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Abstract 

This study investigates dwindling foreign direct investment in developing nations of Africa as a 

consequence of capital flight perpetrated mostly by Multinational Corporations (MNCs). Secondary data 

was employed for this study in the following countries; Nigeria, Gabon, Botswana, Cameroon and South 

Africa from 2005-2014. The study adopted ordinary least square regression analysis to test the hypothesis 

of the study. The result from the regression analysis shows that capital flight repatriation has significant 

impact on foreign direct investment which represents t-statistic of 2.531 with F- statistic = 21.70; R2 = 

0.837, and R-2 = 0.701 with the p-value 0.016 < 0.05%. It can be deduced from the result obtained that 

the constant parameter in the long run is positive. This implies that if all the explanatory variables are 

held constant, foreign direct investment (FDI) will increase thus bringing about increased employment 

generation, increase Gross Domestic Product (GDP) of these nations, decrease interest rates, impact 

positively on exchange rates as well as help in nation building in less developed nations. This study 

concluded that capital flight has a significant impact on dwindling foreign direct investment in developing 

nations of Africa. It therefore, recommended that foreign investors and MNCs should be meant to stop 

illicit outflows via capital flight throughmore stringent international tax laws aimed at entrenching 

transparency on how MNCs file in their tax liabilities. Finally Governments should establish public 

registries of verified beneficial ownership information on all legal entities, and all banks should know the 

real beneficial owners of any account in their financial institution. Government authorities should adopt 

and fully enforce all of the Financial Action Task Force’s (FATF) anti-money laundering 

recommendation.Governments should oblige multinational companies to openly make known their 

revenues, profits, losses, sales, taxes paid, subsidiaries, and staff members levels on a country-by-country 

basis including ensuring that all countries take part in the automatic exchange of tax information as 
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endorsed by OECD and G20. As regards trade mis-invoicing, trade transactions involving a tax haven 

should be treated with the highest level of examination by customs agencies. 

Keywords: Illicit Financial Flows, Tax Evasion, Tax Avoidance, Multinational National Companies 

 

Introduction 

According to Service Centre for Development and Cooperation (2010), illegal capital flight 

is frequently perpetrated via tax havens by MNCs. The World Bank Group (2017) noted that the 

term ‘Illicit Financial Flows (IFF) began to be closely associated with capital flight repatriation to 

explain a number of illegal cross border activities and it is recently being used to describe 

movement of capital or activities or more clearly money that is illegally earned, transferred or 

used across borders. This study has adopted the two terms ‘illicit financial flows and capital flight 

repatriation’ because of the controversies/debates surrounding the thin line between the two terms 

and the argument remains inconclusive and almost the same as we shall see below. The dimension 

and the problem of illicit financial flows/capital flight repatriation is huge considering the financial 

quantification. 

Globally the estimates show that illicit flows/capital flight repatriation has grown 

substantially and it is difficult to quantify given the illegality of the flows and the underlying 

activities. Even according to conservative estimates, about €1,200 billion crosses nations’ borders 

illicitly yearly. In 2008, it was estimated that the sum leaving the borders of developing countries 

is estimated to consist of over 50% of this, i.e. between €680 and €800 billion. By way of 

comparison, the development assistance paid by rich countries to developing countries was €80 

billion same year 2008, and so is only ‘a ninth or tenth part’ of the wealth that flows in the opposite 

direction illicitly. The examples of Sub-Saharan Africa exemplify how serious the condition looks. 

About €340 billion left the borders of this world’s poorest region from 1970 to 2004. The foreign 

debt of the countries of the region in 2004 amounted to €183 billion. With interest the sum 

increased to €490 billion (Service Centre for Development and Cooperation, 2010). 

Furthermore, Global Financial Integrity (GFI) (2014) provides estimates of the illicit 

flows/illicit financial flows (IFFs) out of the developing world or illicit outflows in 2014. It 

reported that outflows are estimated to have ranged between $620 billion and $970 billion. 

Similarly Global Financial Integrity (GFI) (2017), estimates that developing countries lose almost 

US$ one trillion per year.  

The Economic Commission for Africa of the United Nations (ECA) (2010) has used trade 

statistics to estimate that between 2001 and 2010 African countries lost up to US $407 billion from 
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trade mispricing only. Despite the fact that it is difficult to estimate the exact figures being lost 

through IFFs/capital flight repatriation, available statistics by GFI and ECA show a rising trend in 

the ugly development between 2001 and 2013 even beyond. 

Foreign direct investment (FDI) has been the largest single source of external finance for 

developing countries since 1993.  Indeed, in 1995, the share of developing countries in global 

Foreign Direct Investment (FDI) inflows reached an historic high of 38%. Capital flight from 

developing countries is also more complex than was previously thought. For Latin America alone, 

residents are estimated to have lost about $300 billion in capital abroad via capital flight 

repatriation/illicit outflows (Kuczynski, 1992) in (Princeton Studies in Int’l Finance, 1996).  

 Therefore the losses incurred by African countries rise significantly even though Africa’s 

share of outward illegal financial flows of developing countries is about 4.6% to 7.2% (GFI,2017). 

Raymond Baker, who heads the International Task Force on International Integrity and Economic 

Development and the Global Financial Integrity research programme, has stated that capital flight 

repatriation is the single most harmful economic problem for developing countries and transitional 

economies.  

