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Abstract 

Capital flight remains a paramount concern for lower-middle-income countries 
(LMICs) when securing external debt, as its volume and the country’s economic vul-
nerability can heighten this concern. This study aims to investigate the heterogeneous 
effect of external debt on capital flight across 42 lower-middle-income countries from 
2004 to 2023. Methodologically, we applied the Methods of Moments quantile regres-
sion (MM-QR) approach, benchmarking our estimates against static fixed effects and 
two-step system Generalized Method of Moments (GMM) models. The panel quantile 
regression shows that capital flight increases in tandem with external debt; however, 
the positive impact of external debt on capital flight is more pronounced in the lower 
quantiles and less pronounced in the upper ones. The quantile estimates reveal a highly 
heterogeneous relationship, with the positive impact of external debt almost doubling 
from 1.671 at the 90th quantile to 2.663 at the 10th quantile. Ultimately, these findings 
suggest policymakers must implement targeted, tier-specific debt management strate-
gies to contain capital flight effectively, and adopt adequate infrastructure to detect 
misinvoicing, fake shipments, manipulation of transfer pricing, moral hazard prob-
lems, and weak economic governance.
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INTRODUCTION

Countries with high capital flights invest 25% less in health and 
58% less in education than comparable countries with low capi-
tal flights (Global Financial Integrity, 2026). Indeed, lower-mid-
dle-income countries (LMICs) are susceptible to capital flight. For 
instance, the Financial Action Task Force (FATF) has determined 
that more than 50% of high-risk nations are lower-middle-income 
countries (FATF, 2026). Moreover, the international community 
has pledged to reduce capital flight by 2030 as per Target 16.4 of the 
Sustainable Development Goals (SDGs). Moreover, LMICs account 
for 40% of the world’s population; therefore, capital flight from ex-
ternal debt would seriously undermine the basic needs of a large 
share of the world’s population. LMICs heavily rely on external 
debt because their domestic debt markets cannot meet government 
financing needs, leading to dominance of external debt and un-
dermining macroeconomic stability (Dawood et al., 2021). Due to 
persistent fiscal imbalances, the external debt of many developing 
nations, including LMICs, has increased significantly over the past 
forty years (Beyene & Kotosz, 2020). For example, in 2023, low-in-
come countries and LMICs paid a record USD 1.4 trillion, around 
4% of their gross national product, simply to pay down their debt 

© Tofayel Ahmed, Mohd Ashari Bakri, 
Nurshila Binti Ahmad, Ribed Vianneca 
W. Jubilee, 2026

Tofayel Ahmed, Ph.D. Student, Labuan 
Faculty of International Finance, 
Universiti Malaysia Sabah [University 
of Malaysia Sabah], Malaysia. 
(Corresponding author)

Mohd Ashari Bakri, Senior Lecturer, 
Labuan Faculty of International 
Finance, Universiti Malaysia Sabah 
[University of Malaysia Sabah], 
Malaysia.

Nurshila Binti Ahmad, Senior Lecturer, 
Labuan Faculty of International 
Finance, Universiti Malaysia Sabah 
[University of Malaysia Sabah], 
Malaysia.

Ribed Vianneca W. Jubilee, Senior 
Lecturer, Labuan Faculty of 
International Finance, Universiti 
Malaysia Sabah [University of Malaysia 
Sabah], Malaysia.

JEL Classification F34, F32, H63, C23

Keywords LMICs, capital flight, external debt, panel quantile 
regression, debt management strategy

Type of the article: Research Article

LLC “СPС “Business Perspectives” 
Hryhorii Skovoroda lane, 10, 
Sumy, 40022, Ukraine

This is an Open Access article, 
distributed under the terms of the 
Creative Commons Attribution 4.0 
International license, which permits 
unrestricted re-use, distribution, and 
reproduction in any medium, provided 
the original work is properly cited.

www.businessperspectives.org

BUSINESS PERSPECTIVES

Conflict of interest statement:  

Author(s) reported no conflict of interest



117

Public and Municipal Finance, Volume 15, Issue 4, 2026

http://dx.doi.org/10.21511/pmf.15(4).2026.08

(World Bank, 2024). Furthermore, if external debt is not managed properly, increased external debt 
may lead to capital flight if local investors fear a debt crisis, excessive debt repayments, or the deple-
tion of foreign currency resources (Eaton, 1987).

Given the vulnerability of LMICs to capital flight, these countries may encounter obstacles in securing 
external debt from creditor countries and institutions. Moreover, mismanagement of external debt in 
LMICs may make creditors unwilling to provide it. Creditor countries may also require debtor coun-
tries with high levels of government effectiveness to regulate capital flight and ensure a favorable return 
on their investment. Furthermore, external debt may affect capital flight dynamics, depending on its 
volume and the country’s economic vulnerability.

1. LITERATURE REVIEW  

AND HYPOTHESES

The theoretical foundation of capital flight rests 
primarily on two complementary economic 
frameworks: portfolio adjustment theory and the 
debt-driven capital flight hypothesis. Portfolio ad-
justment theory posits that capital flight occurs 
when domestic investors reallocate wealth toward 
foreign assets in response to domestic macroeco-
nomic conditions, including instability, political 
risk, tax burdens, and unfavorable interest rate dif-
ferentials (Cuddington, 1986; Dim & Ezenekwe, 
2014). In contrast, the debt-driven capital flight 
hypothesis explains outflows through the accu-
mulation of sovereign debt. When foreign debt 
reaches elevated levels, domestic economic agents 
anticipate future fiscal crises such as currency de-
valuations and sharp tax increases needed to ser-
vice external obligations. Thus, to protect private 
assets from debt-servicing taxation or potential 
confiscation, investors move capital to lower-risk 
international havens instead (Eaton, 1987).

