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In December 2008 Global Financial Integrity released its groundbreaking analysis of Illicit Financial Flows
from Developing Countries: 2002 — 2006. We estimated such flows at $859 billion to $1.06 trillion a year.

We are pleased now to release our analysis of Illicit Financial Flows from Africa: Hidden Resource for Development.
This study examines the 39-year period from 1970 through 2008. Utilizing accepted economic models, namely the
World Bank Residual Method and IMF Direction of Trade Statistics, we estimate that such flows have totaled $854
billion across the period examined. This estimate is regarded as conservative, since it addresses only one form of trade
mispricing, does not include the mispricing of services, and does not encompass the proceeds of smuggling. Adjusting
the $854 billion estimate to take into account some of the components of illicit flows not covered, it is not unreasonable
to estimate total illicit outflows from the continent across the 39 years at some $1.8 trillion.

Much attention has been focused on corruption in recent years, that is, the proceeds of bribery and theft by
government officials. In the cross-border flow of illicit money, we find that funds generated by this means are about
3 percent of the global total. Criminal proceeds generated through drug trafhcking, racketeering, counterfeiting
and more are about 30 to 35 percent of the total. The proceeds of commercial tax evasion, mainly through trade
mispricing, are by far the largest component, at some 60 to 65 percent of the global total. While we have not
attempted in this study to verify these approximate percentages for Africa, we believe that they are likely to be of
roughly the same order of magnitude.

This massive flow of illicit money out of Africa is facilitated by a global shadow financial system comprising tax
havens, secrecy jurisdictions, disguised corporations, anonymous trust accounts, fake foundations, trade mispricing,
and money laundering techniques. The impact of this structure and the funds it shifts out of Africa is staggering. It
drains hard currency reserves, heightens inflation, reduces tax collection, cancels investment, and undermines free
trade. It has its greatest impact on those at the bottom of income scales in their countries, removing resources that
could otherwise be used for poverty alleviation and economic growth.

Addressing this problem requires concerted effort by both African nations and by western countries. The outflow
from Africa and the absorption into western economies deserve equal attention. Through greater transparency in
the global financial system illicit outflows can be substantially curtailed, thereby enhancing growth in developing
countries and at the same time stabilizing the economies of richer countries.

Global Financial Integrity thanks Dev Kar and Devon Cartwright-Smith for their work in producing this analysis.

Raymond W. Baker
Director, Global Financial Integrity
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A PROGRAM OF THE CENTER FOR INTERNATIONAL POLICY

ILLICIT FINANCIAL FLOWS FROM AFRICA:
HIDDEN RESOURCE FOR DEVELOPMENT

Prepared by Dev Kar and Devon Cartwright-Smith'

ABSTRACT

This paper presents an analysis of the volume and pattern of illicit financial flows from African countries over a
39-year period from 1970 to 2008. The paper makes a contribution given that existing research on long-term
trends in the pattern of illicit flows from African countries is rather scanty. The classification of African countries
used in this paper differs from that in the IMF’s World Economic Outlook; here, Egypt and Libya (members of
the African Union) are included under North Africa while the group of CFA Franc countries is distributed along
a geographical basis. The paper presents estimates of illicit financial flows from Africa and its various regions and
economic groupings during the 1970s, 1980s, 1990s, and the most recent nine-year period 2000-2008 for which
data are available. We find that illicit flows have not only grown on a decennial basis, cumulatively they have come
to far exceed the continent’s outstanding external debt at the end of 2008. The statistical analysis of long-term trends
brings out some interesting regional disparities in the pattern and growth of such flows. Utilizing the World Bank
Residual model and the IMF Direction of Trade Statistics, illicit outflows from Africa across the 39-year period
are estimated at US$854 billion. The authors point out that data limitation significantly understates the problem.
Making various adjustments to the estimate suggests that the volume of illicit flows over the period 1970 to 2008
may be closer to US$1.8 trillion. We argue that this staggering loss of capital seriously hampers Africa’s efforts at
poverty alleviation and economic development.

1 Dev Kar, formerly a Senior Economist at the International Monetary Fund (IMF), is Lead Economist at
Global Financial Integrity (GFI) at the Center for International Policy, Washington DC, and Devon Cartwright-
Smith is an Economist at GFI. The authors thank Raymond Baker and other staff at GFI for helpful comments.
Thanks are also due to the staff of the IMF’s Statistics Department for their assistance with balance of payments
data. Any errors that remain are the authors’ responsibility. The authors would welcome comments; citations should
refer to a Working Paper of Global Financial Integrity, a Program of the Center for International Policy (CIP). The
views expressed herein are those of the authors and do not necessarily reflect those of CIP or its board.
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| Introduction

The problem of illicit flows from Africa deserves serious consideration. As Governor Ndung'u (2007) of the
Central Bank of Kenya noted in his keynote address at a policy seminar of Governors of African central banks:

The costs of this financial hemorrhage have been significant for African countries. In the short
run, massive capital outflows and drainage of national savings have undermined growth by
stifling private capital formation. In the medium to long term, delayed investments in support
of capital formation and expansion have caused the tax base to remain narrow. Naturally and
to the extent that capital flight may encourage external borrowing, debt service payments also
increased and further compromised public investment prospects. Furthermore, capital flight
has had adverse welfare and distributional consequences on the overwhelming majority of
poor in numerous countries in that it heightened income inequality and jeopardized employment
prospects. In the majority of countries in the sub-region, unemployment rates have remained
exceedingly high in the absence of investment and industrial expansion.

