CAPITAL FLIGHT AND INVESTMENT IN NIGERIA IN THE ERA OF FINANCIAL GLOBALISATION (1970 – 2007)



By


ADETILOYE Kehinde Adekunle
CUGP040051



Department of Banking and Finance
School of Business
College of Development Studies
Covenant University
Ota.

Being
A Thesis Submitted in Partial Fulfilment of the Requirements for the Award
of  the Degree of Doctor of Philosophy (PhD) in Banking and Finance in the Department of Banking and Finance of the School of Business, College of Development Studies, Covenant University
Ota, Ogun State,
Nigeria.


June 2011
Certification
This is to certify that this study was carried out by Adetiloye, Kehinde Adekunle of the Department of Banking and Finance, School of Business, College of Development Studies, Covenant University, Ota, Nigeria, under our supervision and that it has not been submitted for the award of any degree in this or any other university


Professor J. Ade T. Ojo                         Signature and Date...............................................
Supervisor
Department of Banking and Finance
College of Developmental Studies
Covenant University, 
Ota.

 
Prof (Mrs) Esther O. Adegbite         	 Signature and Date................................................                                
Co- Supervisor
Department of Finance
University of Lagos, Lagos.


Professor J. Ade T. Ojo                        Signature and Date...............................................
Head of Department
Department of Banking and Finance
College of Developmental Studies
Covenant University, Ota
				-

Prof Kayode Soremekun		 Signature and Date----------------------------------------
Dean,
College of Development Studies
Covenant University
Ota.

Prof C. A. Awonuga			  Signature and Date..........................................
Dean, 
School of Postgraduate Studies
Covenant University
Ota


DECLARATION
It is hereby declared that this research work was undertaken by Adetiloye, Kehinde Adekunle. This thesis titled ‘Capital Flight and Investment in Nigeria in the Era of Financial Globalisation’ is based on original study in the Department of Banking and Finance, School of Business, College of Development Studies, Covenant University, Ota, under the supervision of Distinguished Prof J.A.T. Ojo and Prof (Mrs) Esther O. Adegbite. The ideas and views of this research work are those of Adetiloye, Kehinde Adekunle, and the views of other researchers have been duly acknowledged.
____________________                                                  _____________________________
Signature								Date

The above declaration is attested to by:

Professor J. Ade T. Ojo                         Signature and Date...............................................
Supervisor
 
Prof (Mrs) Esther O. Adegbite         	 Signature and Date................................................                                
Co- Supervisor,
University of Lagos

Professor J. Ade T. Ojo                        Signature and Date...............................................
Head of Department
Department of Banking and Finance
Covenant University, Ota
				-

Prof Kayode Soremekun		 Signature and Date----------------------------------------
Dean, College of Development Studies
Covenant University
Ota.

Prof C. A. Awonuga			  Signature and Date..........................................
Dean, School of Postgraduate Studies
Covenant University
Ota

Dedication
This work is dedicated to the King of kings, the Sustainer of life who continually guides the steps of those who trust in Him and to my fathers in the Christian faith and the academic profession. 









