly
reduce the returns to local investment.
Schine1ler (1997) adds that anecdotal
evidence suggests that a dramatic
deterioration/improvement
in the
domestic investment climate tends to
underpin flight and flight reversal.
This paper will attempt to evaluate
the financial implications
of the
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persistence of capital flight in the nation's
macro economy and suggest ways of
stemming the tide so that the nation can
move "forward" economically.

Some Theoretical Considerations
The literature examining capital flight
has emphasized that the "normal" desire'
of investors to diversify their investment
portfolio does not constitute capital flight
(Cumby and Levich, 1987). Portfolio
diversification arises from the fact that
holding return constant, it is possible to
reduce the variance of a portfolio by
investing
in several imperfectly
correlated
assets.
Equivalently,
diversification
allows investors to
achieve a higher return for a fixed level
of risk.
Based on this, capital flight will be
defined in thispaper as a subset of capital
outflows that is due to excessive
macroeconomic
risk or structural
distortions such as financial sector
repression and poorly enforced property
rights (Sheets, 199,5). Capital flight
reflects the efforts for individuals to
protect themselves from economic and
structural instabilities.
Consider an agent who allocates
wealth between two risky assets. The
first asset is available only in the home
country, which is assumed to be a
country in financial distress, and the
second asset is sold only in world
markets. The agent's utility function is
"constant relative risk aversion"
(eRRA) and takes the form U["Wt a 2 p}
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Utility is increasing in expected end-of
-period wealth w.anddecreasing in the
variable ofthe portfolio's return a2p' The
agent invests a share of wealth a in the
domestic asset, which has expected
return
rw and variance a2 w. The
covariance between the two assets is a12.
The expression for expected end-ofperiod wealth and the variance of the
portfolio take the following form:
WI= (a (1
alp

+r ) + (1- a) (1 +fw)) WI'"

= (al a2 + (1-a)2a2w

(4.1)

+ 2a (1-a)a12) •.!(4.2)

Solving the agent's optimization problem
yields the demand function for the home
asset thus:

I

DB ~ a'w - "12+

r - rwl.

a2 p

OaP2

wt

•••

(4.3)

,

--'

Theta (0) is the coefficient of relative
risk aversion. The properties of this
demand equation are not surprising.
Demand for the horne asset rises linearly
with wealth (reflecting the CRRA
property) as highlighted by Gordon and
Levine (1998).
Demand for the two assets can then
be expressed as:
Dlt=D2t=

-

1/2W(=Dt ...

(4.4)

Given the definition of capital flight as
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capital outflows due to excessive
macroeconomic risk and structural
distortions, equation (4.5) suggeststwo
channels through which capital flight
may occur.

1':

...

1)

Capital flight may result from
macroeconomic and structural
policies that increase the variance
of the domestic assets, thus
increasingthe thirdtermof equation
(4.5)andreducingdemandforhome
assets; and

2)

Financialsectorinefficiency,heavy
taxation, or loose monetary policy,
breakthe linkbetweenthe marginal
products of capital and the returns
.on domestic assets. This reduces
the second-term of equation (4.5)
and also reduces the demand for
home assets.

A related conclusion can be drawn
from equation (4.5). One is that, in
general, investors are not motivated by
portfoliodiversificationincentivesalone.
Another is that investors also consider
relative .returns and relative risks.
Investors will base decisions solely on
portfolio diversification incentives only
if return and risk differentials do not
exist.
Moreover, equation(4.5) suggests
that the interaction between asset
characteristicsis important.As portfolio
diversification demands increase,
investors are more sensitive to changes
in relative returns and relative risk.
Capital flightthereforereflects the effort
JFBI Vol. 2. No.2