Empirical investigations into the external debt–
capital flight nexus present two divergent strands 
of literature. The first and dominant strand dem-
onstrates a statistically significant positive rela-
tionship, asserting that foreign borrowing actively 
induces capital flight. In many developing nations, 
where external borrowing is mismanaged or chan-
neled into unyielding public ventures, the econo-
my fails to generate sufficient revenue to meet 
principal and interest obligations. This fiscal bur-
den depresses domestic growth and incentivizes 
capital flight. This positive relationship has been 
extensively documented across various develop-
ing regions. For instance, in Sub-Saharan Africa 
(SSA), Ndikumana and Boyce (2011) revealed that 

between 1970 and 2004, 33 SSA nations lost ap-
proximately 67 cents in capital flight for every dol-
lar of new external borrowing. Subsequent stud-
ies across African economies consistently rein-
force this finding. Ampah et al. (2018) identified 
external debt as a primary driver of capital flight 
across the subcontinent, while Brou and Thiam 
(2023) demonstrated how institutional weakness-
es exacerbate debt-fueled outflows across 26 Sub-
Saharan African nations. More recently, Mawutor 
and Adjasi (2024) and Abille and Adjei (2025) 
confirmed that rising debt accelerated capital 
flight in samples of 40 and 21 African economies, 
respectively.

Similar dynamics are observed in other developing 
regions. In East Africa, Otieno et al. (2022) found 
a strong positive correlation: a 1% increase in for-
eign debt leads to a 0.35% increase in capital flight 
across East African Countries (EAC). Regional 
studies outside Africa tell a remarkably similar 
story. Across eight ASEAN economies from 1994 
to 2018, Istikomah et al. (2020) showed that rising 
foreign debt consistently pushed capital offshore. 
In the Middle East and North Africa, Al-Fayoumi 
et al. (2012) uncovered an even sharper dynamic, 
estimating that institutional and macroeconomic 
weaknesses caused 90% to 95% of external borrow-
ing to leak back out of the region. Country-level 
research, such as Dachraoui et al.’s (2020) work on 
Tunisia, further reinforces this link between rapid 
debt buildup and domestic capital flight.

Conversely, another strand of literature points to 
an inverse relationship, rooted in the productive 
infrastructure hypothesis. This view contends that 
when foreign debt is put to good use, it builds vital 
public capital that strengthens economic founda-
tions and expands domestic supply capacity. As 
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these public investments raise the expected re-
turns on local assets, the push to send capital off-
shore naturally fades (Chunhachinda & Sirodom, 
2007). Empirically, Liew et al. (2016) supported 
this perspective in Malaysia, finding that a 1% 
increase in external debt-to-GDP was associated 
with a 0.35-unit decline in capital flight, demon-
strating that adequate public debt provision can 
support long-term domestic returns.

Beyond external debt, a broad consensus in the 
literature indicates that capital flight depends on 
various macroeconomic and institutional deter-
minants. Factors such as economic growth, trade 
openness, and financial development help stabi-
lize domestic investment climates (Ndikumana 
& Sarr, 2019; Pradhan et al., 2024), whereas high 
inflation, unfavorable interest rates, and political 
instability tend to push capital abroad (Anetor, 
2019; Pradhan & Hiremath, 2020; Basorudin & 
Kusmaryo, 2018). Furthermore, capital flight ex-
hibits strong dynamic persistence, as historical 
outflows establish financial channels and behav-
ioral patterns that perpetuate capital flight over 
time (A. Y. Yalta & A. T. Yalta, 2012, 2024).

In summary, while extensive literature documents 
the relationship between external debt and capital 
flight, empirical conclusions remain divided across 
regions, institutional contexts, and debt-use effi-
ciency. Beyond these mixed findings, most exist-
ing research relies on standard linear models, such 
as OLS and panel fixed effects, which effectively 
assume that all countries respond to foreign debt 
in the same way. This one-size-fits-all approach 
is especially problematic for LMICs, where po-
litical environments, governance standards, and 
geographic vulnerabilities vary dramatically. In 
well-governed LMICs with manageable debt loads, 
foreign loans can successfully finance productive 
infrastructure. However, in nations plagued by 
political instability, weak regulatory enforcement, 
or acute economic fragility, external debt can 
easily trigger severe capital flight. Consequently, 
how the external debt–capital flight nexus varies 
conditionally across low, moderate, and extreme 
levels of capital flight in LMICs remains an unad-
dressed gap in the literature. 

To address this gap, this study examines the con-
ditional, non-linear effect of external debt on capi-

tal flight across 42 LMICs from 2004 to 2023 using 
panel quantile regression. By evaluating different 
conditional quantiles, this study accounts for the 
political and structural diversity across LMICs, 
capturing whether external debt exerts a stronger 
destabilizing impact in countries experiencing ex-
treme capital flight compared to those with lower 
capital leakage. Considering the theoretical and 
empirical literature, this study formulates the fol-
lowing hypotheses:

H1: A statistically significant heterogeneous re-
lationship exists between external debt and 
capital flight across different conditional 
quantiles in LMICs.

H2: External debt positively affects capital flight 
across all conditional quantiles in LMICs.

2. METHOD 

The study examines the impact of external debt 
on capital flight across 42 lower-middle-income 
countries (LMICs) from 2004 to 2023 (Table 
A1, Appendix A). For this investigation, the da-
taset was taken from the World Bank’s World 
Development Indicators (WDI) website, which 
is accessible to the public. Nine countries are 
excluded from the study because they lack any 
real interest rate (RIR) data. In addition, the 
analysis incorporates control variables such as 
trade openness (TO), inflation (INF), real inter-
est rate (RIR), exchange rate (EXR), real Gross 
Domestic Product per capita (GDP), domestic 
credit to the private sector (DCPS), and politi-
cal stability estimate (POL) index (Table 1). 

To determine the extent of capital flight, we 
employ the Hot Money method of Cuddington 
(1986), which is the sum of short-term capi-
tal, net portfolio equities, and net errors and 
omissions. 

, it it it itCapital Flight STK NPE EO= + +  (1)

where STK
it
 represents short-term capital of coun-

try i at time t; NPEit measures net portfolio equi-
ties, and EOit measures the net errors and omis-
sions of the Balance of Payments of each country 
at time t. 
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To examine the heterogeneous effect of external 
debt on capital flight, the study uses panel quan-
tile regression. Traditional methods may overes-
timate coefficient estimates, yielding incorrect re-
sults, according to Lamarche (2010). Because the 
study includes variables from multiple countries, 
outliers and skewed distributions may occur. In 
these circumstances, quantile regression provides 
more robust results than ordinary least squares 
(Onwuka & Ayeni, 2023). The general expression 
of the panel quantile regression is as follows:

( | ) .yit it t

T

TiQ XXT β=  (2)

The variable Q
yit 

(Ƭ|X
it
) represents the Tth quantile 

of the capital flight variable. It is the vector of ex-
planatory variables for each nation i for the year t 
that is represented by the symbol X

it
T. β

T
 is a sym-

bol that represents the gradient of the exogenous 
factors for a quantile that is Tth. 