This monstrous illegal cross-border (IFFs/capital flight repatriation) challenge is entrenched 

through tax haven practices by MNCs, tax evasion and avoidance, corruption, organized crime, 

fraud in international trade through misinvoicing, illegal exploitation of natural resources and 

diversion of public fund from priorities. Other forms through which illicit outflows occur include 

illegal logging, fishing and mineral extraction and these impoverish individuals and communities 

that rely on these resources for their survival. 

Consequent upon illicit financial flows (IFFs), there arise political and economic security 

challenges around the world especially in developing countries. Poverty, economic retardation, 

poor standard of living and general underdevelopment in all ramifications have become the norm 

in developing world. IFFs reduce domestic resources and tax revenue needed to fund poverty-

reducing programmes and infrastructure in developing countries. It goes further to erode resources 

thereby constraining poverty reduction and shared prosperity (The World Bank 

Group/International Bank for Research and Development/International Development Agency, 

2017). Developing countries have fallen victim of capital flight repatriation perpetrated by 

developed nations mostly through their agents, that is, multinational corporations. Though these 

multinational companies are welcome by their host developing countries with a view to speeding

up development in all ramifications and increasing  FDI, studies as stated above have shown that 

unknowingly to these developing countries, huge sum of capital/resources are illegally transferred 
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to the countries of origin or parent companies of these MNCs abroad through their subsidiaries 

abroad in order to avoid/avert filling in their tax liabilities to their host governments thereby 

robbing these developing nations of their resources through various tax havens practices and other 

illegal cross border practices. These developments render the citizenry and economy of developing 

nations poor as well as inhibit development. I lieu of these, it is the purpose of this study to 

investigate as a way of filling a gap, why foreign direct investments and valuable natural resources 

dwindle in developing countries where MNCs operate leading to constraints in poverty reduction 

programmes and developmental strides in these nations; despite the claims of MNCs that they 

attract developments.  

 

Conceptual Framework 

Illicit Financial Flows/Capital Flight Repatriation Explained: 

   There is a growing degree of familiarity with the term ‘illicit financial flows’, but there is still 

no global census regarding its definition. For instance, the World Bank Group (2012) defines illicit 

financial flows (IFFs) to relate both the flow of illegitimate funds and assets across borders and the 

core activities that generate the flows. It includes money and activities that have a lucid relation with 

illegality such as corruption, illegal natural resources exploitation, smuggling and trafficking, money 

laundering, tax evasion and fraud in international trade. There is an ongoing debate on which 

commercial activities represent illicit outflows or capital flight repatriation. For example, World 

Bank Group (WBG) is of the opinion that tax avoidance activities such as legal tax planning and 

optimization do not belong to IFFs/capital flight repatriation. This is dissimilar from ‘IFFs’ that arise 

through the fraudulent mis-pricing of goods that take place between independent parties/subsidiaries, 

illegal transfer pricing within multinational corporations or fictitious transactions.   

Leonce Ndikumana, Director, Peri's African Policy Program, described capital flight or illicit 

outflows as the money that leaves a country which is unaccounted for or unrecorded . And most of 

the times it is money that is leaking out of the country because the owners are not willing to disclose 

the sources of the funds, which may have been acquired illicitly. So it is basically a net loss to the 

country. It is resources that could have been invested in the country to promote investment, 

employment creation, and economic growth. These resources are suddenly forced to develop wings 

to fly away midnight or evaporate like gas, unnoticed.  

         Furthermore, Service Centre for Development and Cooperation (2010), explained capital flight 

repatriation/illicit outflows as illicit wealth that is earned, transferred or used the contravention of a 

country’s laws. It can be referred to as wealth whose origin is connected with illegal activity, such as 
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corruption, the illicit manufacture of goods, other varying forms of crime; it includes concealing a 

company’s wealth from a country’s tax authorities. The definition is used here of illicit or illegal 

financial flows (or illegal capital flight) comes from the Global Financial Integrity studies, whose 

figures have been used by many different development policy organisations, including the World 

Bank. In practice, the majority of unrecorded financial flows contravene the laws of one country or 

another, which is why it is reasonable to speak of illegal capital flight. The High-Level-Level Panel 

and GFI divide IFFs into three categories based on the source of the flow and that is captured in a 

study by Service Centre for Development and Cooperation (2010) as flows: 

a. Corruption: This was the focus of a wide-range of talk during the 1990s, which accounts only for 

3-5% of all these money/illicit outflows.   

b. International Crime: This includes drug and human trafficking, money laundering et cetera 

which accounts for about 30%. 

c. Illegal commercial capital flight via tax evasion by multinational companies is clearly of greatest 

significance. This account for about 64% of capital flight repatriation/illicit outflows. 

In this case, funds are transferred from a company to subsidiariessited in a number of tax havens at 

exceedingly high orlow prices. Byinvestments in tax haven companies, the investors canconceal their 

true identity. For example, allowing them to enjoy the benefitfrom special treatment targeted to 

overseas investors.A similar process can be used for launderingmoney.For example, in the case of 

China it is estimated thatas much as a quarter of capital illegally taken out of thecountry returns as 

foreign investments. China is famous as a country of origin of huge illicit financial flows. It is 

estimated that up to €80 billion of taxable income evaporates from China each year. Some 

multinational companies engaging in illegal capital flight are situated and do business in emerging 

economies. Unfortunately, about 80–90% of illegally taken capital leaves developing countries 

permanently through these MNCs that claim they attract development.  

