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THE INSTITUTIONAL ENVIRONMENT AND THE
LINK BETWEEN CAPITAL FLOWS AND CAPITAL
FLIGHT IN CAMEROON ™

Jean-Marie GANKOU Fowagap', Marius BENDOMA*
and Moussé Ndoye SOWS

Abstract

This paper explores the “financial revolving door” (FRD) hypothesis in
Cameroon over the 1970-2010 period, by extending the analysis to other
types of capital flows such as the Official Development Assistance (ODA)
and Foreign Direct Investment (FDI).

The paper shows that a one-dollar increase in external debt leads to a
47-10-62 cent increase in capital flight. This increase in capital flight mainly
stems from changes in the private component of external debt. Capital
flight is twice more sensitive to an increase in oil revenues than that in
external debt. The paper further underscores the importance of the political
and institutional environment. Even though corruption exacerbates the
relationship, political and institutional stability helps to mitigate illicit capital
outflows arising from an increase in external debt. With regard to the effect
on ODA and FDI, the paper found it to be little significant.
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B Introduction

Our objective is to analyze the relationship between the various types of
capital flows (external debt, ODA, and FDI) and capital flight in Cameroon;
and their inter link with the institutional environment. It seeks answers to
the following questions: Is there a bidirectional relationship between capital
flows and capital flight? What is the role of the institutional environment in
the relationship between capital flows and capital flight? A subsequent issue
to be addressed is the relationship between the country’s endowment in
natural resources (oil and timber) and capital flight.

This paper contributes to the existing literature in three ways: it (i) offers
a better understanding of the extent and frequency of capital flight in
Cameroon, (ii) highlights empirical evidence of the financial revolving door
mechanism in the context of developing countries, and (iij) provides policy
response to mitigate the capital flight and ensures effective use of these
resources.

In addition, the institutional environment is captured in an original way,
in the form of dummy variables that we construct taking into account the
intrinsic characteristics of the country, its history, economic shocks that have
changed the behavior of agents and the legal and political cycles.

B Literature Review and Modeling

Many studies have highlighted the FRD hypothesis between external debt
and capital flight. However, with regard to ODA and FDI flows, much re-
mains to be done. We first examine the indirect and indirect relationship
between external debt and capital flight. Second, we review the literature
on the link between capital flight, ODA and FDI.

One explanation for the indirect nature of the relationship is that an increase
in external debt contributes to a deterioration in local economic conditions,
which is reflected in greater capital flight (Ajayi, 1995). When macroeco-
nomic management creates a risky environment, with an increase in exter-
nal borrowing, capital flight becomes a response to such conditions. Thus,
external debt and capital flight can arise from corruption and related factors.

Another strand of the literature has suggested that external borrowing can
directly cause capital flight by providing the necessary resources to be
transferred outside the country (Henry, 1986; Cuddington, 1987). Dooley
and Kretzer (1994) argue that external debt can encourage national inves-
tors to make very risky investment choices, increasing the liabilities of the
borrowing government.
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This increase is caused by the fact that national saving is invested abroad
when the government is likely to raise capital taxation in the future.

Another perspective reveals that the causality goes from capital flight to
external borrowing. Lessard and Williamson (1987), and Boyce (1992) ob-
serve that foreign creditors can be ready to bridge the gap created by capi-
tal flight when they perceive a comparative advantage (in the tax system,
interest rates, etc.).

There has been little papers on the relationship between ODA and capital
flight on the one hand and between FDI and capital flight on the other.

The Official Development Assistance has been a considerable flow of
capital into the Cameroonian economy: it reached USD 17.5bn over the
1970-2010 period, an amount that is well below that of capital flight over the
same period (Boyce and Ndikumana, 2012). Hermes and Lensink (2001)
have shown that the ODA has a positive and statistically significant effect
on capital flight. According to Collier et al. (2004), low levels of ODA will
deter capital flight.

The net flows of foreign direct investment into Cameroon amounted to USD
3.7bn from 1997 to 2010. While this amount is lower than that of the ODA
flows or the external debt over the same period, the financial revolving door
hypothesis can still be envisaged in the case of FDI flows.

Evidence for the relationship between capital flight and FDI remains very
mixed in the literature. Sicular (1998) established a positive link between
FDI and capital flight in the case of China and Russia, while Kant (1996)
found a negative correlation. Lensink et al. (2000) in turn argued that FDI
flows did not have a significant effect on capital flight.

The link between capital flight and the institutional environment can be un-
derstood in many ways. Our study integrates the institutional dynamic into
the analysis of the capital inflows-capital flight relationship.

Our specification also includes proxies of the politico-institutional environ-
ment, such as corruption, the stability of the government and the re-
spect of the laws we build.

Government stability depends not only on cabinet reshuffles (there have
been 34 since 1982), but also, and especially, on the replacement of the
Prime Minister, who leads and gives a new impulse to the government. In
addition, coup attempts (April 1984) and popular unrest (February 2008)
coincide with the new government taking office, and thus, constitute a com-
plementary measure of government stability.



