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Global Trend of 

Capital Flows



Private flows accelerated 

Since late 1980s. But a

series of financial crises

in mid and late 1990s caused

net flows dropped



After a decline in late 1990s, 

private capital flows began to rise

again, especially in East Asia



FDI remains dominant
in private capital flows



Around the world, FDI flows has declined
although FDI to certain regions, 
e.g., China continues to increase



FDI is generally more stable 

than portfolio investment







Financial Sector Development,

Capital Flows & Vulnerability









With only a few exceptions, 
generally capital flows move
to countries with higher return



Capital Flows and DCA
• Increased capital inflows (DCA’s mirror image) are closely 

related with domestic asset holding over GDP (k) and the GDP 

growth (g) through the following relation: DCA/Y = g.k. Hence, if 

k is 50%, and g is 4% (e.g., Mexico in 1990s), the sustainable 

DCA is 2% of GDP (yet, Mexico’s DCA was 7-8% GDP. Hence it 

was clearly unsustainable).

• But even with an overshot DCA, a more important question is 

whether the policy response is correct and timely, e.g., inflation 

(PNT) must be reduced sufficiently fast, otherwise in a fixed 

system an overvalued EXR will be under pressure (to collapse), 

and in a floating system the massive depreciation may lead to a 

speculative attack.
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Growth Impact of 

Capital Flows

and Measuring Outflows



(FDI is superior)



Less volatile capital flows
are more favorable for growth







During the crisis, 

countries with large

s.t debt suffer more

in terms of growth



Estimating Capital Outflows

• The best measure of capital flight (as opposed to legitimate outflow) 

is the "net errors and omissions" item in the balance of payments, 
which shows how much of the outflow cannot be accounted for by 

the required equality of asset and liabilities in the balance. This line 

exists, and is sometimes positive, in every country due to statistical 

shortcomings. 

• In most countries errors and omissions tend towards zero over 

several years as pluses compensate minuses. For example, Russia 

stands out (by comparison with emerging as well as developed 

markets) by showing consistent and significant minuses, which can 

only reflect capital flight, i.e. movement of cash out of the country in 

contravention of the law, via schemes using "one-day companies" in 

Russia and specially created companies offshore.



Measuring Capital Outflows
• Phenomenon of capital flight is related to the existence of high 

uncertainty and risk related to returns on domestically held assets. 

Residents take their money and run in order to avoid losses on that 

asset holding. 

• In practice, it is difficult to distinguish between normal and abnormal or 

illegal capital outflows (Gordon and Levine 1989). If DCA and debt are 

large, any capital outflow increases problems of financing their net 

imports and debt payments.

• In general, the following measures of capital flight can be distinguished 

in the literature (Claessens and Naudé 1993: 2-9): 
1. The residual (or broad) method; 

2. The Dooley method; 

3. The hot money method; 

4. The trade misinvoicing method; and 

5. The asset method. 



The Residual Method

• KFr = ∆ED + FI – CAD – ∆FR                      

where ∆ denotes change, ED is stock of gross external debt reported in the World Bank 
data, FI is the net foreign investment inflows, CAD is the current account deficit and FR 

is the stock of official foreign reserves. By taking into account an additional item, i.e. the 

change in the short-term foreign assets of the domestic banking system (∆B):

KFm = ∆ED + FI – CAD – ∆FR – ∆B

The Dooley Method

• TKO = FB + FI – CAD – ∆FR – EO – ∆WBIMF

where FB is foreign borrowing as reported in the balance of payments statistics, EO is 

net errors and omissions (debit entry), and WBIMF is the difference between the change 

in the stock of external debt reported by the World Bank and foreign borrowing reported 

in the balance of payments statistics published by the IMF. The stock of external assets 

corresponding to reported interest earnings is:

ES = INTEAR / rus where ES is external assets, rus is the US deposit rate (assumed to be 

a representative international market interest rate), and INTEAR is reported interest 

earnings. Capital flight according to the Dooley method is then measured as:

KFd = TKO – ∆ES



The hot money method

• By concentrating on short-term flows, medium and long-term outflows are excluded, 

which are viewed as being normal in character (Gibson and Tsakalotos 1993: 146). 

KFh = SKO + EO 

where SKO is the total amount of short-term capital outflows. According to this method 

capital flight is measured by adding up net errors and omissions and non-bank private 

short-term capital outflows. Like the Dooley method, this method corresponds to the idea 

that capital flight goes unrecorded, due to the illegal nature of these capital movements. 

The unrecorded capital movements are believed to appear in net errors and omissions. 

The trade misinvoicing method

• Some authors use the amount of trade misinvoicing as a measure of capital flight 

(Claessens and Naudé 1993). Trade misinvoicing is determined by comparing trade 

data from both the importing and exporting country. Importers are assumed to be 

involved in capital flight when they report higher values of imported goods as compared 

to the reported value of the same goods by exporters. In turn, exporters are involved in 

capital flight when they report lower values of exported goods as compared to the 

reported value of the same goods by importers. Proponents of this measure stress the 

fact that abnormal capital outflows of residents may be included in export underinvoicing 

and/or import overinvoicing, since both these malpractices provide channels to siphon 

domestically accumulated wealth outside the country. 



The asset method

• Some authors take the total stock of assets of non-bank 

residents held at foreign banks as a measure of capital flight. 

This is the so-called asset method (Hermes and Lensink 1992; 

Collier et al. 2001). The asset method is a short-cut measure of 

capital flight. This measure may be seen as an indication of the 

minimum amount of assets held abroad, since residents may 

hold their assets in other forms next to bank accounts, for 

example, in foreign equity holdings. The IMF provided data on 

these bank assets until 1994. For recent years, however, no 

information is available to apply this measure.



Determinants of Capital Flows




