As noted by Kofi Annan African Progress Report (2013), ‘when foreign investors make 

extensive use of offshore companies, shell companies,and tax havens, they weaken disclosure 

standards and undermine the efforts of reformers in Africa to promote transparency. Such practices 

also facilitate tax evasion and, in some countries, corruption, draining Africa of revenues that should 

been deployed to fight poverty and vulnerability’. To say the least, MNCs are very selfish in their 

business dealings in developing, taking a look at these developments.     
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Tax Haven Explained within the scope of the study: 

It has been observed that there is no sole definition of a tax haven. According to the 

Organization for Economic Cooperation and Development, OECD, (2006), tax havens possess the 

following features as follows: ‘low or nonexistent taxation, unwillingness to participate in 

international exchange of information on tax matters, companies registered in them do not need 

to provide factual information on business activity in their own area, and inadequate 

transparency’. 

 Organizations such as the OECD, the IMF and the Tax Justice Network definitions of tax 

havens are slightly different. This is why estimates of the numbers of tax havens vary. In 2008 the 

IMF estimated that there were 46 tax havens in the world, while the Tax Justice Network counted 

about 70 in 2007.  

 

Western Tax Havens Sharp Practices Rob Developing Countries 

There are a number of familiar tax havens, probably small tropical islands like Bermuda or the 

Cayman Islands. Also, there are a number of tax havens in Europe and the United States, whose states 

have broad rights to take decision independently on their taxation and regulation of financial markets. 

It is obvious that small island states are always mentioned as tax havens.  This is because their special 

legislation makes it possible to get a low tax rate for investments and to conceal the true identity of 

the investors. 

The EU, Ireland and Cyprus lure companies with low tax rates and special laws. Belgium, Denmark, 

Luxembourg, the Netherlands and Switzerland tax some business activities exceptionally lightly and 

offer better opportunities than tropical islands to repatriate their profits untaxed to other countries. It 

is estimated that the tax haven services that goes on in the Netherlands alone on yearly basis represent 

over €100 million deficit in the tax revenue of developing countries. It is observed that an estimated 

5% of the wealth of private individuals investedin tax havens has been taxed in accordance with the 

law in the country of origin. The problem concerns poorcountries as well asrich ones: some 

Indianshave put away about €1,100 billion in Swiss bank accounts,more than the citizens of any other 

country (Service Centre for Development and Cooperation (2010). This outflow of resources illegally 

from such a developing world is outrageous as it weakens the revenue base the economy. 

 

Tax Haven Methods Employed By Multinational Corporations (MNCs) 

Some of these methods as expatiated by Farok (2016) are briefly explained below: 
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1. Exemption/Deferral of Foreign Affiliate Income 

Most advanced nations typically tax multinational home-country operations, but do not 

additionally, tax profits of the company’s foreign affiliates (Markle, 2015). Take for instance, the 

US, treat the multinationals’ worldwide income (US as well as foreign) as taxable. However, the US 

offers an enormous gap. For example, after paying each country’s taxes, the additional US tax on US 

multinationals’ foreign associate profits can be deferred for an indefinite period, maybe forever, by 

the simple measure of not transferring those profits back to the US. Instead, funds are parked in tax 

haven such as Bermuda, or are invested in other foreign operations where tax haven activities are 

obtainable. The accumulated, but unrepatriated, profits of American multinationals’ foreign 

subsidiaries which have legally escaped US taxation are estimated between $2.1 and $3 trillion. So, 

developed countries are not exempted from tax haven practices of MNCs though developing nations 

are worst heat because to a large extent they depend on revenues from their natural resources being 

milked by MNCs. 

 

2. Transfer Pricing ( Invoice Values) 

 Globally as regards supply chains, multinationals ship goods and services whose unit price, 

chosen by the MNCs themselves, is frequently unfair by tax considerations. A situation/case where 

two firms, Firm X and Firm Y, both are owned by the same MNC. Firm X has been exporting 1,000 

items per year to firm Y invoiced at $1.30 each. But if they are invoiced at $1.80 each, Y would 

then pay X $500 more annually. Firm X’s profit would increase and Y’s would decrease. The plan 

is simple; pay higher amounts to affiliates where taxes are low, and show lower values where 

taxes and/or tariffs are higher. In the above example, if Y’s country’s tax rates were higher than 

Firm’s X, or if X’s country levied an import tariff, then the situation would be reversed. In that case, 

the MNC involved would undervalue the shipment to bring down its total worldwide tax and tariff 

liability. 

 

3. Inversion 

This is a strategy where by a MNC relocate its corporate headquarters to a lower-tax jurisdiction. 

This achieved by simply acquiring or merging with a foreign firm in a lower-tax country. For large 

multinational companies, the annual savings can be in billions. For example, in Ireland, corporate 

taxes pegged at 12.5% compared with the maximum 35% US tax rate. Since 2012 MNCs such as 

Mylan has moved to the Netherlands, Berger King moved to Canada, and Medtronic relocated to 

Ireland and because of lower tax rates than the US.  
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4. Other Uses of Tax Haven: Rounding-Tripping’ and Evading Currency Convertibility 

Restriction 

MNCs establish shell or subsidiary companies which are used as a channel or parking spot for 

foreign affiliates profits that are not repatriated back to their countries of origin/home-country but 

are used for external investments. Developing nations are hit by this development. By keeping 

profits outside the country of origin, tax liability on the revenue is deferred for an indefinite period. 