of individualsto protectthemselvesfrom.
economic and structural liabilities
(Sheets, 1995).
Many developingcountries,Nigeria
inclusive,have inefficientand immature
financialsectors.This has reflectedboth
a lack of relevant human capital and the
existence of incentive structures that
have tended to subsidise inefficiency.
Sheets (1995) has maintained that
financial sector inefficiency has tended
to increase the level of systematic risk
in the LDCs and also reduce the real
return on domestic financial assets.
One can also deduce from the
foregoing that financial sector
inefficiency has intensified systematic
risk because inefficient financial
institutions have also tended to be
unstable institutions. Rapid money
growth has reduced the value of
domestic currencies when measured
against their foreign counterparts. This
has resulted in inflation, exchange rate
depreciation and general macroeconomic instability. In response,
Nigerians have tended to purchase
tangible goods and to hold foreign
currencies and foreign assets in an effort
to shield themselves from the declining
value and increasing instability of the
domestic currency - the naira.
Political risk which refers to
uncertainty regarding the future course
of government policy could greatly
excite unmitigated capital outflows. It
may encompass a wide range of factors,
including fear of expropriation, concern
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about future inflation, uncertainty about
the tax requirements and doubt
concerning
the
government's
commitment to reform.
Welfare Effects of Capital Flight
Literature examining capital flight
generallyaccepts as axiomaticthe notion
that it reduces welfare in the home
country. Revealed preference analysis
suggests, however, that capital flight
should leave, at least, some segment of
society better off, namely the "capital
investors". The welfare effectsof capital
flightmust, therefore,be asymmetricand
redistributive while capital flight
investors are better-off.
One channel through which this
redistributionmay occur is the following
1.

Capital flight tends to exacerbate
already existing, macroeconomic
instabilities, for example, during
a period of economic uncertainty;

11.

Large capital outflows may
destabilise the exchange rate;

1ll

In addition, as capital leaves the
country, the tax base may shrink,
which limits the government's
capacity to raise revenues and
weakens the country's fiscal
situation; and

IV.

Finally, if capital flight is funded
by drawing down domestic bank
deposits, capital flight may
jeopardise the soundness of the
country's banking system (Sheet,
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1995). The soundness of the
Nigerian banking system was
adversely affected during the same
period of capital flight i.e the late
1980s and early 1990s.
Another channel through which
flight may reduce welfare is decreased
domestic investment. If some portion of
the capital that flees the economy would
have been invested domestically, in the
absence of the flight, then capital flight
reduces domestic investmentwhich may
in tum, reduce social welfare in at least
two ways:
1.
Lower domestic investmentresults
in a lower capital-labour ratio
which reduces labour productivity
and puts downward pressure on
wages; and
11.
The
pace
of
economic
transformation in most developing
economies depends on the
availability of capital to finance
reform; emerging firms need
funding to begin operations,
existing firms need investment to
modernise and expand the capital
to develop
the physical
infrastructure necessary to support
a market economy.
Factors that Provoke Capital Flight
The following factors have tended to
encourage capital flight in Nigeria since
the 1970s.
1. Overvaluation of Exchange Rate
This would tend to encourage reckless
JFBI Vol. 2, No.2
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importation of goods and services, as
happened in Nigeria in the late 1970s
and 1980s. This would also discourage
domestic production.
2. Financial Sector Constraints
Controls on interest rate structures in
Nigeriahave oftenworked in furtherance
of capital flight. In such situations, it is
often rational for the domestic investor
to seek out foreign assets that yield
higher returns.
3. Fiscal Deficits
Capital flight from major debtor
countries are often associated with
growing fiscal deficits. A widening
fiscal deficit financed by "printing"
money creates inflationary pressures.
This often provides an incentive for
residentsto reducetheir domesticmoney
balances to avoid an erosion ofthe value
of these assets. In Nigeria, money
growth has been rapid, propelling
inflationary tendencies in a manner that
has proved inimical to national wellbeing.
4. Risk Factor
This has been brought about by the
absence of well-established political
structures, with adequate constitutional
arrangements that provide for an
institutional infrastructure that is
conducive for saving and investing.
Estimates
of Capital Flight
Nigeria: Financial Implications

in

Capital flight statistics and estimates are
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not readily available, instead they must
be constructedsincethere is no universal
definition of capital flight (Dooley,
1986). The literature offers several
different approachesfor devising capital
flight estimates. In fact there is a
significant gap between conceptual
analyses and the empirical approaches
used to measure capital flight. That is
true for two reasons:
1.

Significantdataproblemsexist.For
example,balanceof paymentsdata,
particularlyobservationson capital
flows are incomplete and
often in-accurate. Capital flight
investorsroutinely evade detection
by domestic authorities; and

11.

There is no clear procedure for
distinguishing portfolio diversification flows from risk induced
or distortion-induced flows.