A recent study produced by Global Financial Integrity (GFI) estimates illicit financial flows out of all developing
countries at $858 billion to $1.06 trillion a year. Among developing countries, Africa presents the most analytical
difficulties because countries with inadequate data account for nearly 37 percent of regional GDP? One thing
is certain: while African countries have had to shoulder a heavy debt burden, a number of researchers such as
Ndikumana and Boyce (2008), have shown that sustained illicit outflows have turned the continent into a net
creditor to the rest of the world.

Seminal research at GFI on the absorption of illicit funds (forthcoming) show that while some of the private
assets held outside their countries by developing country nationals may be legitimate, the bulk of such funds are
certainly not. This is because estimates of illicit capital outflows provided by economic models such as the World
Bank Residual model and the Trade Misinvoicing model (see Section II for a brief description) account for the bulk
of deposits reported by banks to the Bank for International Settlements (BIS) and by offshore financial centers.

The purpose of this paper is not to explain the factors that drive illicit financial flows or to carry out a series of
econometric tests seeking to determine their significance. There is a wealth of existing research on these subjects.
Rather, we analyze the long-term evolution of illicit flows from the continent and its various regional and economic
groupings. Thereby, we shed light on how such flows have affected particular groups of countries in terms of the size
of regional economies, populations, and inflows of official development assistance. Such an exercise has not been
carried out for African countries. In presenting this discussion of long-term trends in regional illicit flows, we also
point out certain common pitfalls in data interpretation.

2 See, lllicit Financial Flows from Developing Countries: 2002-2006, Dev Kar and Devon Cartwright-Smith,
Global Financial Integrity, December 2008, Washington DC.
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The paper is organized as follows. Section II presents a brief description of the two main economic models
used to estimate illicit flows—the World Bank Residual model and the Trade Misinvoicing model based on the
IMF’s Direction of Trade Statistics. We then explain the methodology and the rationale underlying the treatment
of estimates with reference to the traditional method used in past studies. Section III presents a discussion of the
long-term evolution of illicit flows starting with the 1970s through the 1980s, 1990s, and the 9-year period 2000-
2008. Then we draw out certain dominant regional patterns, ranking countries in terms of the volume of outflows
and comparing the results to a recent study by Ndikumana and Boyce (2008). Section IV presents a method to
correct for data inadequacies and gaps which understate illicit flows from developing countries. Note that we do not
account for illicit flows generated due to smuggling, violations of intellectual property rights, trade in narcotics and
other contraband goods, human trafficking, sex trade, and other illegal activities as they are outside the scope of this
study. Section V discusses the development impact of illicit flows. Finally, Section VI presents the main conclusions

of the paper.

I Models of lllicit Financial Flows

Illicit money is money that is illegally earned, transferred, or utilized. If it breaks laws in its origin, movement, or
use it merits the label.

Flight capital takes two forms. The legal component stays on the books of the entity or individual making the
outward transfer. The illegal component is intended to disappear from records in the country from which it comes.
By far the greatest part of unrecorded flows are indeed illicit, violating the national criminal and civil codes, tax laws,
customs regulations, VAT assessments, exchange control requirements, or banking regulations of the countries out
of which the unrecorded/illicit flows occur.

There are two main channels through which illicit capital, unrecorded in official statistics, can leave a country.
The World Bank Residual model captures the first channel through which illicit capital leaves a country through
its external accounts. The second type of illicit flows, generated through the mispricing of trade transactions, is
captured by the Trade Misinvoicing model which uses IMF Direction of Trade Statistics.

Specifically, the World Bank Residual model compares a country’s source of funds with its recorded use of funds.
Sources of funds—the countries inflows of capital—include increases in net external indebtedness of the public
sector and the net inflow of foreign direct investment. The net external indebtedness is derived by calculating
the change in the stock of external debt which was obtained from the World Bank’s Global Development Finance
database. Use of funds includes financing the current account deficit and additions to central bank reserves. Both
these data series along with data on foreign direct investment were obtained from the IMF Balance of Payments
database. According to the model, whenever a country’s source of funds exceeds its recorded use of funds, the
residual comprises unaccounted-for, and hence illicit, capital outflows.