The study uses Methods of Moments quantile re-
gression (MM-QR) of Machado and Santos Silva 
(2019) to estimate the heterogeneous impact of ex-
ternal debt on capital flight at multiple quantiles. 
This approach reduces absolute residuals and is ro-
bust to monotonic transformations (Lee & Chen, 
2020). Moreover, the study employs formal tests of 
coefficient equality across quantiles from the panel 
quantile regression. Furthermore, this study uses 
a quantile–quantile plot to assess variable normal-
ity. The plot presents all Q-Q economic variables 
on the X = Y axis, indicating a non-normal distri-

bution and the need for panel quantile regression 
(Figure A1, Appendix A). 

As a robust test, the study uses fixed effects over 
random effects based on the Hausman test (with p-
value 0.001 and the two-step System Generalized 
Method of Moments (GMM)). Furthermore, we 
use graphical presentations of the quantile dis-
tributions of all independent variables to confirm 
heteroscedasticity across variables. All the de-
scriptive analyses, graphical presentations, and 
empirical analyses are computed and derived us-
ing STATA 15.1 software.

3. RESULTS

The study uses Methods of Moments (MM-
QR) panel quantile regression to examine the 
heterogeneous effect of external debt on capi-
tal flight in lower-middle-income countries 
(LMICs). Before presenting the findings, Table 2 
shows descriptive statistics to provide an over-
view of the variables used in the model. Based 
on Table 2, the skewness and kurtosis values 
for all variables justify using panel quantile re-
gression in the study. Additionally, correlation 
analysis, multicollinearity tests, cross-sectional 
dependence test, and panel stationarity tests are 
shown in Tables 3, 4, and 5, respectively. Table 6 
presents the results of the two hypotheses, while 
Table 9 offers a robustness assessment of these 
results. 

Table 1. Description of variables

Variables
Paper 

Code

WDI / 

Database Code
Measurement Unit and Equation Data Source

Capital Flight CF Derived
% of GDP; Hot Money Method:

Capital Flight it it it itSTK NPE EO= + + WDI

External Debt LnEXD DT.DOD.DECT.CD Log of EXD; Total external debt stocks (Current USD) WDI

Trade Openness TO NE.TRD.GNFS. ZS
% of GDP; Total exports and imports of goods and 

services divided by GDP
WDI

Real GDP Per Capita LnGDP NY.GDP.PCAP. KD Log of GDP per capita (constant 2015 US$) WDI

Inflation INF FP.CPI.TOTL. ZG Inflation, consumer prices (annual %) WDI

Real Interest Rate RIR FR.INR.RINR

Real interest rate (%); Nominal lending rate adjusted for 

inflation via Fisher equation:

 

100
1

i π
π

−  ⋅ + 

WDI

Local Currency per SDR LnEXR EX_XDC_XDR Log of Domestic Currency Per Special Drawing Rights WDI

Domestic Credit to 
Private Sector

DCPS FS.AST.PRVT.GD.ZS Domestic credit to private sector (% of GDP) WDI

Political Stability Estimate POL WGI.PV.EST
Standardized estimate score ranging from –2.5 (weak/

high risk) to +2.5 (strong/low risk) WDI
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Table 3 indicates that multicollinearity is not 
a concern, as each coefficient is less than 0.85. 
Additionally, a low positive correlation between 
LnEXD and CF (r = 0.11) is observed in LMICs. 
Table 4 shows that the mean variance inflation 
factor (VIF) across all exogenous variables is less 
than 10, indicating no multicollinearity. 

Pesaran (2004) CD test reveals cross-sectional de-
pendency, implying that one nation’s social, politi-
cal, and technical growth influences other countries’ 
LMICs activities (Table 5). Second-generation unit 
root tests based on CIPS and CADF reveal that all 
variables are stationary at level and first difference, 
consistent with the CD test findings in Table 5.

Table 2. Descriptive statistics

Variables 
(2) (3) (4) (5) (6) (7) (8)

Obs Mean Std. dev. Min. Max. Skew. Kurt.

CF 840 5.06 7.76 –19.35 52.31 2.22 11.00

LnEXD 840 22.66 1.82 18.42 27.19 –0.25 2.56

LnGDP 840 7.48 0.50 18.55 28.90 –0.01 2.08

INF 840 6.96 6.44 –16.85 49.72 2.13 10.20

RIR 840 6.23 8.08 –58.68 90.93 0.93 23.93
LnEXR 840 4.51 2.33 –0.05 10.40 0.32 2.65

TO 840 74.49 33.07 11.85 186.68 0.67 2.87

DCPS 840 32.85 24.46 2.01 132.81 1.22 4.12

POL 840 –0.48 0.78 –2.81 1.38 –0.09 3.03

Note: CF = Capital flight; LnEXD = Log of external debt; LnGDP = log of real gross domestic product per capita; INF = Inflation; 
RIR = Real interest rate; LnEXR = Log of domestic currency Per special drawing rights; TO = Trade openness; DCPS = Domestic 
credit to the private sector; and POL = Political stability.

Table 3. Pairwise correlation
Variables CF LnEXD LnGDP INF RIR LnEXR TO DCPS POL

(1) CF 1.00

(2) LnEXD 0.11*** 1.00

(3) LnGDP 0.15*** 0.15*** 1.00

(4) INF –0.07** 0.11*** –.15*** 1.00

(5) RIR 0.02 –0.14** –0.06*** –0.24*** 1.00

(6) LnEXR –0.21*** 0.09*** –0.30*** 0.01*** 0.03*** 1.00

(6) TO 0.28*** –0.19*** 0.20*** –0.12*** 0.14*** –0.03*** 1.00

(7) DCPS 0.21*** 0.16*** 0.54*** –0.24*** –0.09*** –0.09*** 0.31*** 1.00

(8) POL 0.08** –0.50 *** 0.29 *** –0.23*** 0.10*** –0.11*** 0.33*** 0.38*** 1.00

Note: *** p < 0.01, ** p < 0.05, * p < 0.1. Note:CF = Capital flight; LnEXD = Log of external debt; LnGDP = log of real gross 
domestic product per capita; INF = Inflation; RIR = Real interest rate; LnEXR = Log of domestic currency per special drawing 
rights; TO = Trade openness; DCPS = Domestic credit to the private sector; and POL = Political stability.

