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Abstract
The primary objective of this research is to investigate the association
between illicit financial flows and international trade. This study used the
feasible generalized least squares and system GMM methods for empirical
analysis. Growth and development targets are challenging in Sub-Saharan
Africa due to a larger amount of illicit financial outflows towards developed
countries. These illicit financial outflows are surprisingly greater than the
amount of foreign aid provided to these countries. This scenario urgently
requires determining the key global and governance factors that enhance illicit
financial flows (IFFs) so that this region can finance its development agenda
without foreign assistance. Empirical outcomes show significantly higher
illicit financial flows with increasing levels of imports and exports, as
individuals and companies misrepresent the invoicing instruments to
externalise funds. The empirical estimates of political stability, voice and
accountability, government effectiveness and corruption control rate are
overwhelmingly negative. These outcomes suggest that the full
implementation of all the Financial Action Task Force’s anti-money
laundering recommendations by the government authorities is needed.
Furthermore, there should be easy access to the most recently available
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commodity-level world market pricing information to help overcome both
illicit financial flows and trade misinvoicing as it happens.
JEL CLASSIFICATION: C50; D74; F23; N40
KEYWORDS: ILLICIT FINANCIAL FLOWS; SUB-SAHARAN AFRICA;
IMPORTS; EXPORTS

1. Introduction
Sub-Saharan Africa (SSA) is composed of 48 countries that predominantly
face serious developmental challenges including poverty, hunger, poor health
and education, corruption and low economic growth rates. Although most
countries in the region have some of the most sought-after minerals and oil
reserves, almost all of them depend on aid and grants. Boyce & Ndikumana
(2012) identified a lack of funding as the major constraint on SSA’s growth
and development. However, the inflows of aid and grants to these countries
are far fewer compared to the amount of outflowing funds to mostly
developing countries (Baker, 2007; OECD, 2014). Unfortunately, this fund
outflowing is usually illegal or at minimum immoral. Therefore, these funds
are called illicit financial flows (IFFs).
There have been significant debates on what exactly amounts to IFFs, as
different researchers have proffered several definitions. The main issue of
contention in properly defining IFFs is the legal status associated with the flow
of funds. Confusion comes from the word ‘illicit,’ which does not necessarily
mean illegal, but is defined by the Oxford Dictionary as “forbidden by law,
rules or custom.” Several researchers have agreed that IFFs go beyond legality
to include the morality of cross-border transactions. IFFs, whether legal or
illegal, are generally immoral since they subvert a country’s objective to
generate funds domestically that can be used for the provision of public
services and the improvement of its citizens’ livelihoods. IFFs have been
defined as the “methods, practices and crimes aimed to transfer financial
capital out of a country in contravention of national or international laws.”
The widely accepted definition of IFFs is money that is acquired, transferred
or used illegally (OECD, 2014).
The primary objective of this research is to investigate the association
between illicit financial flows and international trade. International trade takes
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place through either exports or imports and creates room for funds, i.e., those
acquired both legally and illegally, to be formally moved across borders. As
the volume of trade increases and financial transactions become more
complex, the manipulation of trade data becomes more attractive as a means
of facilitating IFFs. According to Kar & Cartwright-Smith (2009),
international trade often provides an ‘excellent conduit’ for IFFs. Exports and
imports are mostly manipulated through misinvoicing, which accounts for
more than 60% of IFFs (Baker, 2007; Forstater, 2018; Mevel, Ofa, & Karingi,
2013). Empirical evidence shows that there is an upwards trend of persistently
large volumes of trade. Large volumes of trade reduce the probability of
detecting manipulation of invoices; this is because on average, less than five
percent of all cargo shipments are inspected, and there is limited exchange of
data or statistical analysis by various customs agencies.
To move funds out of a country, an exporter underinvoices his or her
exports. When exports are underinvoiced, the exporter will be using the
transaction to retain funds that should have been earned from the export out
of the country. The exported goods are valued more than what is indicated on
the invoice. Therefore, the central bank expects less foreign currency from the
transaction compared to the actual amount earned. The exporter retains the
difference between the actual value and the invoiced value out of the country.
In addition to the retained amount, such a transaction results in a thin base
from which taxation is supposed to take place domestically. In both cases, the
government is prejudiced of both foreign and local currency, thus reducing its
capacity to effectively provide public services (Kar & Freitas, 2012).
Importers use overinvoicing to move funds out of the country. By
overinvoicing, the importer declares his or her import to be more valued than
it actually is. As a result, the importer is allowed to move more funds than the