Trade misinvoicing has long been recognized as a major conduit for illicit financial flows. By overpricing imports
and underpricing exports on customs documents, residents can illegally transfer money abroad. To estimate trade
misinvoicing, a developing country’s exports to the world are compared to what the world reports as having imported
from that country, after adjusting for insurance and freight. Additionally, a country’s imports from the world are
compared to what the world reports as having exported to that country. Discrepancies in partner-country trade data,
after adjusting for insurance and freight, indicate misinvoicing. However, note that this method only captures illicit
transfer of fund abroad through customs re-invoicing; IMF Direction of Trade Statistics cannot capture mispricing
that is conducted on the same customs invoice (for which we make an adjustment in Section IV).
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It should be noted, however, that the trade misinvoicing model can also yield estimates that are negative, suggesting
illicit inflows (i.e. unrecorded capital flowing into a developing country) through export over-invoicing and import
under-invoicing. This paper presents estimates of illicit financial flows based on the Gross Excluding Reversals
(GER) method rather than the traditional Net method. In the Net method, gross capital outflows are reduced by
gross capital inflows to derive a net position; the net positions (which can be negative) are then added to the World
Bank Residual model estimates. In contrast, under the GER method, only estimates of export under-invoicing and
import over-invoicing are included in the illicit flows analysis, while inward illicit flows (i.e., export over-invoicing
and import under-invoicing) are ignored. The rationale for the GER method is as follows.

First, the netting of illicit inflows from outflows is not realistic in countries with a history of governance issues,
political instability, and lack of prudent economic policies. As structural characteristics that drive illicit financial
flows are unlikely to swing back and forth, the GER method limits inward illicit flows to clear cases where flight
capital returns following genuine and sustained economic reform. Since legitimate traders do not often use the trade
misinvoicing mechanism to bring money into the country, the GER method is preferred in this paper rather than
the traditional Net method favored by Ndikumana and Boyce.

Second, the traditional method automatically equates all “wrong” signs as genuine reversals of illicit capital.
This flies in the face of macroeconomic reality. For instance, if substantial and sustained inflows of illicit capital
(above recorded capital inflows) were in fact true, then central bankers in developing countries should have been
complaining of the impact on inflation as well as the tendency of such inflows to appreciate the real effective
exchange rate. Instead, what we see is that inflation is mainly driven by well-known factors affecting the monetary
base while the domestic currencies of most developing countries have depreciated over time against most convertible
currencies like the US dollar. Macroeconomic theory holds that in general a reversal of capital flight is only likely
to occur when economic agents are convinced that the government has implemented lasting economic reforms and
there are improvements in governance and/or political stability.

Finally, the netting of inflows from outflows implies that a country somehow gains from illicit inflows which
therefore need to be set off against what the country loses through illicit outflows. In reality that is hardly the case as
any policy maker will tell us. Illicit inflows captured by these models are also unrecorded and hence the government
cannot tax them or use them for productive purposes. Nevertheless, we show that the differences in results found
in this study and one carried out by Ndikumana and Boyce (2008) are not all that different either in terms of the
volume of real illicit outflows from Africa or in the countries with the highest outflows.

One should bear in mind that there are a number of limitations underlying the two models used to estimate
illicit flows. First, no economic model that relies on official data to estimate illicit flows can capture the effects of
smuggling which entirely bypasses customs authorities and their recording systems. Smuggling tends to be rampant
when there are significant differences in cross-border prices in certain goods between countries that share a long and
porous frontier. The profits from smuggling often end up as part of outgoing illicit flows since smugglers seek to
shield their ill-gotten gains from the scrutiny of officials, even as smuggling distorts the quality of bilateral trade. As
a result, trade data distortions due to smuggling may indicate that there are inward illicit flows into a country when
in fact the reverse is true. Economic models that rely on official statistics also cannot capture illicit flows generated
through transactions in narcotics and other contraband goods, human trafficking, violations of intellectual and
property rights, and the sex trade because related financial flows are not recorded in any books. Hence, economic
models understate the actual volume of illicit flows to the extent that these types of illegal transactions are significant
for both developing and developed countries.

Second, some economists have argued that misinvoicing should be excluded from estimates of illicit financial flows
on the grounds that export under-invoicing and import over-invoicing behave quite differently from other conduits
of illicit financial flows. For instance, misinvoicing often takes place in response to high trade taxes and thus may
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be unrelated to illicit financial flows captured by other models. However, other economists have advanced equally
cogent arguments for including trade misinvoicing estimates. They argue that international trade often provides
an excellent conduit for illicit flows so that the exclusion of trade misinvoicing will seriously understate such flows.

Third, the trade misinvoicing model cannot capture illicit outflows generated through “same-invoice” faking.
Not all mispriced trade results in a difference between export and import values. When buyers and sellers collude
to misprice trade transactions within the same invoice, there is no recorded difference between export and import
values. This is the case in much of the abusive transfer pricing by multinational corporations, which often vary
invoices as needed to shift profits and capital across borders. In fact, transactions that are completely faked, without
any underlying reality, have become common and are especially difficult to estimate. The use of fake invoices is
prevalent in many countries where fake invoice vendors offer receipts to potential customers many of whom are
accountants, managers and salespersons either seeking to evade taxes for their companies or get reimbursed for their
personal expenses by their employers.

Finally, the World Bank Residual and Trade Misinvoicing models understate actual outflows of illicit capital
due to missing data, particularly for the earlier years. For instance, reliable data on external debt, foreign direct
investment, and Direction of Trade Statistics are not available for most African countries going back to 1970. For
many countries, only partial data are available, but a data gap in any part of the model’s inputs necessitates setting
that model’s estimate to zero for that year. For example, South Africa was the only country with sufficient balance
of payments data for the early 1970s, but as data on South Africa’s external debt are not available, the World Bank
Residual model could not be estimated prior to 1994.