Table 4. Multicollinearity test

Variables
(2) (3)

VIF 1/VIF

POL 2.00 0.50

DCPS 1.80 0.55

LnEXD 1.79 0.57

LnGDP 1.68 0.66

TO 1.27 0.78

INF 1.18 0.84

LnEXR 1.14 0.87

RIR 1.13 0.88

Mean VIF 1.50 .

Note: LnEXD = Log of external debt; LnGDP = log of real gross domestic product per capita; INF = Inflation; RIR = Real interest 
rate; LnEXR = Log of domestic currency per special drawing rights; TO = Trade openness; DCPS = Domestic credit to the private 
sector; and POL = Political stability.
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The panel quantile regression results in Table 6 
present findings across five quantiles, 0.10, 0.25, 
0.50, 0.75, and 0.90. These results support the 
study’s hypothesis by demonstrating heteroge-
neous effects of external debt on capital flight in 
LMICs. The influence of external debt on capital 
flight is statistically significant and positive for 

the five quantiles. This result is consistent with 
Mawutor and Adjasi (2024). Notably, the quantile 
regression findings reveal that in economies ex-
periencing low capital flight (at quantile 0.10), ex-
ternal debt has a more pronounced positive effect 
on capital flight than in the higher quantiles (0.25, 
0.50, 0.75, and 0.90), unlike in countries with sig-

Table 5. Cross-sectional dependence and stationarity test

Variables 
(2) (3) (4) (5) (6)

CD-test CIPS I (0) CIPS I (1) CADF I (0) CADF I (1)

CF 4.894*** –2.962*** –4.849*** –2.242*** –3.586***
LnEXD 98.453 *** –2.149** –3.990*** –2.070** –2.652***
TO 15.763 *** –2.141** –3.582*** –2.184*** –2.649***
LnGDP 83.292 *** –1.890 –3.828*** –1.919 –3.054***
DCPS 47.547*** –3.209*** –5.112*** –2.449*** –3.671***
INF 37.839 *** –3.307*** –4.956*** –2.756*** –3.990***
RIR 16.55*** –2.938*** –5.094*** –2.176*** –3.758***
LnEXR 48.875*** –2.025 –3.671*** –2.192 –2.738***
POL 2.284*** –2.427*** –4.450*** –2.421*** –3.386***

Note: *** p < 0.01, ** p < 0.05, * p < 0.1 Note: CF = Capital flight; LnEXD = Log of external debt; LnGDP = log of real gross do-
mestic product per capita; INF = Inflation; RIR = Real interest rate; LnEXR = Log of domestic currency per special drawing rights; 
TO = Trade openness; DCPS = Domestic credit to the private sector; and POL = Political stability.

Table 6. Methods of Moments panel quantile regression (MM-QR)

Dependent Variable: Capital Flight (CF)

Variable Q
10

Q
25

Q
50

Q
75

Q
90

CF
t–1

0.255*** 0.330*** 0.403*** 0.480*** 0.577***

(0.590) (0.062) (0.063) (0.077) (0.104)

LnEXD
2.663*** 2.431*** 2.206*** 1.970*** 1.671**

(0.071) (0.501) (0.482) (0.571) (0.754)

LnGDP
1.472 –0.602 –2.619* –4.743** –7.414***

(1.948) (1.553) (1.516) (1.901) (2.632)

INF
0.039 0.029 0.020 0.010 –0.002

(0.052) (.042) (0.037) (0.042) (0.057)

RIR
0.041 0.016 –0.006 –0.031 –0.063

(0.043) (0.036) (0.032) (0.035) (0.046)

LnEXR

–0.843** –0.432 –0.032 0.387 0.917

(0.386) (0.299) (0.303) (0.420) (0.613)

TO
–0.015 0.011 0.037** 0.065*** 0.100***

(0.023) (0.019) (0.017) (0.020) (0.026)

DCPS
–0.013 0.003 0.020 0.037 0.059*

(0.022) (0.018) (0.019) (0.023) (0.032)

POL
–0.867 –0.262 0.325 0.944 1.723*

(0.616) (0.504) (0.541) (0.730) (1.04)

Country Effect YES YES YES YES YES

Obser. 798 798 798 798 798

Note: *** p < 0.01, ** p < 0.05, * p < 0.1; Bootstrap standard errors are in parentheses. CFt–1 = lagged Capital flight; LnEXD = 
Log of external debt; LnGDP = log of real gross domestic product per capita; INF = Inflation; RIR = Real interest rate; LnEXR = 
Log of domestic currency per special drawing rights; TO = Trade openness; DCPS = Domestic credit to the private sector; and 
POL = Political stability.



122

Public and Municipal Finance, Volume 15, Issue 4, 2026

http://dx.doi.org/10.21511/pmf.15(4).2026.08

nificant capital flight. For example, at the 10th 
quantile, the coefficient of EXD is 2.663, almost 
twice that at the 25th quantile (1.970) and the 90th 
quantile (1.671). A further demonstration of the 
equality test across quantiles is shown in Table 7. 
Table 8 shows a summary of hypothesis testing. 

Considering external debt, the Wald Statistic in-
dicates that the influence varies across quantiles. 
The quantile regression results on EXD’s effect on 
CF in LMICs also align with those found in the 
fixed-effect and two-step system GMM regres-
sions. Table 6 shows a positive and significant 
impact of the lag-dependent variable on capital 
flight across all quantiles. This finding is consis-
tent with Pradhan et al. (2024). The result clearly 
shows that lagged capital flight positively influ-
ences current capital flight from LMICs, creating 
a vicious cycle.

Additionally, Table 6 presents the findings for 
the study’s control variables. The study controls 
for real gross domestic product per capita, infla-
tion, trade openness, real interest rate, exchange 
rate, domestic credit to the private sector, and 
the political stability estimate. Among the con-
trol variables, capital flight is significantly im-
pacted by real gross domestic product per capita, 
exchange rate, trade openness, domestic credit to 
the private sector, and political stability at vari-
ous quantiles. The real gross domestic product 
per capita result shows that increased economic 
activity reduces capital flight in LMICs. The real 
gross domestic product per capita coefficient is 
consistent with Forson et al. (2017); higher eco-
nomic activity yields strong returns and finan-
cial stability, discouraging investors from mov-
ing funds abroad. The computed coefficient for 
exchange rate is negative and highly significant 

at the 10th quantile, indicating that depreciation 
of the local currency discourages capital flight 
from LMICs. One explanation is that local cur-
rency depreciation increases exports, improving 
the trade balance and reducing capital flight. 