value of the goods to be received in the country, thus prejudicing the country
of foreign currency. The amount over and above the actual amount of goods
to be imported then becomes unaccounted for and remains in the foreign
country for the benefit of the importer. Just as in exports, such a transaction
not only moves funds out of the country but also increases costs in the books
of the importer. Thus, the transaction reduces the profitability from which the
government receives taxes. The effect is a smaller share of tax for the
government, thus crippling its ability to effectively provide public services.
According to De Grauwe et al. (2012), governance plays a crucial role in
African trade. The six governance dimensions have a critical influence on the
occurrence of IFFs. Good governance is when a country ensures a multilateral
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approach towards forming policies and procedures for the government to
implement. When the government does so for both the public and private
sectors in accordance with the laws of the land, it is called good governance.
Good governance results in a decline in IFFs as it becomes difficult to commit
criminal acts without getting caught and successfully prosecuted. It also
becomes difficult to move funds across countries’ borders. Hence, there is a
potential gap in investigating the impact of trade and governance on IFFs in
SSA countries. Therefore, this research answers the question of how trade and
governance indicators affect IFFs in SSA countries and how suitable policy
measures can control IFFs.
The rest of the paper is structured as follows. After the introduction is
presented in the first section, the literature is reviewed in Section 2. Section 3
describes the model specification, potential variables, and data. The next
section presents the empirical findings. Finally, we conclude the paper and
suggest policy stances for local and international stakeholders.
2. Survey of Literature
The origin of the terms related to the illicit financial flow of funds is
traceable to the pioneering works of the World Bank in the 1900s. It was at
this time that regular capital flight was observed for the first time with keen
concentration (Kituyi 2020). As globalization gathered pace alongside the
rapid movement of private capital, the phenomenon became a matter of
increased concern. The Global Financial Integrity Group (GFI, 2013) has
defined illicit financial flow of funds (IFFs) as “cross border transfers of funds
that are illegally earned, transferred, or utilized.” In their combined report
from 2016, the United Nations (UN) and the Organization for Economic CoOperation and Development (OECD) define illicit financial flow of funds
(IFFs) broadly as “all cross-border financial transfers, which contravene
national or international laws. This wide category encompasses several
different types of financial transfers, made for different reasons, including
funds with criminal origin, such as the proceeds of crime (for example tax
evasion, money laundering, fraud and corruption); funds with a criminal
destination, such as bribery, terrorist financing or conflict financing; transfers
to, by, or for, entities subject to financial sanctions under UN Security Council
Resolutions and its successor resolutions (e.g., terrorist organizations); and
transfers that seek to evade antimoney laundering/counterterrorist financing
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measures or other legal requirements (such as transparency or capital
controls)”.
In essence, activities relating to IFFs are secretive and most of them, such
as money laundering, tax evasion, corruption, bribery and terrorist financing,
are illegal. The illegal component of the total global IFFs is estimated at 35%,
while 60% is estimated to be IFFs generated through legal commercial
activities such as transfer pricing within multinational companies and
mispricing among independent companies (Baker, 2007). The rest of the IFFs
are estimated from different levels of corruption in financial matters in
concerned countries.
IFFs negatively impact the economic growth of a country. The funds that
are supposed to finance local production and services are channelled out of
the country, leaving a financing gap for both the financial sector and the
government. While most activities associated with IFFs are hidden, the impact
of some is conspicuous and devastating, particularly in the Sub-Saharan
African countries. SSA countries are already burdened with a plethora of
development challenges. According to the World Bank (2016), SSA has more
countries affected by conflict than any other region in the world, and 400
million people in the region are living in extreme poverty. While the gross
amounts of IFFs from countries such as China, Russia, Mexico, Malaysia and
India are greater than those experienced in SSA, the severity of IFFs in the
latter is exposed through the rankings of the ratios of IFFs and some
development indicators (Spanjers & Foss, 2015). Sixty-four percent of the top
25 countries with the highest IFFs-to-GDP ratio are from SSA, with Togo and
Liberia having ratios of 76% and 61.6%, respectively. Fifty-six percent of the
top 25 countries with the highest IFFs-to-trade ratio are from SSA, while 64%
of the top 25 countries with the highest IFF-to-FDI ratio come from SSA. The
highest IFF-to-FDI ratio was 13 564%, with the lowest being 243%. Boyce &
Ndikumana (2012) and De Grauwe et al. (2012) also indicated that SubSaharan African countries have the largest representation in the IFFs-toeducation spending and IFFs-to-health spending ratios, with at least 116% in
both cases. These ratios indicate that each country’s IFFs are over and above
