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Fighting Capital Flight in Ethiopia
Dawit Tadesse'

ABSTRACT
There exists no generally accepted definition eftdrm “capital flight”. For the
purpose of this article capital flight refers tdeljal capital flight, also known as
illicit financial flows, which disappear from ancord in the country of origin.
Moreover earnings on the stock of illegal capitagtt outside of a country
generally do not return to the country of origim this regard, capital flight is
creating a serious development challenges for rAbrstan economies. Ethiopia is
not exceptional for this impact. The analysis af thrticle led to two major
findings. First, African countries have become eagingly indebted; they
experienced large scale capital flight. Accordirg dtudies a group of 33 SSA
(Sub- Saharan Africa) countries has lost a tota$814 billion dollars from 1970
to 2010. This exceeds the amount of official dewetnt aid ($659 billion) and
foreign direct investment ($306 billion) receiveg these countries. Oil-rich
countries account for 72 percent of the total calpitight from the sub region
($591 billion). Secondly, an upcoming report by lealbFinancial Integrity 2009,
finds that

Ethiopia, which has a per-capita GDP of just US$3&&st US$11.7 billion to
illicit financial outflows between 2000 and 200A.2009, illicit money leaving the
economy totaled US$3.26 billion, which is double #mount in each of the two
previous years. In conclusion, currently the impattcapital flight for Ethiopia
economy is becoming very severe. So, Ethiopianrgment effort to promoting

economic development must be go hand in hand igfttirfg capital flight
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Introduction

The problem of illicit cross-border financial flowis not new. In the
immediate aftermath of the World War Il and thernhat height of the Latin
American debt crisis in the 1980s, the problemagdital flight was serious
enough to attract the attention of policy makershat highest level. But a
lack of initiative and action then has meant tHa problem has been
allowed to grow. Specially, over the past decaddscan countries have
experienced massive outflows of private capitalamis Western financial
centers. Ethiopia is not as exception to this inga@once Ndikumana and
James K. Boyce, 2011).

Capital flight from African economies constitutessarious development
challenge for several reasons. First, capital flidiverts scarce resources
away from domestic investment and productive aitisi Investment levels
are substantially lower in African countries thahes developing countries.
Second, capital flight has a substantial regressmpact on wealth
distribution. This is because it is the memberstind subcontinent’s
economic and political elites that take advantadethmir privileged
positions to engage in capital flight by acquiremgd channeling funds. The
impact of the resulting shortages of revenue ameiga exchange is borne
by the poorest members of society. The regresempadt of capital flight is
compounded when financial imbalances result in ldeti®n: the wealthy
that hold external assets are insulated from tfeztsf while the poor enjoy
no such cushion. Third, most sub-Saharan Africamtiees are still heavily
indebted as the result of capital flight (Léonceikdchana and James K.

Boyce, 2011). Ethiopia is one of the countries,ohlsuffer from it.
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In this regard, the purpose this article is onlyclear out and address the
concept of Capital Flight and its overall implicats in the Ethiopia
Economy. Furthermore the article can shed more tligin the
misinformation and hasty conclusions that have bgigan pertinent the
problem of Capital flight in Ethiopian media, gomerent bodies and among
general public. To that effect, this article canused as discussion point for
intensive study on the problem of Capital flightEthiopia. The article is
organized in to four sections. The first sectioaviles an overview of the
concept and impact of Capital Flight. The secondtiee presents the
approach and methodology. The third section dealslds overview on
impact of capital flight in overall Africa econonwith special focus on sub-
Saharan African countries economy. The third sactissesses the impacts
of capital flight on the overall Ethiopian Economihe last section gives

the conclusions.
Approach and Methodology

This article intends to assess the concept of @laflight and its overall
implication for Ethiopia Economy. In order to sééstproblem the methods
used in this analysis were:

* Review of literature regarding the concept capiight: This review
helps to understand the concept, main mechanischghenimpact of
capital flight and gives this article an explorgtoature.