Apart from technical and other limitations of economic models to fully capture illicit flows, we also note that
there may be a complicated relationship between trade misinvoicing and illicit financial flows. This is because
misinvoicing may be driven by other motives to circumvent trade restrictions or to take advantage of government
subsidies. For instance, if there are trade restrictions such as high import duties, imports may be under-invoiced to
lower the burden of customs duties. A further complication may arise if one were to consider the rate of income
taxation in relation to customs duties. If income taxes are higher than duties, an importer may still come out ahead
by paying high customs duties (by overpricing imports) so long as the loss in income or profit results in lower income
taxes that more than offset the higher customs duties. In Section IV, we attempt to correct for the underestimation
of illicit flows from some of these factors.

The relationship between trade misinvoicing and illicit financial flows can also become very complicated if there
are active black markets in foreign exchange operating within a country. If exchange rates in black markets are
attractive, an importer may over-invoice imports to reduce taxable income and then reap the additional profit from
exchanging it in the black market. These illicit profits can then be transferred abroad through one or more of the
conduits of illicit flows with which the importer is familiar. On the export side, illicit financial flows are common
when the black market premium is higher than the export subsidy. It will then be attractive to raise the necessary
foreign exchange on the black market.

The complexities of estimating illicit flows notwithstanding, statistical issues underlying bilateral trade data could
also create difficulties in estimation. Compilers of international trade statistics recognize that differences in recording
systems and the proper identification of the origin and destination of goods—particularly in an increasingly globalized
world where component parts to a final product might originate from a number of countries—can complicate the
identification and recording of an accurate country of origin for goods. Moreover, as Kar (1986) finds, floating
exchange rates can introduce significant exchange conversion-related discrepancies due to non-uniform conversion
procedures and long transit times in the exports and imports of certain heavy machinery or bulk container goods
between trading partners.
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Il The Pattern and Evolution of llicit Flows from Africa

Existing research shows that African countries have experienced massive outflows of illicit capital mainly to
Western financial institutions. In fact, Ndikumana and Boyce (2003, 2008) among others find that the continent
as a whole has turned into a net creditor to the world. The irony is not lost on bilateral and multilateral creditors
who have together provided Africa with substantial and growing amounts of external aid over several decades.
Other researchers such as Collier, Hoeffler and Pattilo (2001) point out that many African investors seem to
prefer foreign over domestic assets to the extent that the continent now has the highest share of private external
assets among developing regions with serious ramifications for self-sustaining economic growth which allow

countries to graduate from aid dependence.

Estimates presented in Table
1 show that over the 39-year
period Africa lostan astonishing
US$854 billion in cumulative
capital flight—enough to not
only wipe out the region’s total
external debt outstanding of
around US$250 billion (at
end-December, 2008) but
potentially  leave ~ US$600
billion for poverty alleviation
and economic growth. Instead,
cumulative illicit flows from the
continent increased from about
US$57 billion in the decade of
the 1970s to US$437 billion
over the nine years 2000-2008.

In order to analyze the long-
term trend in illicic flows from
the continent, we deflate the
nominal series by the World
consumer price index, base
2004. While Ndikumana
and Boyce (2008) also used
2004 prices, they deflated
nominal illicic flows by the
U.S. producer price index. A
plot of the two series on real
illicit flows over 1970-2004
(Chart 1) for the Sub-Sahara
region shows that they move in
tandem, except for 2004 when
the Ndikumana and Boyce
series plunge dramatically.
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While the overwhelming bulk of this loss in capital through illicit channels over the period 1970-2008 was from
Sub-Saharan African countries, there are significant disparities in the regional pattern of illicit flows (Chart 2).
For example, capital flight from West and Central Africa, by far the dominant driver of illicit flows from the Sub-
Saharan region, is mainly driven by Nigeria which is also included in the economic group “fuel exporters”. In fact,
the proportion of illicit flows from West and Central African states may be somewhat overstated, given that other
regions of Africa include many countries that are poor reporters of data and thereby understate their contributions to
illicit flows. For example, flows from the Horn of Africa (represented by the narrow red sliver in Chart 2) are likely to
be understated particularly in the earlier decades due to incomplete balance of payments and bilateral trade data from
Eritrea, Somalia, and Sudan, which have been historically unstable and prone to conflict. By the same token, civil
strife for some periods in the Democratic Republic of the Congo, Rwanda, and Uganda are reflected in incomplete
and poor quality data which likely

understate the volume of illicit flows
from the Great Lakes region. Hence,
the long-term evolution of illicit lows
from the different regions of Africa
need to be interpreted with caution
in light of such data deficiencies.

The averages presented in Table
1 are calculated for countries and
periods with illicic flows so as not
to understate average illicit flows by
counting zero model estimates due
to missing data. With this caveat in
mind, the estimates indicate that
Africa lost around US$29 billion per
year over the period 1970-2008, of
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which the Sub-Saharan region accounted for $22 billion. On average, fuel exporters including Nigeria lost capital at
the rate of nearly $10 billion per year, far outstripping the $2.5 billion dollars lost by non-fuel primary commodity
exporters per year. Annual average rates of illicit outflows from Sub-Saharan Africa registered a sharp increase in the
9-year period 2000-2008 relative to the earlier decades. This was driven mostly by increased average outflows from
the West and Central Africa and Southern regions. A large part of this sharp increase in illicit flows seems to have
been financed by rising income levels.