Our dummy variable takes value 1 each time a new prime minister is ap-
pointed or the post is vacant (period of instability), and O during the prime
minister’s term of office (period of stability).

Our corruption dummy is defined based on the country’s history, whose
economy heavily relies on the public sector. Corruption spreads widely in
1993 following the reduction in the public servants’ salaries (about 66%)
and worsened in 1994 with the devaluation of the CFA franc without ac-
companying measures. Since 2008, the government has taken measures
to actively reduce corruption. Based on this, our dummy variable corruption
takes the value 0O (low levels of corruption) over the periods 1970 to 1992
and 2008 to 2010, and the value 1 (widespread corruption) over the period
1993-2007.

Regarding the rule of law variable, we will focus on the changes in the
country’s Constitution, using a dummy variable that takes value 0 in times
of relative institutional stability (during which there was no modification of
the Constitution), and 1 otherwise.

We evaluate the FRD hypothesis by considering the link between natural
resources (oil and timber), the institutional environment and capital flight.

The results of the estimate reveal that an increase in the external debt of
one dollar leads to an increase in capital flight of between 47 and 62 cents.
On the other hand, capital flight does not affect the external debt in the
short and long term. The hypothesis of FRD is therefore not confirmed in
Cameroon over the period 1970-2010.

There is a persistent dynamic of reducing capital flight by its past level.
This negative effect observed in Cameroon could come from an indirect
effort to combat capital flight, through an improvement in the institutional
environment or better control of capital movements.

An increase in private external debt leads to an increase in capital flight.
This effect could stem from inadequate or inappropriate conditionality on
private external debt. On the other hand, there is not effect of the public
external debt to capital flight. Note that this differential effect between private
and public creditors persists in the simultaneous introduction of private and
public external debt in the same model, although the magnitude of the
coefficient changes.

The introduction of natural resource rent increases the explanatory power of
the model. On their own, external debt and natural resource rents account
for more than half of all capital flight (between 52% and 62%).
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After analyzing the FRD hypothesis, we are interested in the influence of
the institutional environment in the capital inflows-capital flight relationship.

Institutional environment, external debt and capital flight

The institutional environment impacts the flight of capital. In the short term,
widespread corruption increases the flight of capital via external debt.
Corruption negatively impacts the economic and financial environment,
weakens the private sector and reduces government efficiency. In contrast,
the stability of the government slows the capital flight. However, this study
shows that government stability has no significant impact on the relationship
between capital flight and external debt.

Institutional environment, FDI and capital flight

The politico-institutional variables affect the relationship capital flight-FDI.
We find a positive association between FDI inflows and capital flight. This
capital outflow generated by FDI is compounded by short-term corruption.
This impact of corruption on the capital flight-FDI relationship seems mixed
since in the long run we observe the opposite effect. The impact of the law
variable remains mixed, with the effects of reducing capital flight in the short
term and increasing over the long term.

Institutional environment, ODA and capital flight

The coefficients associated with these variables remain insignificant.
However, we found that government stability helps to mitigate, in the short
term, the capital flight related to inflows of multilateral ODA.

The impact of the institutional environment on the ODA-capital flight linkage
appears rather mixed and depends on one’s consideration of the short or
long term. However, the direct effects of institutional variables on capital
flight remain consistent with the literature: while corruption exacerbates
capital flight, government stability significantly reduces capital flight.

B Conclusion and Policy implications

This study has focused on the financial revolving door in Cameroon, and
analyzed the effects of the institutional environment and natural resources
on the capital flight over the period 1970-2010. First, we have shown that
external debt significantly affects capital flight. A dollar increase in external
debt leads to 47-62 cents increase in capital flight, mainly due to changes in
the private component of external debt. However, the study has not found a
significant effect of capital flight on external debt.



With regard to the other types of flows (ODA and FDI), results were rather
mixed.

Consequently, the financial revolving door hypothesis does not hold for
the case of Cameroon. Moreover, capital flight was found to be twice more
sensitive to an increase in oil revenues than an increase in external debt.

The study also found that the institutional environment matters when it
comes to analyze the external debt-capital flight relationship. Corruption
was found to encourage capital flight. This negative effect is due to the fact
that corruption worsens the economic environment and reduces the public
sector’s efficiency.

However, government stability reduces capital flight arising from variations in
external debt. These leave the authorities with effective policy instruments to
curb capital flight, including reducing corruption and promoting government
stability.

These results shows the necessity for external debt and ODA to be
accompanied with adequate conditions fostering a more efficient
management of public finances, to limit capital flight induced by these flows.
Moreover, the institutional environment should be strengthened to effectively
reduce capital fight.

This requires a reduction in corruption in public affairs and promotion of
a transparent management of natural resources, mainly oil and timber
revenue. Promoting government stability will also help reducing capital flight
and guarantying better resource allocation.
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