Let us evaluate the adequacy of three
common empirical measures of capital
flight as highlighted in Sheets (1995).
i. The "Hot Money" Measure

This is a capital flightmeasure proposed
by Cuddington (1986)which focuses on
short-term capital movements. He
observes that the term "Capital flight"
typicallyrefersto short-termspeculative
capital outflows. It involves "Hot
Money" that responds to "political or
financial crises" and measures capital
flight as a subset of short-term capital
outflows plus the "errors and omission"
line in the balances of payments. The
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latter is included because capital
outflows are conducted surreptitiously,
such that they will only be captured in
errors and omissions (If they are
captured at all).
ii. The Broad Measure
This measure has been developed by a
variety of researchers including World
Bank (1985), Erbe (1985), Morgan
Guaranty (1986) and Dooley, Helkie,
Tryon and Underwood (1986). This
measure calculates capital flight as the
change in gross external debt plus
foreigndirect investment(FDI) less both
the current account deficit and the
change in official reserves.
The Broad measure differs
numerically from the "Hot Money"
measure for at least two reasons:
a.

The Broad measure explicitly
includes both long-term and shortterm capital flows, and

b.

The Broad measure is calculated
using the change in the stock of
gross external debt, generally
obtainedfromthe WorldBank. The
"Hot-Money" measure depends on
debt-creatingflowswhich aretaken
from the balances of payments
tables ofLDCs.

Discrepancies between the stock of
the external debt and cumulative debtcreating flows often arise, reflecting
various reporting inaccuracies and
inappropriate netting of transactions in
the balance of payments. The apparent
weakness of the Broad measure is that
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it classifies all accumulation of foreign
assets by the domestic private sector as
capital flight; it does not seriously
attempt to differentiate risk-induced
outflows from portfolio diversification.
Given the empirical difficulty of
distinguishing between various types of
capitalmovement,this approachmay not
be appropriate for evaluating capital
flight situations in Nigeria, and will not
be used.
iii. The Bank oj International
Settlement (BIS) Measure
By this definition, capital flight is the
change in deposits of domestic residents
in foreign banks. The major strength of
this approach is that it does not rely on
any balance of payments data. It has,
however, numerous weaknesses,
notably:
a. Since most Central Banks keep a
portion of their reserves in foreign
commercialbanks,the BIS measure
may include official reserves as
well as private deposits; and
b. Capital flight investors attempting
to evade domestic authority may
not truthfully disclose their
nationalitywhenregisteringaccounts
abroad.
Resulting from the defects of the
Broad and the BIS measures we shall
use the "Hot Money" highlightedearlier,
in our attempt to ascertain the naira and
dollar values of capital flight from
Nigeria during the period under review.
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Table 4.1
Capital Flight Estimates of Nigeria (1970-1991) using the "Hot Money" (in N Million)

Years

r-

...

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

Short Term Capital
Outflow
NMillion
76.8
116.4
62.4
9.2
136.7
15.2
32.2
84.2
96.3
6.1
145.4
96.4
2,444.1
1,361.9
10.4
2,030.2
1,745.2
8,467.7
6,567.8
18,254.0
24,945.7
3,124.6

Errors and Omission
N Million
46.6
117.4
57.2
197.5
3,102.2
157.5
339.0
527.2
1,293.6
1,868.9
2,402.5
3,020.8
1,398.3
301.3
354.9
349.1
767.7
1,226.6
1,382.0
1,003.9
1,247.8
969.1
Total

Total Estimate of
Capital Flight
NMillion
113.4
233.8
119.6
206.7
3,238.9
172.7
371.2
611.2
1,389.9
1,875.0
2,547.9
3,117.2
3,842.4
1,663.2
365.3
2,379.3
2,512.9
9,693.9
7,949.8
19,257.9
26,193.5
4,093.7
91,959.40
N92.0 billion approxi.