The calculated coefficient for trade openness is 
significant at the 50th, 75th, and 90th quantiles, in-
dicating that capital flight from LMICs is driv-
en by trade openness. This outcome aligns with 
Abbas et al. (2024). Fixed effects and GMM anal-
yses further support this association, both point-
ing in the same direction as the significant rela-
tionship observed in Table 9. Two other control 
variables, domestic credit to the private sector 
and political stability, also show a positive and 
significant impact on capital flight at the 90th 
quantile. We use two-step system GMM estima-
tion to guarantee analytical robustness. The dy-
namic model’s AR (1) and AR (2) tests demon-
strate no autocorrelation at AR (2), with a p-value 
of 0.742. The paper uses Sargan and Hansen sta-
tistics to evaluate the instruments, with p-values 
of 0.153 and 0.426, indicating no overidentifying 
restrictions. 

The empirical quantile regression estimates for 
all independent variables are further illustrated. 
In the quantile distribution, the OLS coefficients 
are depicted in the dotted line at a confidence lev-
el of 95%, while the quantile coefficient levels are 
represented in the solid line (San & Chin, 2023). 
The upper and lower limits of the 95% confidence 
intervals for quantile regression are depicted in 
the shaded area. The quantile distribution clearly 
demonstrates that all explanatory variables ex-
ceed the significance level at a given percentile, 
thereby confirming heteroscedasticity across all 
variables in Figure 1. 

Table 7. Formal tests of equality of coefficients across quantiles

Variable χ2 p-value

Wald statistic 36.22 0.0000

LnEXD 5.40 0.0201

Note: LnEXD = Log of external debt.
Table 8. Summary of hypothesis testing

Hypothesis Result 

H1 = A heterogeneous relationship exists between external debt 
and capital flight in LMICs Significant and supported

H2 = The level of external debt positively affects capital flight 
across quantiles in LMICs Significant and supported
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Table 9. Robustness test 

Variable Fixed Effect Two-Step System GMM

Dependent Variable: Capital Flight

 CF
t–1 0.408***(0.034) 0.355*** (0.094)

LnEXD 2.852***(0.652) 1.769*** (1.068)
LnGDP –2.535 (1.946) –1.542*** (0.840)
INF 0.005 (0.042) –0.069 (0.058)
RIR  –0.014 (0.027) –0.020 (0.015)
LnEXR 0.221(0.424) –0.589**(0.282)
TO 0.032**(0.014) 0.054***(0.016)

DCPS 0.030 (0.020) –0.009 (0.032)
POL 0.531 (0.622) 1.872 (1.641)

Constant –46.057***(17.161) –25.353 (19.281)
Observation 798 798
Countries 42 42

Number of instruments 34
Arellano-Bond test for AR (1): p-value 0.001

Arellano-Bond test for AR (2): p-value 0.742

Sargan test of overid. Restrictions: p-value 0.153
Hansen test of overid. restrictions: p-value 0.426

Note: *** p < 0.01, ** p < 0.05, * p < 0.1. CFt–1 = lagged Capital flight; LnEXD = Log of external debt; LnGDP = log of real gross 
domestic product per capita; INF = Inflation; RIR = Real interest rate; LnEXR = Log of domestic currency per special drawing 
rights; TO = Trade openness; DCPS = Domestic credit to the private sector; and POL = Political stability.

Note: LnEDP = Log of external debt; realpercapita = log of real gross domestic product per capita; INF = Inflation; RIR = Real 
interest rate; LnSDRPer = Log of domestic currency Per special drawing rights; TO = Trade openness; DCPS = Domestic credit 
to the private sector; and POL_Estimate = Political stability.

Figure 1. Quantile distribution of independent variables
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4. DISCUSSION

The study demonstrates that capital flight is affect-
ed by external debt across quantiles, with a con-
sistently positive relationship that strengthens at 
lower quantiles. The result supports the debt-fu-
eled capital flight strategy. Although lower-mid-
dle-income countries (LMIC) economies have low 
levels of capital flight, higher external debt can 
signal currency depreciation, unusually high tax 
rates, and poor fiscal management to investors, 
increasing capital flight. According to Ampah 
and Kiss (2019), the macroeconomic climate is 
further destabilized by the concurrent burden of 
growing foreign debt, which renders stabilization 
measures ineffective and exacerbates the drain on 
domestic resources. The analysis indicates that 
external debt’s impact on capital flight expansion 
is less pronounced in LMICs with elevated capi-
tal flight levels. Although capital flight is signifi-
cant, the concurrent rise in foreign debt does not 
by itself destabilize the macroeconomic landscape, 
weaken stabilization measures, or accelerate local 
resource depletion. Conversely, when adminis-
tered judiciously, foreign debt may enhance capac-
ity and spur output expansion, resulting in lower 
levels of capital flight (Pattillo et al., 2002, 2004). 

Moreover, the results, specifically regarding the 
control variables, reveal some interesting phe-
nomena. Overall, LMICs face significant struc-
tural deficiencies in managing external debt. For 
instance, there is a positive correlation between 
trade openness, domestic credit to the private sec-
tor, political stability and capital flight, suggesting 
that LMICs face challenges in managing capital 
flight as international business activity expands. 
This correlation indicates structural deficiencies 
in these countries. Capital flight can persist even 
during periods of high trade openness. In LMICs, 
trade openness shows a positive, substantial cor-
relation with capital flight, indicating that high-
er capital flight levels are associated with greater 
trade openness. The results are consistent with 
Nasreen et al. (2021) and Abbas et al. (2024). The 
trade openness finding reflects an imbalance in 
trade openness, with excessive imports relative to 
exports and inadequate trade policies in LMICs. 
These factors may deplete foreign exchange re-
serves, diminish investor confidence in these mar-
kets, and compel LMICs to incur additional debt 

to service existing obligations. Capital flight may 
result from misinvoicing (both over- and under-
invoicing), false declarations of tradable products, 
and inadequate infrastructure at customs and fi-
nancial institutions to detect trade-based financial 
crimes. Due to the lack of adequate infrastruc-
ture, transfer pricing by multinational businesses, 
which involves manipulating prices to shift profits 
to low-tax countries, can result in a loss of tax rev-
enue for the host nation and may prompt local in-
vestors to shift their money to countries with low-
er tax rates. Additionally, the positive influence 
of domestic credit on private-sector capital flight 
suggests a possible moral hazard issue for private-
sector borrowers in LMICs. Similarly, the positive 
correlation between political stability and capital 
flight suggests that political stability alone cannot 
prevent capital flight in LMICs; institutional and 
economic governance deficiencies remain critical 
to preventing it.