Table 1 also shows that real illicit flows from Africa grew at an average rate of 12.1 percent per annum over the 39-
year period. Some of the acceleration in illicit outflows was undoubtedly driven by oil price increases and increased
opportunities to misprice trade that typically accompany increasing trading volumes due to globalization. The
rates of outflow in illicit capital for West and Central Africa (14.5 percent) as well as Fuel-exporters (21.8 percent)
over the entire period 1970-2008 reflect substantial outflows from Nigeria and Sudan. The acceleration of illicit
outflows in 2000-2008 from both these regions coincide with unprecedented increases in oil prices. This seems to
corroborate Almounsor (2005), who found a significant link between oil price increases and capital flight.

Table 2 presents estimates of illicit financial flows in relation to GDP, population, and official development
assistance (ODA). The top half of the table shows the ratio of cumulative illicit flows to end of the decade population.
For instance, at the end of 2008, every African lost $989 through total illicit capital that was transferred over the
39-year period. Note that the loss seems to be particularly acute in relation to the 1970s because estimates of illicit
outflows for that decade are biased downwards due to missing data.

Chart 3 shows that illicit flows
from Africa increased from around
2 percent of GDP in 1970, peaks
at around 11 percent in 1987,
falling sharply to below 4 percent
for much of the 1990s, rising
again to 8 percent of GDP in
2007 before declining to around
7 percent in 2008. The decline
in the last year was due to much
faster rates of economic growth
in a few large countries. In fact,
Sub-Saharan Africa as a whole
registered the highest GDP growth
rates in over 30 years during the
period 2000-2008, underpinned
by high commodity prices,
improved macroeconomic policies,
and structural reforms in a number
of countries. The acceleration in
growth was mainly driven by oil-
producing countries with capacity
increases in Angola and the
Republic of Congo and new production in Mauritania. However, during this 9-year period when Sub-Saharan
Africa enjoyed its strongest period of sustained economic growth, the pace of illicit flows from the region also
accelerated relative to previous decades (Table 1). According to an IMF (2000) study, faster economic expansion
with rising income levels can actually drive capital flight if growth is not accompanied by genuine economic reform
and better governance.
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It would be erroneous to
conclude that things have started
to stabilize in the most recent year
because illicit flows have declined
as a percent of regional GDP. As
noted previously, this merely
reflects the fact that Africas GDP
growth outpaced the growth in
such flows due to the boom in oil
and primary commodity prices.
But the current global economic
crisis may reduce aid flows to the
region because donor countries

themselves are mired in severe

recessions. A reduction in aid flows could have serious repercussions in countries where external aid provides
significant budgetary support.

Per capita, the North Africa region (comprising of Algeria, Egypt, Libya, Morocco, and Tunisia) lost $1,767 in
investable capital over the 39-year period with Southern Africa and West and Central Africa following closely behind
at approximately $1,334 and $1,313 per capita, respectively. Again, except for the dip in the 1990s, the loss of illicit
funds per capita has been steadily increasing over the period across most regions of Africa in spite of the high rates
of population growth prevalent throughout the continent.

The ratio of illicit flows to official development assistance as shown in the bottom half of Table 2, provides a
somewhat misleading picture of the seriousness of the issue of capital flight from Africa. For the region as a whole,
illicit outflows outpaced official development assistance by a factor of around 2 to 1 for most of the historical period.
For some regions like North Africa or West and Central Africa, however, that ratio rose to slightly more than 3 to
lin the 1980s and during 2000-2008. The comparatively low ratios are not only because illicit flows are understated
for many regions due to missing data but also because Africa is the largest recipient of external aid in the world.

How do some of these estimates compare with past research? While a number of past studies present evidence
of substantial illicit financial flows from Africa, the study by Ndikumana and Boyce (2008) is the most recent and
comprehensive one on the subject. They estimate illicit flows (or illegal capital flight) for a sample of 40 Sub-Saharan
African (SSA) countries over the period 1970-2004 and find evidence of a “revolving door” effect between the
contracting of external debt and illicit outflows. Over the 35-year period, real capital flight (in 2004 dollars) from
the SSA countries amounted to $420 billion, which would jump to $607 billion if one were to include imputed
interest earnings.

In contrast, we adopted a conservative approach to estimating capital flight in that we omitted a country from the
total if we deemed that its data were unreliable or if some of the data were incomplete. For the same sample size and
time period as the Ndikumana and Boyce study, we find that Sub-Saharan Africa as a whole lost US$282 billion in
real 2004 dollars over the period 1970-2004; extending the period to 2008 sharply increased the cumulative total
to US$533 billion.