* Unstructured interviews were conducted with Ethaopipertinent
officials such as Police, Customs and Intellige®¢fcials

* The major inputs for this study were secondary .d&econdary data

were collected from books, internet and journalsee the impact of
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capital flight in the African economy with specfatus on sub-Saharan

African countries particularly to Ethiopian Economy

Considering lack of available data in Ethiopia meigag capital flight,

empirical investigation is very important. Becausk this reason, the

appropriate research strategy for this study is uallyt reinforcing

‘triangulation’ method which is put on figure 1.klbw. The three key

research elements of this approach are secondaeardh, unstructured

guestionnaires and interviews.

Figure 1.1: Triangulation Research Methodology M odel
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Concept and Impact of Capital Flight in theory

In general there exists no generally accepted diefinof the term “capital

flight”. But when we define capital flight from dinancial perspective it is

llegal capital flight, also known as illicit finamal flows, which are

intended to disappear from any record in the cquattrorigin and earnings

on the stock of illegal capital flight outside ofcauntry generally do not

return to the country of origin.
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Capital flight involves illicit practices such aket falsification of trade
documents (trade-ins invoicing), the embezzlemémixport revenues, and

kickbacks on public and private sector contracts.

Even if these terms may be used differently by edédht experts, all
references to them include a number of shared amgharacteristics which
can be broadly listed as:
» these flows are largely unrecorded (not capturedth®sy balance of
payment and other official statistics);
« these flows are often associated with active attentgp hide origin,
destination & true ownership etc (they seek segrecy
 these flows are usually associated with public lasdg private gain
because no (or little) tax is paid on them or beeathey may be
compromised of bribes paid;
 these flows constitute domestic wealth permaneptly beyond the
reach of domestic authorities in the source country
* these flows are not part of a ‘fair value’ trangattand would not stand

up to public scrutiny if all information about themas disclosed

What isthe development impact of capital flight?

Capital flight undermines the economy:
First, by draining valuable national resources,itehdlight widens the
resource gaps faced by these countries, perpajutiteir dependence on

external aid.

Moreover, by deepening the resource gaps, capgat slows down capital

accumulation and long run growth.
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Second, capital flight frustrates countries’ effotib increase domestic
resource mobilization. It erodes the tax base arlipexpenditure through
illicit transfer of private capital abroad, tax si@n and tax avoidance by
individuals and companies, and outright embezzleénwngovernment

revenue by corrupt officials. These perverse effdotce governments to
incur further debts, part of which ends up fuelingre capital flight (Sony

Kapoor, 2007).

Third, by draining government revenues and retgrdirowth, capital flight
undermines the poverty reduction agenda. It isved&d that if the capital
that currently leaves Africa illegally was invested the continent, the
continent could meet the Millennium Development Gafacutting poverty
in half, a target it is otherwise likely to missKBB, OECD, UNECA, and
UNDP, 2012).

Fourth, capital flight is both a symptom and ancouate of governance
breakdown in source countries as well as in thermational financial
system. It is a result of corruption, dysfunctiomafyulation and weak

enforcement of rules (Sony Kapoor, 2007).

Fifth, capital flight worsens income inequality artchas important social
and equity implications. Insofar as the perpetsatof capital flight, tax
evasion and tax avoidance are the economic angdfitecal elites, capital
flight makes tax incidence more regressive in thaalthy residents incur
relatively smaller tax burdens than would otherwisethe case. Finally,
capital flight has important political economy ingaltions for the
distribution of power. The political elites are alib consolidate power by
financing their oppressive machinery with illicieadth. As a result, capital

flight strengthens dictatorships and provides theams to perpetuate
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autocratic regimes, as evidenced by the cases buMan the former Zaire
and the various military dictatorships in Niger@abon, and Equatorial
Guinea (Sony Kapoor, 2007).

What arethe main mechanisms used for capital flight?