Finally, the results demonstrate that LMICs have 
a poor institutional framework for managing ex-
ternal debt, leading to excessive debt service obli-
gations and further capital flight. Imprudent debt 
management may explain this inappropriateness 
and excessiveness of external debt. This directly 
reflects the ‘revolving door’ mechanism identified 
by Ndikumana and Boyce (2003), who found that 
in environments lacking institutional oversight, 
externally borrowed funds are swiftly siphoned 
right back out. Because our empirical findings 
confirm that LMICs are experiencing this exact 
type of debt-driven capital flight, this underscores 
the importance of effectively utilizing external 
debt. Supporting this, Muhanji and Ojah (2011) 
argue that persistent external debt issues in bor-
rowing nations significantly stem from ineffec-
tive debt management in developing countries. To 
prevent capital flight, LMICs should implement 
appropriate strategies to effectively manage exter-
nal debt, as indicated by the heterogeneous effect. 
Given the importance of effective external debt 
management, the study develops a framework for 
an effective debt management strategy (Figure A2, 
Appendix A). The framework starts with the op-
timal level of borrowing, followed by impact as-
sessment, selection of an appropriate financing 
package, and comprehensive record-keeping. The 
optimal level of external borrowing should be de-
termined by public and private sector demand in 
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LMICs. The borrowing decision must be in accor-
dance with the feasibility study and impact assess-
ment on productivity, export earnings, exchange 
rates, and interest rates.

Additionally, LMICs should evaluate the effects 
of external borrowing on the current structure 
of debt obligations, the potential displacement of 
private investment, the repercussions of addition-
al EXD borrowing, and the implications for debt 
service obligations. Additionally, LMICs should 
prioritize the most suitable financing package, 
including concessional loans, low or no interest 
rates, interest subsidies, lower service charges, a 
reasonable grace period, and adequate loan re-
payment terms. Moreover, the financing package 
should be determined by the quantity and poten-

tial of future supply, as well as the currency com-
position, to mitigate interest rate and exchange 
rate risk over the borrowing period. In addition 
to the optimal level of borrowing, impact as-
sessment, and financing package, LMICs should 
have a comprehensive record-keeping mecha-
nism that includes the terms and conditions of 
the financing package, sectoral record-keeping, 
utilization, and future debt obligations. In the fi-
nal stage, LMICs should establish a coordination 
unit to oversee the performance and non-per-
formance of public and private sector initiatives. 
Additionally, the coordination unit should have 
a mechanism for external shock analysis to iden-
tify the potential impact of systemic risk, as well 
as a legal and settlement unit to address disputes 
arising from external debt.

CONCLUSION

This study investigated the heterogeneous effect of external debt on capital flight across 42 lower-middle-
income countries from 2004 to 2023. Using external debt alongside controls (trade openness, inflation, 
real interest rates, exchange rates, domestic credit to the private sector, and the political environment), 
our Method of Moments (MM-QR) panel quantile regressions reveal that higher debt levels are consis-
tently associated with greater capital flight. The study finds that countries with lower capital flight rates 
experience a greater impact from external debt than those with higher capital flight rates. Furthermore, 
trade openness, domestic credit to the private sector, and political stability positively influence capital 
flight at the upper quantiles, indicating that exports and imports of goods and services, moral hazard, 
and weak economic governance play a larger role when conditional capital flight pressures are severe.

These findings demonstrate that economies experiencing low conditional capital flight face dispro-
portionately greater risks from external borrowing, indicating that policymakers must implement ti-
er-specific debt management strategies that balance optimal borrowing with rigorous feasibility stud-
ies, structured repayment financing packages, and real-time project monitoring systems. Additionally, 
the study suggests that lower-middle-income countries implement sufficient infrastructure to identify 
trade-based financial crimes, such as false shipments, misinvoicing, and transfer pricing manipulation. 

Notwithstanding the thorough and rigorous econometric analyses, the report had limitations. The 
study’s weakness is the lack of real interest rate and exchange rate data for some nations, which led to 
their exclusion. Subsequent research might investigate country-specific debt management practices and 
their effects on capital flight. Moreover, future research might examine the influence of external debt on 
the institutional quality of lower-middle-income countries, since structural shortcomings pose signifi-
cant obstacles to the effective use of external debt. 

AUTHOR CONTRIBUTIONS

Conceptualization: Tofayel Ahmed, Mohd Ashari Bakri, Nurshila Binti Ahmad, Ribed Vianneca W. 
Jubilee. 
Data curation: Tofayel Ahmed, Mohd Ashari Bakri, Nurshila Binti Ahmad, Ribed Vianneca W. Jubilee.
Formal analysis: Tofayel Ahmed, Mohd Ashari Bakri.



126

Public and Municipal Finance, Volume 15, Issue 4, 2026

http://dx.doi.org/10.21511/pmf.15(4).2026.08

Investigation: Mohd Ashari Bakri.
Methodology: Tofayel Ahmed, Mohd Ashari Bakri, Nurshila Binti Ahmad, Ribed Vianneca W. Jubilee.
Resources: Tofayel Ahmed, Mohd Ashari Bakri, Nurshila Binti Ahmad, Ribed Vianneca W. Jubilee.
Software: Tofayel Ahmed.
Supervision: Mohd Ashari Bakri, Nurshila Binti Ahmad, Ribed Vianneca W. Jubilee.
Validation: Tofayel Ahmed, Mohd Ashari Bakri, Nurshila Binti Ahmad, Ribed Vianneca W. Jubilee.
Writing – original draft: Tofayel Ahmed, Mohd Ashari Bakri.
Writing – review & editing: Tofayel Ahmed, Mohd Ashari Bakri, Nurshila Binti Ahmad, Ribed 
Vianneca W. Jubilee.