what the country is spending on education and health, respectively.
Some of the public services impacted by IFFs include public health care,
security, education, disaster management and social services. Since all the
countries in Sub-Saharan Africa are not industrialized and are still developing,
they have a thin base from which they source domestic funding. If anything,
the region requires the most funding to ensure reasonable economic growth
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and poverty alleviation programs. The continued leakage of billions of dollars
through IFFs from SSA to mostly developed countries is affecting the region’s
economic development agenda. Research has proven that SSA is a net payer
in global transactions. Without IFFs, the region could finance its own
development agenda without any need for outside assistance. A reduction in
IFFs would therefore lead to an expansion of domestic revenue and reduce
reliance on foreign funding. This change could be instrumental for African
countries to regain control of extracting and marketing their own minerals,
thereby creating more value from their own resources in the long term (Liu,
Burridge, & Sinclair, 2002).
Research on IFFs is critical since it will lead to solutions on how to arrest
the flow of illicit funds from countries in SSA to other countries. Such
solutions will mean an increased financial base from which the countries in
SSA will invest or fund their own developmental projects. Increased
investment leads to creating jobs and alleviating poverty through boosted
sustainable economic growth and industrialisation. An increased level of
economic development will ensure the progression of these Sub-Saharan
African countries towards attaining the United Nations’ Sustainable
Development Goals (SDGs). Adopted in 2015, the SDGs are a global
development framework that succeeded the set of Millennium Development
Goals (MDGs). The MDGs’ agenda was to ensure the reduction of extreme
poverty and hunger, among other goals. There are 17 SDGs that aim to carry
the momentum beyond what the MDGs achieved minimally. The SDGs’
agenda includes ending extreme poverty and ensuring shared prosperity. IFFs
are some of the major impediments that may seriously negatively affect the
ability of countries in SSA to achieve the SDGs by 2030 (UNODC and OECD,
2016).
IFFs are indicative of the structural challenges of governance in countries
where they occur. Kar & Freitas (2012) went further to indicate that
governance is the main driver of IFFs and the underground world. Essentially,
governance is defined as the decision-making process and the subsequent
processes involved in the implementation of such decisions. The Commission
on Global Governance defines governance as ‘the sum of many ways
individuals and institutions, public and private, manage their common affairs’
(Weiss, 2000). The decision-making and implementation processes mainly
involve governments and both formal and informal actors in military and civil
society. After recognizing certain characteristics of governance that allow for
the social and economic development of a country, the term good governance
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was created (Chiappini and Viaud, 2020). Good governance has eight
characteristics; i.e., ‘It is participatory, consensus-oriented, accountable,
transparent, responsive, effective and efficient, equitable and inclusive and
follows the rule of law.’ 5 There are six governance indicators that show the
perceptions of governance from a wide variety of sources, both public and
private, and cover 200 countries and territories. The six dimensions are control
of corruption, regulatory authority, government effectiveness, political
stability and lack of violence, vice and accountability, and rule of law. This is
an on-going project that has been in operation since 1996, and the data is
updated annually.
SSA is impacted more by IFFs because of its vulnerability to a number of
challenges that affect it. Yet, IFFs are a global challenge that affects almost
all countries in the world, including developed countries. The difference is
different countries’ capacities to deal with the factors that promote IFFs. The
understanding of these factors and how they contribute to the proliferation of
IFFs is critical for policy-makers to help them develop the right frameworks
to curtail IFFs. Since IFFs are cross-border transactions, they are driven by
numerous activities that allow for the illicit movement of either goods or funds
across countries. The main activities involved in the creation of IFFs are the
generation of funds, their movement across borders, and their usage. Any
illicit activity along this chain results in the creation of IFFs. This research is
concerned with the movement of funds across borders through trade. The
extent to which this channel succeeds as a conduit for IFFs is dependent on
the country’s governance structures. Thus, it is worth exploring the trade and
governance indicators affecting IFFs in SSA countries.
3. Data and Econometric Approach
This research examines the international trade, institutional factors and
IFFs nexus for the Sub-Saharan African region. Following the literature, a
comprehensive crime model is implemented in this section (Draca & Machin,
2015; Machin & Meghir, 2004; Rickman & Witt, 2008). This model postulates
an association between the annually reported crime in the given panel and a
set of explanatory factors that are derived from deterrence, socioeconomic,
economic and crime-related elements. However, this research modifies the
crime model in such a way that it will estimate the amount of influence exports
5