So, profits generated by MNCs subsidiaries are not repatriated to their home countries to avoid 

being taxed. 

 

5. Intra-corporate Loans 

One more provision government offer companies is deducting interest payments on loans as an 

expense item. Indeed, payments on loans are an expense of the borrower/payer. But if the lender 

(source of fund) and the borrower are companies within the same MNC, even though in other 

nations, then the MNC has a clear path to paying less tax in high-tax jurisdictions. It can make its 

lower-taxed affiliates make loans available to its affiliates in high-tax nations and can then enjoy 

a juicer tax deduction on the interest payment. FDI flows consist of three components: 

FDI Flow=New equity+ Retained earnings+ Net Intra-corporate loans.  

 

Effect of Capital Flight and Tax Haven on the Economy of Developing Countries 

There are a number of ways capital flight can affect the economies of developing nations and such 

include: 

a. The transfer of wealth from the poor South to the rich North also threatens to invalidate the benefits 

derived from development assistance and debt relief from developed nations. In other words, the 

benefits that could have been derived from financials aids from multinational companies and 

developed nations are secretly taken away from the developing economies through capital flight 

repatriation thereby leaving developing nations more or less empty. 

 b. Tax revenue of developing countries that could have funded investments and cover public 

expenditure is reduced.  

c. Inflation and increased income differentials are incited  

d. Disruption of competition and shrinking of foreign trade. 

e. Capital flight makes deeper reliance on donors as well worsens the problem of debt of 

developing countries.  
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f. Multinational corporations via company tax evasion only force developing countries to lose taxes 

that are considerably greater than development assistance they receive from MNCs.  

g.Difficulty in fixing a market price: Transfer pricing is not illegal as long as the subsidiaries are 

trading at “arms length”, using prices they would use if they would be separate companies. Normally, 

both buyers and sellers aim for the best price from their own vantage positions. In the case of trade 

between the subsidiaries of MNCs, this rule does not always hold. The price may be set to a level 

that benefits most the parent companies. This is why affiliates divide up the profits of their business 

frequently in a way thatminimises the company’s tax burden. It should be noted that transfer 

pricingbecomes illegal when the different units of a MNC sellgoods or services to one another at 

artificially or manipulated high orlow prices. 

 

Debts and Investments are Recycled via Tax Havens 

According to Service Centre for Development and Cooperation (2010) many tax agreements between 

nations make it possible to recycle investments via tax havens. Subsidiaries operating in developing 

countries can thus minimise their taxes through tax agreements. In 2008, for instance, it was estimated 

that about 67% of direct investments leaving Brazil were directed at established tax havens. The 

second biggest amount of investments made by companies favours Denmark and the agreements stop 

these states from subjecting to tax the profits of companies registered in Mauritius operational in the 

region, and place a rigid ceiling on the taxation of dividends of international investors operating from 

Mauritius. 

 

Tax evasion versus tax avoidance 

Tax evasion implies the strategies by private individuals and companies to avoid taxation using 

illegal means. This can be done by providing intentionally erroneous tax information or concealing 

it into. A company may, for instance, leave part of its income undeclared or file a tax return that 

appears to be legal but which in reality contains false information.  

Tax avoidance means taking advantage legally of the loopholes in the tax system in order to minimise 

taxes. Aggressive tax avoidance entails vigorous exploitation of loopholes in tax laws and using 

machinery to shift wealth between different tax systems to reduce overall taxation. Although this is 

not in contravention of the law, it is also not in conformity with the principles of tax regulations. A 

company that refuses to pay the right amount of tax in the right place and at the right time is acting 

against the spirit of tax laws. Developing country legislation and administrative arrangements are 
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usually less developed and less effective than those of developed countries hence MNCs take 

advantage of such gaps.  

 

Multinational companies as the main source of capital flight 

Tax dodging by MNCs accounts for two thirds of the illegal capital flight. MNCs are able to 

engage in various kinds of legal and illegal tax planning, particularly by using subsidiary companies 

located in different parts of the world – often tax havens. The network of subsidiaries provides also 

possibilities to take advantage of bilateral taxation agreements. The most well-known means of tax 

evasion is simply to give false information on the content or make up of a company’s international 

trading. Subsidiaries located in countries with low taxation can be made to appear most profitable 

and the subsidiaries of countries with high taxation most unprofitable so that there is no taxable 

income created. 

The prices used in trade between the subsidiaries owned by a parent company are twisted or 

abusive use of transfer prices between subsidiaries. Company tax evasion alone causes developing 

countries tax losses that are appreciably greater than development assistance from development 

partners and international financial institutions. 

 

Transfer Mispricing/ Transfer Pricing: 

The biggest component of illicit capital flight repatriation and corporate tax evasion, results 

from misrepresentation of the contents and prices used in world trade. The key method for this is 

manipulating the trade between company’s subsidiaries. This is called misuse of transfer pricing, or 

transfer mispricing.   

Transfer pricingrefers to the prices that a multinational corporation uses in trading between 

its subsidiaries. Based on estimations, about 60% of international trade takes place among affiliates 

within multinational corporations. Raw materials must be sold to their manufacturing plants and 

financial services from financing units to country offices, and so on. Transfer pricing can be misused 

by under-pricing or overpricing products. Transfer mispricing is by far the mostsignificant form of 

illegal capital flight.  Based on Global Financial Integrity (2006) estimates, between €375–400 billion 

were sent offshore from developing countries in 2006. In terms of under-pricing of exports a MNC 

fixes the pricesit uses in trading between its subsidiaries cheaper thanthe real value of the product. 