ACKNOWLEDGEMENTS
I must place on record my profound and deep appreciation to the following persons for their help in one way or the other at the start, during the course, and at the completion of this study. 
I want to appreciate God for three persons without whose guide this work would not be completed. Firstly, my appreciation goes to the Almighty God, who gave me life and sustained me in spite of my fallible nature, and by His words gave me hope on 30th November 2003. To God, for the His servant, Dr David Oyedepo, who received a vision and decided to run with it.  The principal officers of Covenant University have been wonderful in their pursuit of excellence. From Prof (Mrs) Aize Obayan, the Vice Chancellor and the erstwhile Registrar, the Secretary of the Living Faith Church, Pastor Yemi Nathaniel to  the current Registrar, Mr E O Ojo, one cannot make light of the encouragement that has been received. To the senior academics, that God has brought my way in the process of building this career and for the completion of this study. Professors and senor academics, who were always around to chip in one thing or two. Essentially, Professor JAT Ojo, my Supervisor and HOD, for his fatherly and constant advice to me on this work and other areas of life, and my co-supervisor, Prof (Pastor) Esther O Adegbite.  Also, to Prof (Pastor) Adebayo Oloyede of the Department of Banking and Finance University of Ado Ekiti, who encouraged me in several ways, from whom the original idea of this thesis came and also for his constant prayers. I also want to appreciate Professor Sunday Otokiti for important insights he gave on this work as it progressed and the pieces of advice at different times.
Senior colleagues in the Department of Economics and Development, who have helped in no small way to improve the quality of this work will forever be remembered.  Among these is Dr Kolawole O Olayiwola who read the first draft and made very important suggestions on the study. For this, I am very grateful. Dr Olasupo Alege, also of the Economics Department did well for me since the proposal stage of the work up till the very end, especially on the measurements and methodology. Dr Oluranti Ogunrinola who kept prodding me on this work and Dr. Henry Okodua for his assistance and help on econometric matters. On the other side of the Atlantic, I must appreciate Professors H. Ito and M. Chinn of Portland State University and University of Wisconsin and National Bureau of Economic Research (NBER) of the United States respectively for making available the resources to calculate Kaopen promptly.
I cannot but remember to appreciate my colleagues in the Department. Mrs Abiola Babajide, the ‘mummy’ of the Department who in no small way encouraged me and for her moral support when conditions were forlorn. I remember my colleagues, Dr Ochei Ikpefan, Alex Omankhalen and Mr Olusegun Olowe and also the ladies of the Department, Mrs `Wunmi Olokoyo and Mrs Folasade Adegboye. I cannot fail to mention the Departmental staff: Princess Uzoma and Mr Taiwo Urhue. I equally appreciate Mr David Obaoye and Miss Gift Madu, the supporting staff of Department and Professor JAT Ojo, for accepting to undertake some responsibilities for me on the study. I also thank my colleague and brother, Mr Kingsley Adeyemo of the Accounting Department, for the moments we shared on issues of Christian life and personal progress. 

Finally, I want to mention my parents, especially my mother Mrs Florence Morenike Adetiloye, who encouraged me and my siblings in no small way to acquire education in order to better our lives. Great appreciation goes to my father Pa Isaac Ayodele Adetiloye, for being an understanding friend. On the home front, I appreciate my dependable wife and friend Opeyemi, who has been with me while I undertake one educational programme or the other since our courtship days. I remember my children, Kolade, Kikelomo, Koyejo and Kunmi who came into our lives at different times and have been sources of encouragement and hope for the future. 
I accept full responsibility for any error, grammatical and otherwise, that may remain in this work.