https://www.unescap.org/sites/default/files/good-governance.pdf
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and imports have on the crime rate (IFFs) (controlling for institutional factors).
In making this estimation, the research makes use of a multiple linear
regression model. The following equation is used in the estimation:
ݏܨܨܫ௧ =ן௧ + ߚଵ ܺ௧ + ߚଶ ܯ௧ + ߚଷ ܴ݁݃ܳݕݐ௧ +
ߚସ ݈ݎݐ݊ܥ. ݎݎܥ௧ + ߚହ ݐݒܩܯ. ݂݂ܧ௧ + ߚ ܲܵ௧ + ߚ ܴܮ௧ +
ߚ଼ ܸܣ௧ + ߝ௧

(1)

where the subscripts t and i show the time period and region, respectively. The
dependent variable is the illicit financial outflows, while all economic and
institutional variables in the model are described and defined in Table 2. In
this study, IFF outflows, imports and exports are measured in millions of
dollars and are presented in log form to compare means and alleviate the
problem arising IURP WKH VNHZHG GLVWULEXWLRQV RI WKHVH YDULDEOHV Į LV WKH
LQWHUFHSWİLVWKH HUURU RUGLVWXUEDQFH WHUP, and ȕ1 to ȕ8 are the respective
coefficients. (litre.)
3.1 Data
For empirical analysis, the available data only range from 2004 to 2014.
The data used in the estimation are taken from three main reliable sources,
which are given below.
Table 1. Variable Data Sources and Status

1

Variables

Data Source

Status

ݏܨܨܫ
X

GFI
IMFs’ DOTS

Dependent Variable

M
Reg. Qty1
Control. Curr.
Govt. Eff.
RL

IMFs’ DOTS
WGI
WGI
WGI
WGI

PS
VA

WGI
WGI

Independent Variables

All quality indices range from approximately -2.5 (weak) to 2.5 (strong), showing their performance.
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- Regulatory quality captures perceptions of the
ability of the government to formulate and
implement sound policies and regulations that
permit and promote the private sector
- Control of corruption captures perceptions of the
extent to which public power is exercised for
private gain, including both petty and grand forms
of corruption and the "capture" of the state by
elites and private interests. Each estimate gives the
country's score on the aggregate indicator, in units
of a standard normal distribution, i.e., ranging
from approximately -2.5 to 2.5.
- Government effectiveness captures perceptions of
the quality of public services, the quality of the
civil service and the degree of its independence
from political pressures, the quality of policy
formulation and implementation, and the
credibility of the government's commitment to
such policies. Each estimate gives the country's
score on the aggregate indicator, in units of a
standard normal distribution, i.e., ranging from
approximately -2.5 to 2.5.
- Political stability and lack of violence measures
perceptions of the likelihood of political instability
and/or politically motivated violence, including
terrorism.
- Voice and accountability captures perceptions of
the extent to which a country's citizens can
participate in selecting their government, as well
as freedom of expression, freedom of association
and press freedom
- Rule of law captures perceptions of the extent to
which agents have confidence in and abide by the
rules of society, particularly the quality of contract
enforcement, property rights, the police, and the
courts, as well as the likelihood of crime and
violence. The estimate gives the country's score on
the aggregate indicator, in units of a standard
normal distribution, i.e., ranging from
approximately -2.5 to 2.5.
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IFFs are secretive and mostly hidden; therefore, their quantification is based
on estimations. These estimations are also made difficult by the various
definitions given to IFFs. Some definitions focus on the illegality of transfer
rather than the source, while others focus on the source 6. The differences
clearly come out in the broader definitions of IFF as discussed by (Forstater,
2018). The European Parliament Report (2015) on tax avoidance and tax
evasion highlighted in the description of illicit financial flows that they
“typically originate from tax evasion and avoidance activities, such as abusive
transfer pricing, against the principle that taxes should be paid where profits
have been generated.” Picciotto (2018) discussed illicit financial flows and the
tax haven and offshore secrecy system as follows: “Offshore is a murky world
which facilitates a range of criminal, illegal, illegitimate and undesirable
practices covered by the broad term illicit. They range from facilitating serious
crime to behaviour that is unethical or undesirable, such as concealing assets
from family members or business associates. It is sometimes said that many
of these activities are ‘perfectly legal’, and hence legitimate.”
3.1.1 IFFs and their Quantification
According to Mevel et al. (2013), there are four main methods used in the
quantification of IFFs, namely, the World Bank’s residual model, the Dooley
method, the hot money method and the trade misinvoicing method. These
different methods produce different results, which casts doubt on their
perfection. Similarly, most researchers agree that the methods are not 100%
correct in their estimations.
3.1.1.1 The World Bank’s residual model
This model was formulated in 1985 and uses a broad measure that uses
balance of payment amounts by taking into consideration the remainder of the
source of funds over recorded use of funds, which reflects unrecorded
outflows. This unrecorded outward flow of funds is assumed to be an IFF
when the source of funds is more than the use of funds. There are mainly two
sources of funds: 1) an increase in external debt and 2) net flows of foreign
direct investments. The two main uses of the funds are the finance of the