The products are then sold at current market price in the country of destination which usually far

higher and the implication is higher profits in the low tax jurisdiction. In this case, the fractionof 

capital flight is simply the between the firstand second price. The same mechanism works the 
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otherway round: taxes can be avoided by the overpricing of imports thereby increase the cost of 

production with its attendant reduction effect on profits.The excess is then invested in bank accounts 

incountries with high degree of banking secrecy.The value of import and export products can be 

manipulated to beartificially high or low also by providing falsified informationon their quality, 

classification or quantity. MNCs may also employ fictitious trade transactions, which are paid for 

despite the fact that the products donot exist. The payment may then be moved from anation with 

heavier taxation to an area with lightertaxation. 

 

Subsidiary Companies are the Main Tool of Tax Planning 

 It has been observed that multinational corporations normally have hundredsof subsidiaries. Owing 

to tax and other regulations,subsidiaries are virtually always established in each ofthe states where 

the parent company has business operations and most times in tax havens in which there is no 

properbusiness activity.A broad base of network of subsidiary companies facilitates the transfer of 

profits to countries with the lowestpossible level of taxation.Companies in tax havens are often 

holding companies,whose only task is to own a parent company’s othersubsidiaries and ensure the 

collection of dividends from them. Theseforms of companies are often established in places suchas 

the Netherlands, Ireland, Luxembourg, Switzerlandand Denmark- paradise of tax havens. 

 

How Capital Flight Repatriation/Illicit Financial can be stopped 

 

Ensuring country-by-country reporting would tackle many problems: 

Increased transparency in accounting systems would be important to curb illegal capital flight 

repatriation. It would also help to reduce the risks associated with business activities. Current 

accounting standards are drawn up by a body comprising professionals from the private accountancy 

sector, the International Accounting Standards Board (IASB) currently known as International 

Accounting Standards Council (IASC). The IASB published its standards for the first time in 2003. 

Two years later they came into force in the European Union. According to critics, the IASB norms 

are insufficient. Amidst deficient norms, companies can report the incomes of the subsidiaries of 

different countries as global or regional income, so that hardly anything is revealed of a firm’s internal 

trading. As observed by Action Aid et al (2009), because of insufficient transparency, country’s 

citizens, NGOs that monitor government activities or even members of parliament are unable to find 

out what kinds of agreements their leaders have concluded with companies.  
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Ensuring Greater Banking Transparency: The era of banking secrecy is over,” the G20 countries 

declared in their statement at the London Summit in April 2009. Sanctions need to be imposed on 

countries that practise banking secrecy and to transactions to banking secrecy jurisdictions..The most 

prominent initiative so far has been the creation of black and grey lists of tax havens drawn up by the 

OECD, but they are not enough to solve the problem. Their advantages remain particularly 

insignificant for poorest countries. The financial crisis and resolutions of the G20 country group have 

encouraged OECD to develop new initiatives against tax havens. The benefits for the developing 

countries from these initiatives remain limited so far. There are several workable solutions in April 

2009,the leaders of the G20 pledged at their London Summit to build “a stronger, more globally 

consistent, supervisory and regulatory framework” for the financial markets of the future. According 

to the Summit statement, the world is headed for “greater consistency and cooperation between 

countries”. After the April Summit the OECD drew up so-called black and grey lists for 

uncooperative tax havens. Similar lists were first published already at the turn of the millennium. 

Sanctions Instead of Voluntary Standards: 

The OECD has also pursued sanctions against countriespracticing banking secrecy.  

Information exchange could be conducted also on a multilateral basis, with single international 

agreement that all countries could sign. The system could be constructed to be automatic, so that 

information would be available whenever needed without a complicated authorisation procedure. 

TheEU already has an automatic information exchange betweenauthorities on banking deposits. 

Many tax havensoutside the EU are also included in the system.The OECD too has formerly pursued 

more comprehensive,binding models. Already in 1988, the OECD drafteda contract on automatic, 

multilateral information exchange,but only a few countries joined the agreement. At the same time 

the organisation started a programme designed to check harmful taxation practices, which sought to 

increase faircompetition, openness and information exchange. Christian Aid (2008), noted thatthe 

OECD report proposed sanctions, such as hindrancetaxes, against uncooperative tax havens. 

These kinds ofinitiatives would have been a revolutionary step towards breaking the culture of 

banking secrecy.   

Giving more Power to the UN Tax Committee: 

The United Nations is the only truly representative forum for deciding on global rules and regulations. 

The existing UN Committee on taxation (the Committee of Experts on International Cooperation in 

Tax Matters) should be updated to an intergovernmental organ. Rich countries have so far not been

in favour of a growing role for the UN in tax issues. A central body for dealing with capital flight is 

the UN Committee on Taxation, established in 1968. The expert committee scrutinises tax 



Proceedings of the 8th International Conference of Accounting and Finance 
Research Association (AFRA), held 4th – 6th November, 2018 

 
 

654 
 

agreements, tax dodging, tax evasion and capital flight, promotes international cooperation on 

taxation and supports the tax authorities of developing countries. At the end of 2007, the tax 

committee began to deal with UN procedural regulations aimed at closer cooperation in 

international tax dodging. The procedural regulations defined minimum standards for both 

countries and private actors, which must be applied to tackle capital flight, tax avoidance and 

tax evasion. 