Source: Nigeria's Balance of Payment (BOP), Central Bank of Nigeria (CBN) - Several Years.
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The "Hot Money" measure of capital
flight estimates, the hot money elements
of the capital outflows by the non-bank
private sector and the errors and
omissions are classified as resident
capital outflows motivated by distorting
domestic policies (Dornbusch, 1988).
As alreadyhighlighted,capital flight
takes place in various ways. If there are
no exchange or capital controls in
operation, domestic residents simply
transfer funds abroad at the prevailing
exchange rate. Exchange controls may
increase the implicit costs of having
funds abroad, but experience shows that
such controls can be circumvented.
Common ways of doing this are underinvoicing of exports, over-invoicing of
imports and even outright smuggling of
commodities.
As long as the receipts from such
operations are kept abroad and not
recorded in the balance of payments
accounts, they represent wealth and
interest income loss to the country and
is clearly capital flight under our "Hot
Money Measure" and the channels in
which it moves, obtaining accurate and
direct information on the size of the
flows is quite difficult and this difficulty
is recognized in this paper.
From Table 4.1 highlighted above,
it is clear that Nigeria has lost a lot to
this "hydra-headed" problem, given the
naira value of92.0 billion lost to capital
flight during this period.

J9

Table 4.2
Capital Flight and Average Naira Exchange
Rates During the Period 1970- 1991
Year

(1)

Capital Flight
inN Million

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

113.4
233.8
119.6
206.7
3,238.9
172.7
371.2
611.2
1,389.9
1,875.0
2,547.9
3,117.2
3,842.4
1,663.2
365.3
2,379.3
2,512.9
9,695.9
7,949.8
19,257.5
26,193.5
4,093.7

(2)
US Dollar
Exchange Rate

0.7143
0.6955
0.6579
0.6579 .
0.6299
0.6159
0.6265
0.6466
0.6060
0.5957
0.5464
0.6100
0.6729
0.7241
0.7649
0.6938
2.0206
4.0179
4.5367
7.3916
8.0378
9.9095

Source: CBN: Monetary and StatisticalBulletin
(Several years).
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Table 4.3

US Dollar Equivalent of Capital Flight in
Nigeria Under the "Hot Money" Approach
(in $ US, Million)

Year

US ~ Equivalent
(in Million)

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
Total

158.75
336.16
181.79
314.18
4,141.92
280.40
592.50
945.25
865.44
3,147.56
4,663.07
5,110.l6
5,710.21
2,298.92
477.58
2,662.00
1,243.64
2,413.18
1,752.32
2,605.38
3,258.80
413.12
$44,583.00
or $44.6 billion Approx.

Source: Derived from Table 4.2 above by dividing
(1 by 2)
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Concluding Observations
Halting and eventually reversingcapital
flight in Nigeria is definitely a worthwhile venture, given its adverse
consequences on the economy. Unless
the effects of capital flight are fully
recognised, there is little chance that
policy actions can succeed in restoring
confidencein Nigeria's financialsystem.
The factors that have tended to
exacerbate the problem of "fleeing"
capital from Nigeria's domestic
economy must be tackled with
determination coupled with prudent
policy actions. Government must
appreciate the need to encourage
freedom of action in policy application,
guaranteeingadequateinbuilt incentives
to domestic entrepreneurs.
It is well-known that monetary
policy tightening effectively poses a
dilemma for flight capital, while
underscoringthe effortsof the authorities
to stabilise their external value. Of
course, the impact of policy tightening
will be to create new strains for the
domestic economy.
We have made it clear in this paper
that capital flight is a subset of capital
outflows that is due to excessive macroeconomic risk or structural distortion
such as financial sector repression,
distortionary taxation and poorly
enforced property rights. We also know
that foreign investors are presumably
solving a parallel optimisation problem,
constructingtheirportfoliosbased on the
same considerations as domestic
investors.
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For
this
reason,
financial
liberalisation may be associated with an
inflow of foreign investment,
as
foreigners rebalance their portfolios to
include the domestic asset. However,
just as high risk and repressed returns
may generate capital flight, these factors
may also inhibit foreign investment (Isu,
1993).
Within the period of study, Nigeria
is assumed to have lost resources in
excess of $45billion to capital flight.
There is no doubt therefore that capital
flight reduces welfare in the home
economy. Capital flight tends to
exacerbate
already
existing
macroeconomic instabilities as has been
the case in Nigeria. The element of
uncertainty in Nigeria's macro economy
occasioned by an unpredictable political
transition, unpredictable
economic
environment,
unpredictable
living
standards and unpredictable productivity
levels should be forcibly removed from
the Nigerian environment to make for a
reversal
of the capital outflows
syndrome.
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