6
Terms used in defining IFFs provide the source of conflict; for example, GFI refers to movement of ‘funds
or money’, while OECD refers to movement of ‘financial capital’.
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current account deficit (shortfall of exports over imports) and the foreign
exchange reserves.
Source of funds

minus

Use of Funds

. >ǻ([WHUQDOGHEW)', 1HW @- >&$'HILFLWǻ5HVHUYHV 1HW @ (Kar
and Cartwright-Smith 2008).
3.1.1.2 The Dooley method
This method was formulated in 1986 and calculates IFFs by making three
major adjustments to those privately held foreign assets recorded in the
balance of payments by domestic authorities but not generating any
investment income. This method assumes that interest income from legal
capital would naturally be reported and recorded in the balance of payments;
however, interest income from illicit capital flows would go unreported in the
BOP. The IFFs are estimated by initially calculating the cumulative identified
capital outflows in the BOP and adding the errors and omissions. The second
adjustment is to add the difference in the changes in external debt as recorded
to the World Bank, calculated by netting the stock of foreign debt reported to
the World Bank with reported BOP liabilities. The figure acquired at this stage
represents the foreign assets acquired by the private sector. Last, an addition
of foreign stock needed to give the BOP investment income, which is acquired
by using an international market rate, is made.
 ܣ = ݏܨܨܫ+  ܤ+  ܥെ ܦ
where: A:
Cumulative recorded nonequity BOP assets
B:
Cumulative errors and omissions
C:
Adjustment for unrecorded claims
= Stock of external debt as reported to the World Bank - Cumulative
recorded BOP liabilities.
D:
Capitalised reported non FDI income (Claessens and Naude
1993).
3.1.1.3 Hot Money Method
This is a method of estimating IFFs by assuming that the line item of net
errors and omissions in the BoP does, in fact, represent capital outflows. The
argument is that since the BoP measures a country’s income surplus and net
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assets against other countries, it therefore follows that changes in the net
wealth of a country should be more or less equal to the increase in the income
surplus. If the income surplus is more than the change in the net wealth of a
country, then the difference is the capital outflow. Three different hot money
measures have been developed depending on what is being included under the
recorded private sector capital outflows:
 ݕ݁݊ܯ ݐܪ1 = െ ( ܩ+ ܥ1)
 ݕ݁݊ܯ ݐܪ2 = െ ( ܩ+ )ܥ
 ݕ݁݊ܯ ݐܪ3 = െ ( ܩ+  ܥ+ ܦ1 + ܦ2)
where G: Net errors and omissions, C: Other short-term capital of other
sectors, C1: Other assets, D1: Portfolio Investments: other bonds, and D2:
Portfolio Investments: corporate equities (Claessens and Naude 1993).
3.1.1.4 Trade Mis-Pricing model
This model is also known as the trade misinvoicing model. It estimates IFFs
by comparing the difference between statistics on bilateral export and import
figures as separately recorded on custom documents of two trading countries.
The IFFs take place when imports are overinvoiced and exports are
underinvoiced. This practice allows for some funds to remain out of a country
in contravention of national or international laws. There are three main types
of trade misinvoicing models depending on the source of data and the nature
of calculations affecting the export and import data to come up with IFFs.
These different types are the IMF DOTS-based mis-pricing model, the IPPSbased mis-pricing model and the UN COMTRADE-based mispricing model.
3.1.1.5 IMF DOTS-based model
The Direction of Trade Statistics (DOTS) is an International Monetary
Fund (IMF) dataset that provides partner country trading data to the IMF.
Ordinarily and ceteris paribus, exports from one country to another are
supposed to match the imports made by that other country from the former,
inclusive of insurance and shipping (cif: cost, insurance and freight). If records
of exports from country A to country B are different from import records from
country B to country A, then that difference is assumed to be due to
underinvoicing by the exporting country or overinvoicing by the importing
country. In general, exports are expressed as cif, while imports are expressed
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as fob (freight on board). To ensure consistency, a comparison of exports and
imports is made after dividing the imports with a fixed coefficient to bring
them to the import fob.
This research primarily relies on the IMF DOTS-based mispricing model
due to the ready availability of data. The data for import and export are
acquired from IMF’s DOTS database. The main advantage of using the IMF’s
DOTS database is that GFI has calculated the IFF outflows by using the same
database. Thus, consistency and clarity of the data is guaranteed. The data on
institutional variables are retrieved from the World Governance Index (WGI)
database.
Since the current research focuses on international trade, it is directed
towards the export and import variables. Institutional control variables, such
as regulatory quality, control of corruption, rule of law, political stability,
voice and accountability, and government effectiveness, ensure the correct
estimation of exports and imports for illicit financial flows. These institutional
factors are included in the model because they are governance indicators that
affect governmental institutions’ ability to collect taxes (Reuter, 2017). Table
2 contains the descriptive summary for all study variables.
3.2 Econometric Approach
To estimate Equation (1), the GLS estimation method is the most suitable
since all the variables are integrated at the same level. The robustness of the
GLS results is assured by dynamic system panel-data regression (dynamic
system GMM), which was first described by Arellano-Bover/Blundell-Bond
(Arellano & Bover, 1995). The dynamic system regresses a linear dynamic
panel-data model where the unnoticed panel-level impacts are associated with
the lags of the response factors. It accommodates outsized autoregressive
coefficients and a large ratio of the variance of the panel-level impact to the
variance of idiosyncratic errors. This method supports the possibility of
criminal inertia (Fajnzylber, Lederman, & Loayza, 2002), as it incorporates
the lag of the response factor as a regressor in the estimation process. A
collection of literature on economic crime has identified that a higher current
crime rate is related to a higher crime rate tomorrow (Case & Katz, 1991).
This estimation is also desirable for datasets with few periods and many
countries (A. Asongua,c, 2018). Furthermore, it is more reliable with panel
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data analysis, as it overcomes endogeneity problems (Arellano & Bover,
1995).
4. Results and Discussion
The motivation behind the empirical analysis is to examine whether IFFs
were sensitive to international trade and the quality of institutional factors
during the 2002-2014 period.
Table 2. Descriptive Statistics
Variable
lnIFFS
lnExports
lnImports
Political Stability
Government Effectiveness
Control of Corruption
Regulatory Quality
Voice and Accountability
Rule of Law