 

Seriousness of Powerful Financial Institutions such as the IMF and the World Bank:  

More active cooperation and information exchange between states alone is not enough to solve the 

problem of capital flight. The powerful international financial institutions, the World Bank and the 

IMF, should take the problem seriously.  The international monetary fund (IMF) directs the economic 

and taxation policies of poor and indebted countries in many ways. The IMF still encourages 

developing countries to refrain from controls on the movement of capital. For instance, it instructs 

poor countries to deregulate their capital and further dismantle regulations on the financial markets. 

Deregulating the capital accounts leads to a loss of oversight over offshore transactions and the 

foreign investments directed at the country. Dismantling the regulation of the financial markets 

diminishes the possibilities for states to monitor international financial flows and to influence them. 

According to Eurodad (2009) the financial crisis has mainstreamed the idea that self-regulation of 

the markets is insufficient for preventing market shocks and ensuring proper oversight. This 

observation has not, however, prompted the financial institutions to reform their principles 

fundamentally. Eurodad (2009) went further to observe that developing countries have also been 

advised to eliminate import duties and to replace the lost revenue with consumer taxes, which 

particularly affects the poorest of the population. 

Foreign Direct Investment Explained: 

The internationally accepted definition of FDI is captured in the fifth edition of the IMF’s Balance 

of Payments Manual (1993). Foreign direct investment (FDI) is investment made to acquire a lasting 

interest in or effective control over an enterprises operating outside of the economy of the investor.  

With respect to this definition, FDI has three components: equity investment, reinvested earnings, 

and short term and long term inter-company loans between parents firms and foreign affiliates. 

These elements of direct investment capital transactions are recorded on a directional basis (i.e. 

resident direct investment abroad and non-resident direct investment in the recording economy).The

FDI net inflow records the net flow of non-resident direct investment in the recording economy, while 

the FDI net outflow records the net flow of resident direct investment abroad. FDI net inflows are the 
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value of inward direct investment made by non-resident investors in the reporting economy, including 

intra-company loans, net of repatriation of capital and repayment of loans.  

Similarly, FDI net outflows are the value of outward direct investment made by the resident of the 

reporting economy to external economies including re-invested earnings and intra-company loans, 

net of receipts from the repatriation of capital and repayment of loans. 

 As distinguished from other forms of international investment, FDI is made to create a lasting 

interest in or effective and efficient management control over a firm in another country. 

 

2.2 Theoretical Framework  

 There are divergent views on how capital flight/capital mobility/illicit cash outflows affect 

economic and social aspects of society or any nation especially developing nation. The theoretical 

overview or background is discussed hereunder.  

There are five views on the possible effect of MNCs and FDI on the direction the world 

economy is going. These are termed ‘the Race to the Bottom’, ‘the Climb to the Top’, ‘Neo-liberal 

Convergence’, ‘Uneven Development’, and ‘Much Ado about Nothing’. The study settled with ‘the 

Race to the Bottom’ view. According to this view, capital will more and more be able to compensate 

workers, communities and nations off against one another, while it will threaten to run away once 

there is demand for tax, regulatory and wage concessions are not forthcoming. In this perspective, 

increased capital mobility benefits corporations, while workers and communities lose. A modified 

version of this view is that the winners in the race to the bottom will include highly educated and 

skilled workers, and those in privileged professions, no matter where they live. The losers will be the 

less skilled and the unemployed everywhere (Bluestone and Harrison, 1982; Barnet and Cavanagh, 

1994; Greider, 1997). For the purpose of this study we adopt ‘the race to the bottom’ view because 

it has relationship with the reason MNCs and foreign investors indulge in illegal capital repatriation 

leading to huge losses by their host communities and countries to their own advantage. 

 Review of Empirical Studies  

In a study by Rabah, et al (2014), on the relationship between natural resources and capital flight 

in the form of tax avoidance from multinational corporations, it noted spill over effects in terms of 

tax revenue mobilization and stock market development from the thin capitalization rule, a policy 

instrument aimed at limiting firm tax avoidance through setting limits on a firm’s foreign 

indebtedness. The study exploited the plausibly exogenous within-country variations of data on oil 

discoveries for a group of countries during the period 1970–2012. It was discovered that oil 
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discoveries significantly boost both tax revenue mobilization and stock market development, but only 

when thin capitalizations rule is in place. The study therefore concluded that through, capital flight 

perpetrated by MNCs, tax evasion is entrenched in developing nations hence the loss of capital in 

such countries and this brings about erosion of domestic tax base.  

 Service Centre for Development and Cooperation (2010) and Singh and Kavaljit (2006) in a 

study on the relationship between foreign investments and outgoing profits in some African countries 

1995–2003, with data from IMF and World Bank etc, applying simple percentage in computation 

and comparisons noted that profits repatriated by MNCs far outweigh their investments in developing 

nations as shown below. 