The mechanisms most commonly implicated in thénflmf capital include:

The mis-invoicing of trade transactions. This cardbne by:

» Under-invoicing the value of exports from the coyrftom which cash
is to be expatriated. The goods are then sold ofulatvalue once
exported with the excess amount (constituting flicgmpital) being paid
directly into an offshore account

» Over-invoicing the value of imports into the coyntrom which cash is
to be expatriated, the excess part of which carestcapital flight and
is deposited in the importer’s offshore bank act¢pun

» Mis-reporting the quality or grade of traded praguand services to
assist value over or understatement for the reasotesl above;

» Mis-reporting quantities to assist value over odemstatement for the
reasons noted above;

» Creating fictitious transactions for which paymenmade. As has been
noted: One well-worn wheeze is to pay for imponedds or services

that never materialize.

1. Transfer mis-pricing: This is the manipulatiohpoices of cross-border
transactions between related affiliates of MNCs I{MuNational
Companies). The motives and mechanisms are sinaldhose above.
However, the practice is made easier and is haiaedetect as the

transactions are now done between related partsesne outside party is
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involved. Around 60 per cent of trade takes plag®vben subsidiaries of
MNCs. As these transactions occur between diffepants of the same
company, there is ample scope for mis-pricing asd result, shifting of
profits. Detecting transfer mis-pricing is comptea within the highly
complex international production networks that exaday and where
companies use trademarks, brands, logos and atywarfecompany
specific intangible assets. Finding independentberark valuations for
many of these is highly problematicLéonce Ndikumana and James K.
Boyce,2011).

2. Using mis-priced financial transfers, such asahgorporate financial
transactions — for example, loans from parent tussliary company at
exaggerated interest rates — to shift profit owt bbst country is another
way illicitly transferring capital out. Real estateecurities and other
forms of financial trades can also be mispricethtilitate capital flight
and exaggerated payments for intangible such aslvgthoroyalties,
franchising rights and use of patents etc is yettar channel for the
flight of capital.

3. Unscrupulous wire transfers. These involve akbana non-banking
financial institution transferring money out of auatry illicitly. Wire
transfers are of course a legitimate way of mowvingney between
countries but it is when such transfers violateslaer are used to avoid
taxes or hide ill-gotten wealth that they consatilticit capital flight.
Banks can mis-report the source, destination oressimp of funds to
help disguise illicit transactions.

4. The payment of bribes and corrupt monies offshér many instances
involving bribes payable to public officials by cararcial organizations
there is an element of capital flight involved. Tb@yment of a bribe

always means that the recipient country will naot gdair value on the
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commercial activity undertaken by the firm payingund that both tax

evasion and capital flight will deprive the countrfyscarce resources.
5. Other mechanisms. These include the smugglincasii and other high

value mobile assets.

Luxury yachts have been regularly sold and movewsacoceans to

shift capital from one country to another. While tbroblem of capital

flight and illicit financial flows exists acrossl aectors of the economy,

it is especially acute in the extractive and ndttesource sector.
Who are the main actorswho help facilitate capital flight»

These facilitators include:

e Complicit business counterparts in western coust(fer domestic
exporters and importers);

* Armies of well-paid lawyers, accountants and conyp&mrmation
agents who design aggressive tax planning & trangiecing
strategies and incorporate dummy corporations hathgrusts;

* Financial centers which legislate for low taxes e existence of
bank secrecy and provide services such as thepoion of shell
corporations, sham trusts and other impenetrabjla@ &tructures with
nominee directors

« Bankers and financiers who solicit and enable ligatfof capital and
manage the illicit wealth

*« Government officials
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I mpact of capital flight in overall Africa economy special
focus on sub-Saharan African countries economy

Even as African countries became increasingly itetsbthey experienced
large scale capital flight.

Some of this was legitimately acquired capital ifige economic and
political uncertainties; some was illegitimatelygased wealth spirited to

safer havens abroad.