Obs.
216
220
220
220
220
220
220
220
220

Mean
6.62
7.96
7.54
-0.45
-0.71
-0.54
-0.59
-0.55
-0.66

Std. Dev.
1.64
1.52
2.07
0.88
0.57
0.60
0.51
0.64
0.55

Min
2.24
4.23
2.11
-2.21
-1.55
-1.45
-1.47
-1.45
-1.55

Max
10.19
11.69
11.89
1.10
0.64
1.03
0.67
0.65
0.67

Table 3. Trade and Institutional Determinants of IFFs
lnIFFS
Imports
Exports
Rule of Law Estimate
Voice and
Accountability
Regulatory Quality
Control of Corruption
Government
Effectiveness
Political Stability

114

B
0.43
0.35
1.41
-0.42

S.E
0.05
0.07
0.33
0.14

z
7.76
5.08
4.21
-3.07

P>z
0.00
0.00
0.00
0.00

C.I at 95%
0.32
0.53
0.22
0.49
0.75
2.06
-0.69 -0.15

-0.21
-0.06
-0.50

0.27
0.27
0.28

-0.77
-0.23
-1.10

0.44
0.82
0.01

-0.74
-0.59
-0.85

0.32
0.46
0.24

-0.52

0.11

-4.80

0.00

-0.73

-0.31
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Table 3. Trade and Institutional Determinants of IFFs (continued)
lnIFFS
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
Constant

B
Ref.
0.11
0.68
0.49
0.82
0.68
0.67
0.74
0.23
0.28
0.56
0.47
0.17
-0.04
0.14

S.E

z

P>z

0.29
0.29
0.29
0.28
0.29
0.29
0.29
0.29
0.29
0.29
0.29
0.29
0.30
0.37

0.38
2.36
1.70
2.89
2.37
2.28
2.59
0.78
0.95
1.90
1.60
0.57
-0.14
0.37

0.70
0.02
0.09
0.00
0.02
0.02
0.01
0.44
0.34
0.06
0.10
0.57
0.89
0.71

C.I at 95%
-0.45
0.11
-0.07
0.27
0.12
0.09
0.18
-0.34
-0.30
-0.02
-0.11
-0.41
-0.63
-0.58