TABLE OF CONTENTS
Title and Cover Page ...................……………………………………….…...........................      Certification…....................……..…………………………………...........………………….i
Authorization..........................................................….............................................................ii
Dedication…………………………………………................................................................iii
Acknowledgment……….……………………………............................................................iv
Table of Contents……...…….……………………..............................................................vii
List of Tables...……………………………………..............................................................xii
List of Figures…………………….……………...............................................................…xiii
Abstract..................................................................................................................................xiv
CHAPTER ONE: INTRODUCTION
1.1 Background to The Study....................................................................................................1
1.2 Statement of the Problem....................................................................................................5
1.3 Objectives of the Study.......................................................................................................7
1.4 Research Questions.............................................................................................................8
1.5 Statements of Hypotheses...................................................................................................9
1.6 Significance of the Study....................................................................................................9
1.7 Scope  of the Study ...........................................................................................................11
1.8 Outline of the Study..........................................................................................................11
CHAPTER TWO: REVIEW OF LITERATURE 
2.0 Introduction........................................................................................................................13
2.1. CAPITAL FLIGHT...........................................................................................................14
2.1.1 Conceptual and Definitional Issues in Capita.................................................................14
2.2 CAUSES AND ROUTES OF CAPITAL FLIGHT...........................................................18
2.3 Capital Flight and Capital Flows................................................................................,.......21
2.3.1 Public and Private Wealth or capital...............................................................................22
2.3.2 Capital Flight and Wealth of a Country..........................................................................23
2.3.3 Capital Accumulation or Formation................................................................................24
2.3.4 Portfolio Theory in Capital Flight...................................................................................26
2.3.5 Risk and Uncertainty in Capital Flight............................................................................27
2.4 LEGAL AND ILLEGAL CAPITAL FLIGHT..................................................................28
2.5 RISKS AND CORRUPTION............................................................................................31
2.5.1 Macroeconomic Risks.....................................................................................................31
2.5.2 Political Risks..................................................................................................................32
2.5.2 Corruption and capital flight...........................................................................................33
2.5.3 IMF on Governance Issues and Corruption....................................................................35
2.5.4 Corruption Control and Freedom of Information (FOI) Law.........................................36
2.5.5 Private Banking Services for Flight Capital....................................................................37
2.6. INVESTMENT.................................................................................................................38
2.6.1 Definitions of Investment................................................................................................38
2.6.2 Domestic Investment.......................................................................................................39
2.6.3 Review of Empirical studies...........................................................................................45
2.6.4 Sources and Determinants of Domestic Investments......................................................47
2.6.5 Measurements and Models..............................................................................................51
2.6.6 Foreign Private Investment.............................................................................................52
2.6.7 International Capital flows..............................................................................................56
2.6.8 Foreign Direct Investment Inflow..................................................................................57
2.7 CAPITAL FLIGHT, OPEN MACROECONOMICS AND BALANCE OF PAYMENT..............................................................................................................................60
2.7.1 Openness of Current Account.........................................................................................60
2.7.2 Openness of Capital account...........................................................................................62
2.7.3 Errors and Omissions......................................................................................................64
2.7.4 The Abuse of the Errors and Omission...........................................................................65
2.7.4 Requirements of Capital Account Liberalisation............................................................66
2.8 CAPITAL FLIGHT AND FINANCIAL GLOBALISATION.........................................70
2.8.1 Definitions.......................................................................................................................70
2.8.2 Financial Globalisation and Integration.........................................................................71
2.8.3 Financial Globalisation Capital Flows and Volatility.....................................................78
2.8.4 Financial Globalisation and Capital Account Liberalisation..........................................79
2.8.5 Financial Globalisation and Financial Development......................................................80
2.8.6 Empirical Studies on Nigeria Globalisation....................................................................81
2.8.7 Models and Measurements of Financial Globalisation...................................................82
2.8.8 Nigeria’s Efforts at Globalisation and ECOWAS...........................................................85
2.9 CAPITAL FLIGHT IN OTHER DEVELOPING COUNTRIES......................................87
2.9.1 China...............................................................................................................................87
2.9.2 Russia..............................................................................................................................88
2.9.3Thailand............................................................................................................................88
2.9.4 India.................................................................................................................................89
2.10 CAPITAL FLIGHT AND RELATED ISSUES...............................................................89
2.10.1 External Debt.................................................................................................................89
2.10.2. Aid................................................................................................................................89
2.10.3 Brain Drain (Human Capital flight)..............................................................................90
CHAPTER THREE: THEORECTICAL FRAMEWORK AND RESEARCH METHODOLOGY
3.0 Introduction........................................................................................................................91
3.1. Theoretical framework and Linkages................................................................................91
3.2 APPROACHES TO MEASUREMENT OF CAPITAL FLIGHT.....................................92 
3.3 Balance of Payment approach............................................................................................92
3.2.2 The Bank Deposit approach............................................................................................92
3.3 MODELS SPECIFICATION.............................................................................................94
3.3.1 Techniques of estimation of Capital flight Variables .....................................................95
3.4.1 CAPITAL FLIGHT MEASUREMENT.........................................................................98
3.4.2 Dooley Measure and Estimates.......................................................................................99
3.5 Domestic Investment Function.........................................................................................100
3.5.1 Variables of Investment.................................................................................................102
3.6 FINANCIAL GLOBALISATION...................................................................................104
3.6.1 Kaopen Measurement....................................................................................................106
3.6.2 Variables of Financial Globalisation.............................................................................107
3.7 SOURCES OF DATA......................................................................................................108
3.7.1 Limitation of the Study.................................................................................................110
CHAPTER FOUR: ESTIMATION RESULTS, HYPOTHESES TESTING AND FINDINGS
4.0 Introduction......................................................................................................................111
4.1 Unit Roots Tests...............................................................................................................111
4.2 Capital Flight ...................................................................................................................114
4.2.1 Capital flight and Domestic Investment.......................................................................115
4.2.3 Equality Tests................................................................................................................116
4.2.3 Regression Estimates.....................................................................................................120
4.2.4 Co-integration Test........................................................................................................125
4.2.5 Vector Error Correction.................................................................................................127
4.2.6 Paired Samples Tests.....................................................................................................128
4.2.7 Granger Causality Results.............................................................................................129
4.3 DOMESTIC INVESTMENT...........................................................................................131
4.4 FINANCIAL GLOBALISATION..................................................................................134
4.5 DISCUSSIONS OF EMPIRICAL FINDINGS ..............................................................140
4.6 FURTHER FINDINGS....................................................................................................144
CHAPTER FIVE: SUMMARY OF FINDINGS, RECOMMENDATIONS AND CONCLUSIONS
5.1 Summary..........................................................................................................................146
5.2 Conclusion .......................................................................................................................148
5.3.1 Recommendations: Capital Flight.................................................................................149
5.3.2 Investment.....................................................................................................................151
5.3.3 Financial Globalisation.................................................................................................153
5.4.1 Contributions to Knowledge ........................................................................................155
5.4.2 Areas for Future Research............................................................................................157
References..............................................................................................................................158
Definition of terms.................................................................................................................174
Capital Flight Variables.........................................................................................................178