Over the past decades, African countries have bwerd by external debt
burdens to undertake painful economic adjustmeritevdevoting scarce
foreign exchange to debt-service payments. On therchand, African

countries have experienced massive outflows ofapeivcapital towards
Western financial centers. Compared to other deuaipregions, Africans

tend to exhibit a significantly higher preferenoe foreign assets relative to
domestic assets; hence Africa has the highest pgropoof private assets
held abroadCollier, Hoeffler, and Pattillo 2001)

Some of the private assets held abroad by Africesie legally acquired.
But the legitimacy of a significant fraction of geeassets is questionable.
This is especially the case for the wealth heldAfgican political and
economic élites in international financial centdrat provide the coveted

secrecy of banking operations.

Especially a key constraint to SSA’s( Sub-Sahardric#) growth and

development is the shortage of financing. Indeed\ $&es large and
growing financing gaps, hindering public investmemtd social service
delivery. At the same time, the sub-region is are®wf large-scale capital
flight, which escalated during the last decade eagthe region experienced

growth acceleration. According to JamesBoyce and Léonce Ndikumana
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(2012)the group of 33 SSA countries has lost a total&if4$billion dollars

from 1970 to 2010. This exceeds the amount of iaffidevelopment aid

($659 billion) and foreign direct investment ($3fiBion) received by these

countries. Oil-rich countries account for 72 petaainthe total capital flight
from the sub-region ($591 billion).

I mpact of capital flight on overall Ethiopian Economy

Ethiopia's economy is based on agriculture, whitoants for 46% of GDP

and 85% of total employment. Coffee has been a mejport crop.
Ethiopia’s, per capita income is among the lowesthie world. Table 1.

Ethiopia Macroeconomic Performance from 2010- 2012

GDP GDP Budget
. GDP Current . surplus .
. (Purchasing| per - Inflation Public
Period . Composition| Exports | Imports| Account (+) or
power capita rate . debt
. by sector Balance deficit
parity (PPP) 0
$89.67 Agriculture $Bziilsi)§: ° :ﬁﬁ?ﬁ gi?lii? 33% 44.7%
) 0,
2010 Billion $1.100 | 46.6% (2011 (2011 (2011 (2011 of
Industry est) GDP
14.6% est) est) est)
- 44.4%
$103.1 Services, $3.163 | $10.6 | -$2.95 -2.7%
0,
2012 Billion &1.200 38.8% Billion Billion Billion 21.7% of GDP G?)fp

Sour ce: Author organized figuresfrom World Bank Reportsand CIA World Fact book (2013)

With this level of Ethiopian Economy, one the bigaltenge the country

currently facing is Capital flight. Even if it isewy difficult to study the

extent and impact of capital flight in Ethiopia base of several reasons,

such as lack of data, according to researchesrpadt of capital flight on

overall Ethiopian economy is becoming very severe.

Report by Global Financial Integrity 2009, findsattEthiopia, which has a
per-capita GDP of just US$365, lost US$11.7 billimnillicit financial




58 Dawit Tadesse

outflows between 2000 and 2009. In 2009, illicit map leaving the
economy totaled US$3.26 billion, which is double #mount in each of the
two previous yearsConsidering this figure, When we compare the 2009
illicit money leaving the Ethiopian economy with1202012 total Ethiopian
export as shown in Table 1, it is greater than §8%million . With this
amount of Capital flight, Ethiopia could cover @11/2012 and 2012/2013
current Account Balance deficit which are -$1.9@bdm and -$2.95 billion
respectively as shown in the above Table 1. Therteglso indicates
Ethiopia’s losses due to illicit capital flows are the rise.

Ethiopia is one of the poorest countries on edthgued by famine, war,
and political oppression, 38.9% of Ethiopians live poverty, and life
expectancy in 2009 was just 58 years. For example2008, Ethiopia
received US$829 million in official development ia&snce, but this was

swamped by the massive illicit outflows (Sarah fa®i2011).