0.67
1.25
1.05
1.38
1.24
1.24
1.31
0.79
0.85
1.13
1.04
0.75
0.55
0.85

This study has explored a nexus between trade activities and IFFs,
controlling for other significant institutional confounders by employing the
GLS estimation method in the case of Sub-Saharan African countries. Both
exports and imports have significant positive relationships with IFFs, which
was the expected outcome. The results show that a 1% rise in imports and
exports results in 0.43% and 0.33% higher IFFs outflows, respectively. This
outcome is due to trade-related over- or underinvoicing. Over-or
underinvoicing occurs during either exporting or importing. Thus, it becomes
normal for exports and imports to have a positive relationship with IFF
outflows. Therefore, past studies have usually used trade data (i.e., imports
and exports) to study trade mispricing (Forstater, 2018). The interesting point
is that the estimate of imports is greater than that of exports. This finding can
be explained by the ability of a government to properly monitor the data
generated from the two trading processes. Exports can be more easily
monitored under strict rules and regulations than imports by the home
government as they are produced within the country. However, import data is
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more open to manipulation for several reasons. These reasons include several
other costs that can be added to the original cost of the imports and that the
imports may come from a country with a different language from the home
country. These gaps create room for errors (Manucha et al., 2006). The
coefficient of exports is unexpectedly negative and not robust in the system
GMM estimation.
Among institutional variables, regulatory quality has a negative but
inconsistent relationship with IFFs. These outcomes contradict the results of
Abotsi (2018). However, the association of government effectiveness with
IFFs is negative and consistent (p<0.01). This result implies that the
government’s ability to design and implement robust policies certifies and
endorses economic development while also curbing IFFs outflows. The
government is thus able to curb IFFs because institutional factor help
formulate effective policy measures and implement them, even in the tax
system (Jalilian, Kirkpatrick, & Parker, 2007). Thus, higher government
effectiveness means an efficient tax system in the country. An efficient tax
system leads to increasingly difficult opportunities to commit tax-related
crimes. Ultimately, this system leads to lower IFFs. A negative relationship is
thus expected to occur (Mnguu, 2013; Togler and Schneider, 2007). The
positive and highly significant (p<0.01) association of rule of law with IFFs
is surprising and contradicts past studies that have pointed out a negative
impact of rule of law on IFFS (Baker, 2007). The impact of political stability
is significant (p<0.01) and negative. This result implies that an unstable
political system allows rent seeking and corruption from unrestricted officials
and leaders, especially in extractive political institutes (Acemoglu, Johnson,
Robinson, & Thaicharoen, 2003). Among the empirical results, the estimate
of the voice and accountability index is significantly (p<0.01) negative. This
result implies that media freedom plays a vital role in overcoming IFFs. This
study estimates an inconsistent nexus between the control of corruption and
IFFs because it is noted that corruption accounts for only 5% of the total global
IFFs (Kar, 2002). Moreover, Reed & Fontana (2011) noted that as corruption
proceeds are very difficult to measure, their impact is insignificant. The year
fixed effect significantly confirms the increasing trend of IFFs except for a
few years, showing higher IFFS over this time period in SSA countries.
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Table 4. Robustness with Dynamic System GMM Estimation
lnIFFS
LnIFFS (t-1)
Imports
Exports
Rule of Law Estimate
Voice and
Accountability
Regulatory Quality
Control of Corruption
Government
Effectiveness
Political Stability
Constant