REFERENCES

1. Abbas, S. J., Ahmad, S., Hayat, N., 
& Ahmad, S. (2024). Unraveling 
the regional determinants of capi-
tal flight: A comparative analysis. 
Journal of the Knowledge Economy, 
16(3), 13516-13536. https://doi.
org/10.1007/s13132-024-02462-2

2. Abille, A. B., & Adjei, I. (2025). 
Does better governance abate the 
external debt-capital flight re-
volvement in Sub-Saharan Africa? 
Journal of Government and Eco-
nomics, 17, Article 100136. https://
doi.org/10.1016/j.jge.2025.100136

3. Al-Fayoumi, N. A., AlZoubi, M. 
S., & Abuzayed, B. M. (2012). The 
determinants of capital flight: 
Evidence from MENA countries. 
International Business & Econom-
ics Research Journal, 11(1), 1-10. 
Retrieved from https://www.pro-
quest.com/docview/1418717619

4. Ampah, I. K., & Kiss, G. D. (2019). 
Economic policy implications of 
external debt and capital flight in 
sub-Saharan Africa’s heavily in-
debted poor countries. Society and 
Economy, 41(4), 523-542. https://
doi.org/10.1556/204.2019.41.4.8

5. Ampah, I. K., Kiss, G. D., & Ko-
tosz, B. (2018). Capital flight and 
external debt in heavily indebted 
poor countries in Sub-Saharan 
Africa: An empirical investiga-
tion. In B. Udvari & É. Voszka 
(Eds.), Challenges in national and 
international economic policies (pp. 
135-159). University of Szeged. 
Retrieved from http://publicatio.
bibl.u-szeged.hu/21856

6. Anetor, F. O. (2019). Macro-
economic determinants of 
capital flight: Evidence from the 
Sub-Saharan African countries. 

International Journal of Man-
agement, Economics and Social 
Sciences, 8(1), 40-57. Retrieved 
from https://papers.ssrn.com/sol3/
papers.cfm?abstract_id=3364092

7. Basorudin, M., & Kusmaryo, R. 
D. H. (2018). Empirical study 
of capital flight in Indonesia 
2009–2017 period. Jurnal Pendi-
dikan Ekonomi dan Bisnis, 6(2), 
127-145. https://doi.org/10.21009/
JPEB.006.2.5

8. Beyene, S. D., & Kotosz, B. (2020). 
Macroeconomic determinants 
of external indebtedness of 
Ethiopia: ARDL approach to co-
integration. Society and Economy, 
42(3), 313-332. https://doi.
org/10.1556/204.2020.00013

9. Brou, K. J. C., & Thiam, M. (2023). 
External debt and capital flight in 
sub-Saharan Africa: The role of 
institutions. Economics Bulletin, 
43(4), 1642-1655. Retrieved from 
https://hal.science/hal-04540643/

10. Chunhachinda, P., & Sirodom, K. 
(2007). Determinants of Asian 
capital flight and the impact 
of 1997 economic crisis. In Y. 
Shimizu (Ed.), Economic dyna-
mism of Asia in the new millen-
nium: From the Asian crisis to a 
new stage of growth (pp. 1-29). 
World Scientific. https://doi.
org/10.1142/9789812707567_0001

11. Cuddington, J. T. (1986). Capi-
tal flight: Estimates, issues, and 
explanations (Princeton Studies 
in International Finance No. 58). 
International Finance Section, De-
partment of Economics, Princeton 
University. Retrieved from https://
ies.princeton.edu/pdf/S58.pdf

12. Dachraoui, H., Smida, M., & Sebri, 
M. (2020). Role of capital flight as 

a driver of sovereign bond spreads 
in Latin American countries. 
International Economics, 162, 
15-33. https://doi.org/10.1016/j.
inteco.2020.04.002

13. Dawood, M., Baidoo, S. T., & Shah, 
S. M. R. (2021). An empirical in-
vestigation into the determinants 
of external debt in Asian develop-
ing and transitioning economies. 
Development Studies Research, 
8(1), 253-263. https://doi.org/10.1
080/21665095.2021.1976658

14. Dim, C., & Ezenekwe, U. (2014). 
Capital flight to savings gap in 
Nigeria: An assessment of the 
socio-economic determinants. 
International Journal of Economics 
and Finance, 6(2), 75-85. https://
doi.org/10.5539/ijef.v6n2p75

15. Eaton, J. (1987). Public debt 
guarantees and private capital 
flight. The World Bank Economic 
Review, 1(3), 377-395. https://doi.
org/10.1093/wber/1.3.377

16. Financial Action Task Force 
(FATF). (2026). Jurisdictions under 
Increased Monitoring – 19 June 
2026. Retrieved June 20, 2026, 
from https://www.fatf-gafi.org/
en/publications/High-risk-and-
other-monitored-jurisdictions/
increased-monitoring-june-2026.
html

17. Forson, R., Obeng, K. C., & Brafu-
Insaidoo, W. (2017). Determi-
nants of capital flight in Ghana. 
Journal of Business and Enterprise 
Development, 7, 151-180. Re-
trieved from https://ssrn.com/
abstract=2999723

18. Global Financial Integrity. (2026, 
March 23). Trade-related illicit 
financial flows in the Middle East 



127

Public and Municipal Finance, Volume 15, Issue 4, 2026

http://dx.doi.org/10.21511/pmf.15(4).2026.08

and North Africa (2013–2022). 
Retrieved from https://gfintegrity.
org/report/the-middle-east-and-
north-africa-mena-region-occu-
pies-a-singular-position-in-global-
commerce-home-to-over-half-the-
worlds-proven-oil-reserves-the-re-
gions-hydrocarbon-exports-have/

19. Istikomah, N., Suhendra, I., & An-
war, C. J. (2020). On capital flight 
from the ASEAN-8 countries: A 
panel data estimation. The Journal 

of Asian Finance, Economics and 

Business, 7(12), 43-52. https://
doi.org/10.13106/jafeb.2020.vol7.
no12.043

20. Lamarche, C. (2010). Robust 
penalized quantile regression 
estimation for panel data. Journal 

of Econometrics, 157(2), 396-408. 
https://doi.org/10.1016/j.jeco-
nom.2010.03.042

21. Lee, C.-C., & Chen, M.-P. (2020). 
Happiness sentiments and the 
prediction of cross-border country 
exchange-traded fund returns. 
The North American Journal of 