A few points regarding our estimates versus those derived by Ndikumana and Boyce are in order. The lower figure
for 1970-2004 (relative to that found by Ndikumana and Boyce) reflects our extremely conservative approach to
measuring capital flight in that we set to zero those flows that cannot be supported by complete data on balance of
payments or the Direction of Trade Statistics. Also, upon closer analysis of country data, we find that illicit outflows
from Nigeria alone had increased to US$50 billion in 2008. In our experience, the balance of payments data
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reported by Nigeria are subject to significant revisions after a lag of 2-3 years. Hence, it remains to be seen whether
subsequent revisions to underlying official data on Nigeria corroborate such a high volume of illicit flows in 2008.

On balance, our findings corroborate Ndikumana and Boyce in that the stock of private assets held abroad by
Sub-Saharan Africans exceeds the combined stock of the region’s external debt, thereby making it a net creditor to
the world. This finding is not surprising given that, except for a small decline in the 1990s, average illicit flows from
the continent have been ratcheting upwards every decade since the 1970s (Chart 4).

Next, we rank African countries by the size of cumulative illicit flows from 1970-2004, deflated to 2004 dollars,
and compare our results with those of Ndikumana and Boyce. The following observations can be made keeping
in mind that while the Ndikumana and Boyce study focuses only on Sub-Saharan Africa, our sample also includes
countries in North Africa (Algeria, Egypt, Libya, Morocco, and Tunisia):

® Despite the difference in sample and significant data issues, 15 of the top 20 countries with cumulative
illicit outflows (Angola, Cameroon, Republic of Congo, Céte d’Ivoire, Ethiopia, Gabon, Ghana, Madagascar,
Mozambique, Nigeria, South Africa, Sudan, Tanzania, Zambia, and Zimbabwe) are identified by both studies
(Charts 5 and 6 on page 19).

® Both studies find Nigeria at the top of the list of countries with the highest cumulative illicit flows over the
period 1970 to 2004. However, while Ndikumana and Boyce find that illicit flows from South Africa (the
largest economy in Sub-Saharan Africa) are lower than from much smaller economies such as Cameroon
and Coéte d’Ivoire, we find that illicit flows from South Africa was the fifth highest after Egypt, Algeria, and
Morocco (in North Africa).
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®  Of the five countries unique to our list (Egypt, Algeria, Morocco, Tunisia, and Kenya), illicit flows from each
of the first three are much higher than any of the five remaining countries in the Ndikumana and Boyce
paper (Democratic Republic of Congo, Uganda, Sierra Leone, Rwanda, and Burkina Faso). Only Kenya
could possibly have shown up in the Ndikumana and Boyce list of top-20 countries while the others on our
list are outside their sample of countries. In fact, illicit flows from Kenya are higher than any of the last four
remaining countries in the Ndikumana and Boyce study. It is interesting to note that while the Ndikumana
and Boyce study does not find Kenya as one of the top 20 countries with illicit flows, our finding corroborates
an IMF (2000) study that trade misinvoicing is a significant problem for Kenya.

[ Adjustment for the Underestimation of lllicit Flows

For reasons pointed out in Section II including limitations of economic models, there is no question that illicit
financial flows are significantly understated. In this section, we attempt to correct for some of the factors responsible
for the underestimation while clearly recognizing the limitations of such methods. It should be noted that adjustments
to include illicit flows generated through illegal activities such as smuggling, trade in narcotics and other contraband
goods, human trafficking, the sex trade, and other illegal activities, are outside the scope of this paper. Nevertheless,
the exercise provides some guide to the margins of error associated with the estimation of illicit flows. Table 3 (page
20) presents the adjusted estimates in the following sequence of calculations.
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First, the GER estimates of trade misinvoicing in goods is adjusted to also include international trade in services
that are not covered by IMF’s Direction of Trade Statistics. The services factor is derived as the ratio of world trade
in services (IMF Balance of Payments line 78addZF plus line 78aedZF) to world trade in goods (world exports plus
imports). The GER estimates of trade misinvoicing involving goods are then “bumped up” by the services factor to
come up with total trade misinvoicing in goods and services.

Next, as noted earlier, the IMF’s Direction of Trade Statistics used in the Trade Misinvoicing model does not
capture same-invoice faking. Hence, total trade mispricing estimates are further adjusted for “same-invoice” faking
by assuming that such faking is at least equal to re-invoiced trade mispricing.> At this stage, the cumulative illicit
flows from Africa over the period 1970-2008 amount to nearly US$1 trillion.

Next, we add the World Bank Residual, CED, model estimates to this subtotal to derive total illicit flows for all
African countries that have reported data to the IMF and the World Bank. Total illicit flows from African countries
that report data to the Fund and the Bank are estimated at US$1.4 trillion.

Finally, we adjust this total for the number of African countries that do not report either balance of payments or
external debt data. We assume that illicit flows from the countries with missing data bear the same ratio to GDP as
they do for countries that report the data.

As a result of these adjustments, total illicit flows from Africa over the period 1970-2008 more than double from
US$854 billion to US$1.8 trillion. While this is a staggering volume of illicit outflows, it is likely to be still higher

if we were to include flows due to other illegal activities.