LIST OF TABLES 
2.1 Private Wealth and Its Composition by Region ................................................................23
2.2 Estimated Cross Border Flows of Dirty Money.................................................................30
2.3 Nigerian Corruption Perception Index...............................................................................34
2.4 Balance of Payment Crisis and Capital Flight...................................................................62
2. 5 Nigeria General Globalisation Index................................................................................70
2.6 Drivers of Financial Globalisation ....................................................................................83
2.7 Pre and Post Consolidations Assets Holdings of Selected Nigerian Banks......................84
4.1.1 Unit Root Tests (ADF)..................................................................................................112
4.1.2 Hadri Group Unit Root test...........................................................................................113
4.3.3 Breuch-Godfrey Serial Correlation LM Test................................................................114
4.2.1 Test of Equality between a series of Variables.............................................................117
4.2.2 Capital Flight Regression Estimates.............................................................................118
4.2.3 Johansen Multivariate Co-integration Result ...............................................................123
4.2.4 Vector Error Correction Estimates for Capital Flight...................................................125
4.2.5 Paired Samples Differences Results..............................................................................126
4.2.6 Granger Causality Test result........................................................................................127
4.3.1 OLS Regression Results for Investment.......................................................................129
4.3.1 Regression Results for Financial Globalisation............................................................133



TABLE OF FIGURES
2.1 Financial globalisation growth and development...............................................................77
4.1 Pre Globalisation Investment Ratio and Capital Flight Ratio to GDP............................115
4.2. Post Globalisation Investment Ratio and Capital Flight Ratio to GDP..........................116
4.3 Capital Flight (World Bank) and (Dooley) Measures......................................................119
4.4 Divergence between Naira Real rate and Dollar Real savings rate.................................120
4.5 Capital Flight and Investment Ratio to GDP...................................................................121
4.6 Capital flight (World Bank) and Domestic Investment ..................................................122
4.7 Capital Flight (Dooley) and Domestic Investment ..........................................................122
4.8 External Financial Asset and Liabilities...........................................................................135
4.9 Nigeria Financial Globalisation........................................................................................135












Abstract
As being experienced in many developing countries, Nigeria has been experiencing confirmed capital flight which has been a problem believed to have adversely affected domestic investment. The existence of this problem is further accentuated by the financial globalisation process which has enabled capital to flow more freely than before between countries of the world. This study examined the relationship between capital flight in Nigeria and investment during the period of financial globalisation with data from 1970 to 2007. The main variables used were exchange rates, investment, Kaopen, financial savings, external reserves and interest rate differential among others. Ordinary Least Square (OLS) technique is used in determining the significant variables in investment and financial globalisation, while Vector Error Correction Mechanism (VECM) was adopted to determine the long-term relationship between investment and capital flight.  The study finds that the rate of exchange is significant in investment and financial globalisation but not significant in World Bank’s and Dooley’s estimates of capital flight. The different estimates of capital flight do not significantly impact negatively against investment though it has a long-term negative impact on external reserves of the country. The Dooley’s definition of capital flight is found to more significant in the Nigeria case than the World Bank’s as its impact is negative on the investment, though not significant. This signifies the role of errors and omissions in distorting the estimates of capital flight in Nigeria.  The other determinant of capital flight is the interest rate differential in the co-integrating equation. Unusually, the Kaopen measure is significant in the Nigeria’s financial globalisation scenario, which calls for careful foreign exchange rate management to determine the rate of the exchange.  The study recommends a cleaner floating of the domestic currency to reduce capital flight, the improvement of the business environment and an increase in the autonomous investment by both public and private sectors in the economy to induce other domestic investments, which will facilitate inflow of capital.
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