 

Country Foreign-direct investment by 

MNCs(1995-2003) 

(€ Million) 

Profits-repatriated 

abroad by MNCS 

(1995-2003) 

(€ Million) 

Difference 

(€ Million) 

Botswana 835 4,980 4,145 

Gabon 725 3,040 2,315 

Nigeria 9,545 10,965 1,420 

Democratic 

Republic of 

Congo 

1,435 2,455 1,020 

Mali 715 725 10 

Gross total 13,255 22,165 8,900 

 

Global financial Integrity (2007),in a study/report to determine the rate of capital flight in 

developing countries, discovered that capital flight with the intention to evade tax returns are of 

various forms such illegal commercial capital flight by MNCs amounting to 64%, international crime 

estimated at  30% and corruption between 3-5% .The research further observed that in China it is 

estimated that as much as a quarter of capital illegally taken out of the country returns as foreign 

investments. China is the most important country of origin of illegal financial flows: About €80 

billion of taxable income disappears each year. Some multinational companies engaging in illegal 

capital flight are domiciled and operating in emerging economies, but nevertheless, about 80–90 

percent of illegally taken capital leaves developing countries permanently. As a way of filling a gap 

identified in the previous studies, this study decided to study the impact capital of flight repatriation 
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on FDI from 2005-2014 in the following selected countries in Africa-Botswana, Cameroon Gabon, 

Nigeria and South Africa. The data obtained from UNCTAD and IMF/World Bank databases were 

analysed with least square regression with E-View 9 2017 Software to determine the extent of the 

impact of capital flight repatriation on FDI . 

 

3.0 Research Methodology  

The study is used secondary data. Secondary data were obtained from the databases of Global 

Financial Integrity and UNCTAD, FDI/MNE database (www.unctad.org/fdistatistics) including 

published researched works by Global Financial Integrity, IMF, World Bank, Kar, Dev. and Devon 

Cartwright Smith (2009).Others include OECD reports, textbooks and other materials in existence 

adopted in explaining the researched variables. The study obtained data on Foreign Direct Investment 

(FDI) and Illicit Capital Flight Repatriation from 2005 to 2014. The results of the data analysis and 

hypothesis testing   using E-views 9 Computation, 2017 presented reliable evidence upon which 

this study draws conclusions. 

 

MODEL SPECIFICATION 

The model for this study is expressed in the equation below: 

FDI = f (CF)      ......................................................  1 

Where: 

FDI = Foreign Direct Investment 

CF= Capital Flight 

For estimation purposes, equation (1) is re-written as follows, 

FDI= βo+β1CF+µ     -----------------------------2  

Where:  

βo = Constant Parameter 

β1,= Estimation Parameter  

µ = Error Term 

Below is the descriptive statistics and chart representation of the data collected. The essence was to 

give a cursory review of the statistical properties and trend of the variables employed. 

 

3.1    Presentation and Analyses of the Results of Data 

The analysis of the secondary data with ordinary  least square regression gives more attention to 

the null hypothesis and the interpretations give a reasonable validity and reliability on the findings, 
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conclusions and recommendations of the study. The results of the hypothesis shows that Capital flight 

repatriation has significant effect on foreign direct investment which represent t-statistic of 2.531 

with  F- statistic = 21.70; R2 = 0.837, and R-2 = 0.701 with the p-value 0.016 < 0.05%. Based on the 

outcome of the hypothesis testing, this study draws conclusions. 

 

3.2 Research Question: Does Capital flight repatriation have dwindling impact on foreign 

direct investment in developing nations 

 

3.3    Hypothesis 

 

Hypothesis 1:   Capital flight repatriation does not have dwindling impact foreign direct 

investment in developing nations.  

 

The table below is a representation Researchers’ of FDI and Capital Flight Repatriation from 

the databases of UNCTAD, FDI/MNE database (www.unctad.org/fdistatistics)/Global 

Financial Integrity Report, 2017 2005-2014. 

Table 1.0  

 

Country Foreign Direct Investment 

($ Million) 

(2005-2014) 

Illicit Capital 

repatriation- Capital  

Outflows  

($ Million) 

(2005-2014) 

Difference 

($ Million) 

(2005-2014) 

Botswana 4,701 8,794 4385.5 

Gabon 5397.2 10,976 5,578.8 

Nigeria 60,326.2 173,158 112,831.8 

Cameroon 3239.3 3,828 588.7 

South 

Africa 

50,068.8 83,898 33,829.2 

Gross total 123732.5 280654 157214 

 

Source: UNCTAD, FDI/MNE database (www.unctad.org/fdistatistics)/Global Financial 

Integrity Report, 2017 
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Bar chart representation of the table above 

 

 

 

Source: Researcher’s multiple Bar Chart Presentation of FDI and Capital Flight 

Repatriation from the databases of UNCTAD, FDI/MNE database 

(www.unctad.org/fdistatistics)/Global Financial Integrity Report, 2017 2005-

2014 
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Hypothesis Testing 

 

Table 2: Capital Flight Repatriation and Foreign Direct Investment 

                         

 

Dependent Variable: FDI   

Variable Coefficient Std. Error t-Statistic Prob.   