3 There are reasons to believe that because same-invoice faking is much more difficult to detect due to word-
of-mouth collusion between traders, such practices may be more frequent than re-invoiced trade mispricing. Hence,
the assumption that the incidence of same-invoice faking is at least equal to re-invoiced trade, is conservative.
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I The Development Impact of [llicit Flows

The enormity of such a huge outflow of illicit capital explains why donor-driven efforts to spur economic
development and reduce poverty have been underachieving in Africa. Policy measures must be taken to address
the factors underlying illicit outflows and also to impress upon the G-20 the need for better transparency and
tighter oversight of international banks and offshore financial centers that absorb these flows.

Research at Global Financial Integrity shows that the massive outflows of illicit capital are not just due to sub-
optimal policies in individual developing countries but rather that such policies find synergy in deep flaws within
the global financial system. Take for example a simple indicator of aid effectiveness. According to recent studies
by GFI and other researchers, developing countries lose at least $10 through illegal flight capital for every $1 they
receive in external assistance. The comparable ratios for African countries are misleadingly low not only because
of data deficiencies but also due to the fact that they receive a disproportional share of development assistance
provided to developing countries.

So long as illicit capital continues to hemorrhage out of poor African countries over the long term at a rapid
pace, efforts to reduce poverty and boost economic growth will be thwarted as income distribution becomes ever
more skewed leading to economic and political instability.

The current global financial crisis, which has generated a world-wide public backlash against the lack of
transparency and excesses of financial institutions, offers both African and rich donor countries an historic
opportunity to address the problem of illicic flows and absorption of such flows in the world’s shadow
financial system. The existing global financial system shaped by liberalization and deregulation of financial
markets have instead ended up generating ever-rising illicit flows and loss in government revenues. As several
researchers have noted, economic growth without credible reform could lead to more, not less, capital
flight, as the increase in incomes would simply finance the increased accumulation of foreign assets. Hence,
prudent macroeconomic policies such as lower fiscal deficits, reduced monetary expansion, positive real
rates of interest, and an appropriately valued exchange rate are crucial to improving the attractiveness of
domestic investments relative to the illicit transfer of capital abroad in search of better risk-adjusted rates of
return. However, sound economic policies also need to be complemented by strengthened institutions, the rule
of law, and better governance if policymakers are to curtail illicit financial flows on a lasting basis.

According to the United Nations’ Millennium Development Goals (MDGs), $348 billion will be needed
to cover MDG costs by 2010 and $529 billion by 2015. In fact, the United Nations report World Economic
Situation and Prospects 2010 notes that a large gap still separates Africa from its MDGs. By all accounts,
official donor aid commitments will probably fall well short of the required funding of MDGs leaving open
the serious possibility that related targets will recede even further. Hence, if the problem of illicit flows is
not addressed as a matter of high priority, the poor will likely experience a further decline in access to basic
services in the face of grinding poverty. The time is right for African countries to not only implement strong
economic and governance measures to curtail illicit flows but to impress upon the G-20 the need to correct their
failures in oversight and regulation that have facilitated the absorption of illicit flows and contributed to the
current economic crisis.
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) Conclusions

This paper uses two well-established models, the World Bank Residual (CED) model and the Trade Misinvoicing
model (Gross Excluding Reversals or GER method using bilateral IMF Direction of Trade Statistics) to estimate

the volume of illicit flows from African countries. We put forward arguments why the traditional model used by

Ndikumana and Boyce may seriously understate illicit outflows because they “overcorrect” by treating all reversals as

if they are genuine. The following are the major findings of this paper:
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In spite of the differences in the methodology of estimating illicit flows, our findings corroborate Ndikumana
and Boyce in that the stock of private assets held abroad by Sub-Saharan Africans exceed the combined stock
of the region’s external debt making it a net creditor to the world. Over the period 1970-2008, Africa lost
US$854 billion in cumulative capital flight—enough to not only wipe out the region’s total outstanding
external debt but leave US$600 billion for poverty alleviation and economic growth.

While the overwhelming bulk of this loss in capital through illicit channels over the period 1970-2008 was
from Sub-Saharan African countries, there are significant disparities in the regional pattern of illicit flows.
The West and Central Africa region, which includes Nigeria, is by far the dominant driver of illicit flows
from the Sub-Saharan region. Nigeria’s influence is also behind illicit flows from the group of “fuel exporters”.
However, the lack of data related to countries in other groups actually overstates the proportion of West and
Central Africa in illicit outflows. Hence, the long-term evolution of illicit flows from the different regions of
Africa need to be interpreted with caution in light of these data gaps.

Ilicit flows from Africa grew at an average rate of 11.9 percent per annum in real terms over the 39-year
period. In fact, illicit flows grew in real terms in every single decade except in the 1990s when real rates
declined across every region.

Sub-Saharan Africa registered the highest growth rates in over 30 years during the period 2000-2008
underpinned by high commodity prices, improved macroeconomic policies, and structural reforms in a
number of countries. The acceleration in growth was mainly driven by the oil-producing countries with
capacity increases in Angola and the Republic of Congo and new production in Mauritania. However, during
the last nine years of the study 2000-2008, when Sub-Saharan Africa enjoyed its strongest period of sustained
economic growth, the pace of illicit flows from the region also accelerated relative to previous decades. Some
of the acceleration in illicit outflows was undoubtedly driven by oil price increases and increased opportunities
to misinvoice trade that typically accompany increasing trading volumes. The rates of outflow in illicit capital
for West and Central Africa (20.4 percent) as well as Fuel-exporters (21.8 percent) over the entire period
1970-2008 reflect substantial outflows from Nigeria and Sudan.