Economics and Finance, 54, Article 
101254. https://doi.org/10.1016/j.
najef.2020.101254

22. Liew, S. L., Mansor, S. A., & Puah, 
C. H. (2016). Macroeconomic 
determinants of capital flight: An 
empirical study in Malaysia. In-

ternational Business Management, 

10(13), 2526-2534. https://doi.
org/10.36478/ibm.2016.2526.2534

23. Machado, J. A. F., & Santos 
Silva, J. M. C. (2019). Quan-
tiles via moments. Journal of 

Econometrics, 213(1), 145-173. 
https://doi.org/10.1016/j.jeco-
nom.2019.04.009

24. Mawutor, J. K. M., & Adjasi, C. 
(2024). Political cycles, fiscal 
policy and capital flight in Africa. 
International Journal of Social 

Economics, 52(8), 1150-1164. 
https://doi.org/10.1108/IJSE-02-
2024-0130

25. Muhanji, S., & Ojah, K. (2011). 
Management and sustainability 
of external debt: A focus on the 
emerging economies of Africa. 
Review of Development Finance, 

1(3-4), 184-206. Retrieved from 
https://hdl.handle.net/10520/
EJC89968

26. Nasreen, F., Raheman, A., & 
Mirza, A. A. (2021). Determinants 
of capital flight and its impact on 
economic performance: A study 
of developing economies. NICE 

Research Journal, 14(2), 48-71. 
https://doi.org/10.51239/nrjss.
vi.277

27. Ndikumana, L., & Boyce, J. K. 
(2003). Public debts and private 
assets: Explaining capital flight 
from Sub-Saharan African coun-
tries. World Development, 31(1), 
107-130. https://doi.org/10.1016/
S0305-750X(02)00181-X

28. Ndikumana, L., & Boyce, J. K. 
(2011). Capital flight from sub-
Saharan Africa: Linkages with 
external borrowing and policy 
options. International Review of 

Applied Economics, 25(2), 149-170. 
https://doi.org/10.1080/02692171.
2010.483468

29. Ndikumana, L., & Sarr, M. (2019). 
Capital flight, foreign direct in-
vestment and natural resources in 
Africa. Resources Policy, 63, Article 
101427. https://doi.org/10.1016/j.
resourpol.2019.101427

30. Onwuka, I., & Ayeni, E. (2023). Fi-
nancial development and shadow 
economy in Africa: Evidence from 
panel quantile regression. Journal 

of Economic Development, 48(2), 
123-141. Retrieved from https://
jed.cau.ac.kr/archives/48-2/48-2-6.
pdf

31. Otieno, S., Mose, N., & Matun-
dura, E. (2022). External debt and 
capital flight in East Africa. Jour-

nal of Economics and Sustainable 

Development, 13(6), 23-29. https://
doi.org/10.7176/JESD/13-6-04

32. Pattillo, C., Poirson, H., & Ricci, L. 
(2002). External debt and growth. 
Finance & Development, 39(2). Re-
trieved from https://www.imf.org/
external/pubs/ft/fandd/2002/06/
pattillo.htm

33. Pattillo, C., Poirson, H., & 
Ricci, L. (2004). External debt 
and growth: Implications for 
HIPCs. In T. Addison, H. Hansen, 
& F. Tarp (Eds.), Debt relief for 

poor countries (pp. 123-133). 
Palgrave Macmillan. https://doi.
org/10.1057/9780230522329_6

34. Pesaran, M. H. (2004). General 
diagnostic tests for cross section 
dependence in panels (Cambridge 
Working Papers in Economics 
No. 0435). University of Cam-
bridge. http://dx.doi.org/10.2139/
ssrn.572504

35. Pradhan, A. K., & Hiremath, G. 
S. (2020). The capital flight from 
India: A case of missing woods 
for trees? The Singapore Economic 
Review, 65(2), 365-383. https://doi.
org/10.1142/S0217590816500429

36. Pradhan, A. K., Bhujabal, P., & 
Sethi, N. (2024). Capital flight 
from BRICS nations: Does every 
cloud have a silver lining? Heliyon, 
10(2), Article e24977. https://doi.
org/10.1016/j.heliyon.2024.e24977

37. San, C. K., & Chin, L. (2023). Im-
pact of public debt on economic 
growth: A quantile regression 
approach. South Asian Journal of 
Macroeconomics and Public Fi-
nance, 12(2), 250-278. https://doi.
org/10.1177/22779787231207218

38. World Bank. (2024). International 
debt report 2024. Retrieved from 
https://openknowledge.worldbank.
org/handle/10986/42444

39. Yalta, A. Y., & Yalta, A. T. (2012). 
Does financial liberalization 
decrease capital flight? A panel 
causality analysis. International 
Review of Economics & Fi-
nance, 22(1), 92-100. https://doi.
org/10.1016/j.iref.2011.09.003

40. Yalta, A. Y., & Yalta, A. T. (2024). 
Capital flight and the real 
exchange rate: Evidence from 
resource scarce MENA countries. 
Middle East Development Journal, 
16(1), 55-73. https://doi.org/10.108
0/17938120.2023.2282325



128

Public and Municipal Finance, Volume 15, Issue 4, 2026

http://dx.doi.org/10.21511/pmf.15(4).2026.08

APPENDIX A

Table A1. List of the LMICs for the study

Region Names of the countries

Sub-Saharan Africa (SSA)

Angola, Benin, Cabo Verde, Cameroon, Comoros, Congo, Rep, Côte d’Ivoire, Eswatini, 
Ghana, Guinea, Kenya, Lesotho, Mauritania, Nigeria, São Tomé and Principe, Senegal, 
Tanzania, Zambia

East Asia and Pacific (EAC) Combodia, Myanmar, Papua New Guinea, the Philippines, Samoa, Solomon Islands, 
Vanuatu, and Vietnam

South Asia Bangladesh, Bhutan, India, Nepal, Srilanka, and Pakistan

Middle East and North Africa (MENA) Egypt, Jordan, Morocco, and Tunisia

Latin America & Caribbean Bolivia, Haiti, Honduras, and Nicaragua

Europe and Central Asia (ECA) The Kyrgyz Republic and Tajikistan

Figure A1. Quantile-quantile plot
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Figure A2. External debt management strategy
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