B
0.08
0.83
-0.21
2.01
-0.62

S.E
0.06
0.15
0.12
0.58
0.42

z
1.18
5.43
-1.73
3.45
-1.47

P>z
0.24
0.00
0.08
0.00
0.14

C.I at 95%
-0.05 0.20
0.53
1.13
-0.46 0.03
0.87
3.15
-1.44 0.21

0.19
-1.08
0.61

0.61
0.56
0.65

0.30
-1.93
0.95

0.76
0.05
0.34

-1.01
-2.18
-0.65

1.38
0.02
1.88

-0.65
2.11

0.22
0.88

-2.96
2.41

0.00
0.02

-1.09
0.40

-0.22
3.83

Robustness is checked using dynamic system GMM estimation. The
dynamic system confirms the outcomes of FGLS, except that IFFs are
estimated to be higher in this region with a lower rate of control over
corruption at p<0.05, holding other factors constant. This finding suggests that
the states with lower scores for control of corruption face a relatively higher
rate of corruption and will ultimately experience more IFFs. Furthermore,
corruption is fundamentally linked to IFFs. Corruption produces undue
benefits that need to be transferred illicitly and illegally to the developed
world, which provides secrecy protection to their money (Filippo and
Reganati, 2017). A previous study has also estimated a significant relationship
between corrXSWLRQDQGFDSLWDOÀLJKW(Le & Rishi, 2006). Thus, corruption is
found to have a positive impact on IFFs in the current research.
Chaikin and Sharman (2009) noticed that corruption is often the main
source of funds being transferred illegally in developing territories.
Developing territories normally have less organized crime and much smaller
financial institutions (Chaikin & Sharman, 2009). This outcome is in line with
Abotsi (2018), Desbordes & Verardi (2017) and other past studies that have
indicated that an increased level of corruption raises the rate of trade
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misinvoicing (Wardlaw, Blanc, Zupan, & Ahman, 2004). However, the
coefficient of exports surprisingly becomes negative in this estimation.
5. Conclusion and Suggestions
This research investigates international trade, governance factors and IFF
relationships for SSA countries using the FGLS. Additionally, system GMM
regression analysis is employed for robustness. The empirical results reveal
higher IFFs with increasing levels of imports and exports. Individuals and
companies misrepresent the invoicing instruments to externalise funds or pay
lower duty taxes, among other suspicious activities (Reed & Fontana, 2011).
The empirical estimates of political stability, voice and accountability,
government effectiveness and corruption control rate are significantly
negative. In developing countries, poor governance and a (poor) lower rate of
corruption control help enhance the occurrence of IFFs when multinational
companies in the extractive industry negotiate the desired tax conditions
against informal payments made to government representatives. Moreover, an
unstable political system not only permits corrupt politicians to safely conceal
their earnings from corruption but also holds the institutions accountable for
sensing IFFs. This is aligned with the argument that corruption explains a far
greater portion of IFFs from poor states than from rich states because
disentangling corruption from the other sources of funds available for
laundering is very difficult in these countries (Kar & Cartwright-Smith, 2009).
This unequal effect on developing countries requires IFFs to be on the
development agenda. Furthermore, it is also argued that the mispricing of
exports and imports may help corrupt officers transfer money abroad in a way
that cannot be observed. For example, an official in a developing state may
found a facade import/export business to transfer money abroad, or he or she
may privately buy goods from a multinational company at an artificially
inflated price, thereby shifting the illegal earnings of corruption out of state
(Forstater, 2018).
5.1 Suggestions
Curbing IFFs requires strong international cooperation and concerted
action by developed and developing countries in partnership with both the
private sector and civil society. Countries in which corruption is endemic
should not abdicate responsibility for fighting it. This clearly indicates that a
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share of the fighting must take place abroad. Further, those responsible for
regulating the jurisdictions in which corrupt persons shift their profits carry a
portion of the blame. Suggestions to solve this problem must come not only
from the countries where illicit financial flows originate, but also from the
recipient countries, i.e., offshore financial centres with a high level of financial
secrecy. Corruption cannot be fought effectively in developing countries
without developed countries playing their part to stop the flow of the proceeds
of such corruption. Government authorities should adopt and fully implement
all the Financial Action Task Force’s (FATF) anti-money laundering
recommendations. Laws already in place should be strongly enforced. The
positive association of government effectiveness with IFFs recommends
enhancing its intensity in terms of policy formation and implementation to
overcome IFFs. Governments should significantly boost customs enforcement
by providing appropriate training and equipment to better detect the
intentional misinvoicing of trade transactions. One particularly important tool
for stopping trade misinvoicing as it happens is giving access to the most
recently available, commodity-level world market pricing information. This
would allow customs officials to tell whether a particular good may be
significantly mispriced relative to the prevailing world trade pricing for that
good. This variance could then trigger further review for the transaction in
some form, such as an audit. GF Trade™, a product of GFI, is a proprietary
risk assessment tool that is designed to allow customs departments to do just
that. Customs agencies should treat trade transactions involving a tax haven
with the highest level of scrutiny. Moreover, governments should significantly
boost their customs enforcement by equipping and training officers to better
detect the intentional misinvoicing of trade transactions, particularly through
giving them access to the most recently available world market pricing
information at the detailed commodity level (Global Financial Integrity,
2019). It is suggested that researchers investigate the same IFF-related issues
in different countries, regions, and continents to increase the betterment of
poor people in line with the SDGs of the UN.
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