We also analyzed trends in illicit flows in relation to GDP, population, and official development assistance
(ODA). The results need to be interpreted with caution because some of the estimates, particularly for the
earlier period, are biased downwards due to missing data. The paper finds that the ratios for 2000-2008 take
a sharp dip because of the much faster rates of growth during this period even though IFFs have actually
increased substantially over this nine-year span.

Past studies have also shown that Sub-Saharan Africa has lost a huge amount of capital through illicit flows.
Measuring the total cumulative volume of capital flight over a period as percent of end-period GDP, Hermes
and Lensink (1992) found that the burden of capital flight as a percent of GDP (61 percent) was higher for
Sub-Saharan Africa than for Latin America (22 percent). Ndikumana and Boyce found that total capital
flight from Sub-Saharan Africa over the period 1970 to 2004 accounted for nearly 82 percent of the total
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regional GDP in 2004. By way of comparison, this study found that Africa as a whole (which includes the
North African countries Algeria, Egypt, Libya, Morocco, and Tunisia) lost about 56 percent of its total 2008
GDP through illicit flows over the 39-year period in question. As growth picked up significantly in the most
recent decade driven by the boom in oil and commodity prices, the illicit flows to GDP ratios have started to
come down but it would be erroneous to conclude that this is a harbinger of lower illicit flows in relation to
the size of African economies.

The North Africa region (comprising of Algeria, Egypt, Libya, Morocco, and Tunisia) lost more than $1,767
in investable capital per capita over the 39-year period with Fuel-exporters and Southern Africa following
closely behind at $1,570 and $1,334 per capita, respectively. Again, except for the dip in the 1990s, the loss
of illicit funds per capita has been steadily increasing over the period across different regions of Africa in spite
of the high rates of population growth prevalent throughout Africa.

The ratio of illicit flows to official development assistance provides a somewhat misleading picture of the
seriousness of the issue of capital flight from Africa. For the region as a whole, the ratio hovers at around 2 to
1 for most of the historical period although for some regions like North Africa and West and Central Africa,
the ratio exceeded 3 to 1 in the 1980s and 2000s. The comparatively low ratios belie the fact that while illicit
flows are understated for many regions due to missing data, the continent itself is the largest recipient of
external aid in the world.

According to Ndikumana and Boyce (2008), over the period 1970-2004, illicit flows from 40 Sub-Saharan
African (SSA) amounted to $420 billion in 2004 dollars. We adopted a conservative approach to estimating
capital flight in that we omitted a country from the total if we deemed that its data were unreliable or if some
of the Direction of Trade data were incomplete. While we found that Africa as a whole lost US$374 billion
in real 2004 dollars over the same period 1970-2004, extending the period to 2008 sharply increased to
cumulative total to US$637 billion (see Statistical Appendix).

We rank African countries by the size of cumulative illicit flows from 1970-2004 deflated based on 2004
dollars and compare our results with those of Ndikumana and Boyce. In spite of the above difference
in sample and significant data issues, 15 of the top 20 countries with cumulative illicit outflows (Angola,
Republic of Congo, Cameroon, Céte d’Ivoire, Ethiopia, Gabon, Ghana, Madagascar, Mozambique, Nigeria,
South Africa, Sudan, Tanzania, Zambia, and Zimbabwe) are identified by both studies.

Both studies place Nigeria at the top of the list of countries with the highest cumulative illicit flows over the
period 1970 to 2004. However, while the Ndikumana and Boyce paper estimates less illicit flows from South
Africa, the continent’s largest economy, than from comparatively smaller economies such as Cameroon and
Cote d’Ivoire, we find that illicit flows from South Africa was the fifth highest (after Nigeria, Egypt, Algeria,
and Morocco in descending order).

Of the remaining five countries on our list (Egypt, Algeria, Morocco, Tunisia, and Kenya) illicit lows from
each of the first three are much higher than any of the remaining five countries included in the Ndikumana
and Boyce paper (Democratic Republic of Congo, Uganda, Sierra Leone, Rwanda, and Burkina Faso in
descending order of magnitude). Illicit flows from Kenya are higher than any of the last four remaining
countries in the Ndikumana and Boyce study.

There is no question that illicit flows are understated due to the reasons pointed out in Section II. Hence, we
attempted to correct for some of the factors responsible for the underestimation while clearly recognizing the
limitations of such approximations. As a result of these adjustments, total illicit flows from Africa over the

period 1970-2008 more than doubled from US$854 billion to US$1.8 trillion.
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Staggering as this amount is, the estimate still does not include illicit flows generated due to smuggling, trade
in narcotics and contraband, violations of intellectual property rights, human trafficking, sex trade, and other
illegal activities. It is not surprising why donor-driven efforts to spur economic development and reduce
poverty have been underachieving in Africa and other parts of the developing world. Policy measures must
be taken to address the factors underlying illicit outflows. In addition, African countries must impress upon
the G-20 the need for better transparency and tighter oversight of international banks and offshore fi