The impact illicit outflows of capital in Ethiopiane of the major causes for
reduces tax collection, worsens income gaps, hoospetition, and
undermines trade and drains currency reserves wihieh currently
observing in Ethiopia economy. For example the dftfain Government tax
revenues collection compare to the country Growatmeistic product (GDP)
still straggling around 10% which is the lowest snb-Saharan Africa

countries.

According to this report, the main causes for grigblem in Ethiopia are as
a result of increased corruption, kickbacks, anbddoy while the remainder
stems from trade mispricing. The global shadowrfoial system happily
absorbs money that corrupt public officials, taxadesrs; and abusive multi-
national corporations siphon away from the Ethiogpaople.
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As the par the opinion of this article writer onktlee major and solemn
cause for illicit financial flow in Ethiopia is camption. As it is stated
according the Global Financial Integrity report December 2011,
“Corruption distorts public policies in that resowrege allocated not based on
efficiency or internal rates of return but in fawadrthose who are willing and/or

able to bribe or pay kickbacks to public officials.

Weak governance spawns public corruption and eagesr corporate
malfeasance. Public corruption typically involvls tabuse of authority or trust
for private benefit. But this is a temptation indedign not only by government
officials but also by rent-seekers in private gomtses and nonprofit
organizations. In general, poor governance providesater latitude for
corruption, both in the public and private sect@s,long as the corrupt are
convinced that they are likely to get away with thet. The misallocation of
resources also hurts the private sector becausasinicture tends to get
neglected even as the corrupt enrich themselvéseaexpense of the state”
Over all from these figures we can understand ttiatscope of Ethiopia’s

capital flight is so severe

Especially for one of the poorest country in thelelke Ethiopia, this huge

amount of, illicit money leaving the Economy hagé@uwost.

Conclusions and Recommendations

In the age of financial liberalization, capitalgfit, far from disappearing,
has in fact remained high and even increased.idrelgard, reducing capital
flight and its costs in developing countries isifiallt challenge, but it is
one worth trying to confront. As stated in the ab@nalysis of this study
the problem of illicit financial flow has been becimg very grave in Africa.

Ethiopia is not exceptional to this problem. IHigapital flight revokes
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investment, reduces tax collection, worsens incgagpes, hurts competition,
and undermines trade and drains currency reseives.impact has been
observing in the Africa countries which have highdieit outflows such

Angola, Cameroon, Republic of Congo, Ethiopia, GabdGhana,

Madagascar, Mozambique, Nigeria, South Africa, Sudanzania, Zambia
and Zimbabwe. If this illicit financial flow woul@bly to control and the
properly registered and taxed in these countriesrigins, could contribute
to sizeable development and make a major differantiee fight to combat
poverty. In addition if reinvested, it would cotute to job and growth in

those countries.

To combat illicit financial flow in Africa decisiomakers must take serious
actions to tackle corruption, kickbacks, and brparile the remainder
stems from trade mispricing. On the other hand ehesuntries must
implement transparent financial and tax systemsaddition, the capital
outflow from Africa and the absorption into westarountries economies

deserve equal attention and required concertedt.effo

Regarding Ethiopia, the problem of capital flighems getting serious. So,
the efforts Ethiopian government promoting econodagelopment must go
hand in hand with fighting capital flight.

Facing the challenges the government must work whth international
community to hamper the ability of corrupt and twading Ethiopian
laundering their money in the global financial gyst

This could be accomplished by establishing a gladyatem of automatic
exchange of tax information. In this way, Ethiopeuthorities could much

more easily track the bank accounts of tax evalave established around
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the world. In addition, the government must take fibllowing measures to
further control capital flight:
* Pricing assessment system must be implementedkparrtegoods from
Ethiopia
e Systems must be implemented to tackle under and iaveicing for
import and export goods
* Implementation of functional regulation and enfonemt of rules: on
bank or a non-banking financial institution tramgfeg money, asset
transfer etc...

» Fighting corruption
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