C -3872.511 1088.645 -3.557 .001 

CFR 160.414 63.387 2.531 .016 

 Effects Specification   

Cross-section fixed (dummy variables)  

Period fixed (dummy variables)  

R-squared 0.837349 

Adjusted R-squared 0.701123 

F-statistic 21.70300     Durbin-Watson stat 1.6780 

Prob(F-statistic) 0.000000    

Source: Researcher’s E-views 9 Computation, 2017 

The result in table 2.0 shows that Capital flight repatriation has significant effect on foreign direct 

investment which represent t-statistic of 2.531 with  F- statistic = 21.70; R2 = 0.837, and R-2 = 0.701 

with the p-value 0.016 < 0.05%. Furthermore, it can be deduced from the result obtained that the 

constant parameter in the long run is positive. This implies that if all the explanatory variables are 

held constant (in this case does not increase), foreign direct investment (FDI) will increase. However, 

if these illicit revenues are invested wisely, by foreign investors in the these developing nations where 

their businesses are domiciled, it will generate employment, increase Gross Domestic Product (GDP) 

of these nations, decrease interest rates, impact positively on exchange rates as well as help in nation 

building in less developed nations. Therefore, the study concluded that capital flight repatriation to a 

large extent has a significant impact on foreign direct investment in developing nations. 
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4.0 Result and Discussion 

The result in table 2.0, E-view 9 computation,  shows that Capital flight repatriation has significant 

on foreign direct investment which represent t-statistic of 2.531 with  F- statistic = 21.70; R2 = 0.837, 

and R-2 = 0.701 with the p-value 0.016 < 0.05%. That is to say that in the long run when the 

explanatory variables are held constant, foreign direct investment (FDI) will increase and the constant 

parameter in the long run will be positive. However, if these funds are invested wisely, by foreign 

investors in the these developing nations where there businesses are domiciled, it will generate 

employment, increase Gross Domestic Product (GDP) of these nations, decrease interest rates, impact 

positively on exchange rates as well as help in nation building less developed nations. Therefore, the 

study concluded that capital flight repatriation to a large extent has a significant impact on foreign 

direct investment in developing nations. This is in line with a study by Service Centre for 

Development Cooperation (2010), with data generated from IMF database. The study revealed that 

profits repatriated by MNCs from developing countries between 1995 and 2003 was much greater 

than foreign direct investments (FDI) by MNCs within the period given. Within the period 1995-

2003, profits repatriated from the following countries are as follows: Botswana €4980 million, Gabon 

€3040 million, Nigeria € 10965, Democratic Republic of Congo €2455 and Mali € 725 million 

bringing the total amount that left these developing nations via illegally equal to €22,165. This shows 

a massive capital flight orchestrated by MNCs with the aim of evading and avoiding tax payment and 

intentionally looting the resources of these helpless nations thereby robbing them of the gains 

(profits) that should have been accrued to them via FDI. Rabah et al (2014), using plausibly 

exogenous within the country variations of data on oil discoveries for a panel of 117 countries during 

the period 1970-2102, concluded that through capital flight perpetrated by MNCs, tax evasion is 

entrenched in developing nations hence the loss of capital in such countries and this brings about 

erosion of domestic tax base.   

 

4.1 Findings and Conclusion 

The objective of the study in specific terms is to unravel the fact that through the selfish illegal 

activities of MNCs such as tax evasion and avoidance, corruption and various forms of crimes such 

as money laundering, developing countries are robbed developing of gains (profits) accruing from 

foreign investment profits (FDI) and the consequences include retarded development resulting in low 

standard of living, poor infrastructure, unemployment et cetera. The study has revealed that MNCs 

indulge in various tax haven related activities in developing countries, a major one being illicit capital 

flight through mis-invoicing, fictitious and transfer pricing through their subsidiaries. Besides, these 
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poor nations are left at the mercy of MNCs that have the technology to develop their resources hence 

they negotiate low tax rate with the governments of these nations to their selfish interest alone. The 

study goes further to establish that MNCs loot the resources of developing nations by repatriating in 

excess of what has been invested by developed nations and even financial aids from international 

financial institutions. In addition, impoverishment of the citizens of developing nations and their 

economies are occasioned when the national resources of these less developed nations that should 

have been used to develop them are tapped by MNCs and the proceeds therein disappear via their 

illegal economic acts.  

The study therefore recommended that more stringent international tax laws aimed at entrenching 

transparency on how MNCs file in their tax returns should be enacted. In collaboration with OECD, 

IMF, World Bank Group and UN and other development partners, any MNCs, individuals, group of 

individual and institution found indulging in illicit capital flight by creating any form of tax haven or 

any form of illegal loopholes should be sanctioned severely. Developing nations ought to strive to 

develop their traditional technologies and embrace hi-tech in all sectors in  order to be well positioned 

to harness these natural resources independent of MNCs.  

Governments should establish public registries of verified beneficial ownership information on 

all legal entities, and all banks should know the true beneficial owner(s) of any account in their 

financial institution.  

Government authorities should adopt and fully implement all of the Financial Action Task Force’s 

(FATF) anti-money laundering recommendations; laws already in place should be strongly enforced.  

 Policymakers should require multinational companies to publicly disclose their revenues, 

profits, losses, sales, taxes paid, subsidiaries, and staff levels on a country-by-country basis.  

All countries should actively participate in the worldwide movement towards the automatic 

exchange of tax information as endorsed by the OECD and the G20.  

 With respect to trade mis-invoicing, customs agencies should treat trade transactions involving a 

tax haven with the highest level of scrutiny.  

Governments should significantly boost their customs enforcement by equipping and training officers 

to better detect intentional mis-invoicing of trade transactions, particularly through access to real-

time world market pricing information at a detailed commodity level.  

A proprietary risk assessment application (a product to assist government in the detection of potential 

mis-invoicing real time) known as GFTrade has been developed to enable customs officials to

determine if goods are priced outside typical ranges for comparable products should be adopted by 

developing nations experiencing massive capital flight. 
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