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Abstract
The present study investigates the factors influencing capital flight in developing economies, with particular reference to monetary policy efficiency and external debt. By employing the Panel Mean Group (PMG) approach, which is based on the panel AutoRegressive Distributed Lag (ARDL) model, this study analyzes the short-run and long-run relationships between the variables for twelve developing economies over the sample period 2000 Q1 to 2023 Q4. This study utilizes quarterly panel data for twelve developing countries to investigate the short-run and long-run relationships between the variables of interest. The empirical results reveal that monetary policy efficiency has a significant negative effect on capital flight in the long run, thereby underscoring the significance of credible monetary policy for mitigating capital flight risk in developing economies. On the other hand, external debt has a significant positive effect on capital flight, thereby validating the debt-induced capital flight hypothesis. This study finds that capital control measures are effective in reducing capital flight risk, while trade openness enhances capital mobility. Exchange rate volatility does not have any long-run effect.
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1. Introduction
Over the last three decades, the financial markets worldwide have become more integrated, and it has become relatively easier for capital to shift from one country to another (Haddad, 2023). In the case of developing economies, the role played by capital flows is two-fold. While they help finance investments and support growth when local savings are insufficient, they also tend to dry up and cause capital flight, thereby creating problems for financial markets, exchange rates, and growth (Kaya et al., 2022; Suhendra et al., 2022). The concern for developing economies has been the drying up of capital flows, especially during critical times such as the 2008 financial crunch, the liquidity crunch faced by emerging economies during the mid-2010s, and the recent financial problems triggered by the COVID-19 pandemic (Green, 2023).
Extensive research has attempted to uncover the reasons behind this flight of capital from a country, but there is still one major question to be answered (Wani, 2024). Most of this research has shown capital flight to be related to macroeconomic uncertainty, which includes high rates of inflation, unstable exchange rates, political wobbliness, and differences in interest rates (Zhang & Chen, 2025). All of this seems to give us a rather accurate idea of the current economic scenario. But it is also important to note here that most of this research has assumed that investors react only to the underlying economics and not to the implementation of monetary policy in the country (Kashyap & Stein,  2023). It is therefore important to ask this major question regarding capital flight: can monetary policy success or failure impact capital flight in developing countries?
Another structural factor influencing capital flight in the current environment is the rising external debt burden (Otieno et al., 2022). Some developing economies tend to rely more on borrowing from external sources to meet deficits and finance development programs (Anwar et al., 2022). Although external debt has the potential to enhance economic growth if managed well, excessive reliance on foreign borrowing might lead to macroeconomic instability if the sustainability of such debt is questionable (Manasseh et al., 2022). The theory of capital flight induced by external debt proposes the possibility that the rising external debt might lead investors to expect losses in their currencies, fiscal problems, or the imposition of capital taxes in the future, which could cause funds to be diverted abroad (Agyeman et al., 2022). Previous studies established the positive relationship between external debt and capital flight, but the results are inconsistent and fail to consider the policy environment in which these factors are experienced. For instance, little emphasis has been put on the monetary policy effectiveness and external debt risks.
The aim of this study is to fill this gap by focusing on monetary policy efficiency as the bridge between policymakers’ credibility and capital flight in developing economies (Anwar et al., 2022). Instead of relying on aggregate measures such as inflation or interest rates, this study proposes the use of a composite monetary policy efficiency index. This index measures the ability of policymakers to maintain stability in both inflation and output simultaneously (Purwanda & Rochana, 2017). This study takes this analysis further by including this perception of policymakers’ credibility within the broader context of external debt, exchange-rate volatility, capital controls, and trade openness, to provide a comprehensive view of capital flight.
This paper offers new angles to the literature in several ways. First, it contributes to the literature on capital flight by incorporating monetary policy efficiency as a channel of credible macroeconomic policy, which has not received adequate treatment in the literature. Second, it offers new perspectives on the link between external debt and capital flight, showing that it is related to policy credibility. Lastly, this paper applies quarterly data from twelve developing countries over the period 2000Q1-2023Q4 and utilizes the Panel Pooled Mean Group (PMG) model to distinguish between short- and long-run effects of capital flight. This approach is important in showing us not only how investors react structurally to macroeconomic shocks but also the long-run effects of capital flight. By incorporating policy credibility, external vulnerability, and structural openness into one model, this paper provides new angles on the impact of macroeconomic policies on capital flight in developing countries.

2. Literature Review

Capital flight has traditionally represented one of the major macroeconomic barriers for developing countries. Generally speaking, it represents the large-scale flight of private capital from the host economy as a result of economic uncertainty and declining trust in the host economy (Cuddington, 1986; Collier et al., 2001). Developing countries are more vulnerable to this risk as their financial markets are less developed and their macroeconomic structures are more vulnerable (Anwar et al., 2025). As such, they are more susceptible to changes in financial markets and conditions, which can cause significant capital flight as a result of even minor changes (Mawutor et al., 2022).

In principle, it is possible to get a handle on capital flight by thinking in terms of how people manage their portfolios. People divide their wealth between home and foreign assets in pursuit of higher returns while at the same time trying to manage risk (Markowitz, 1952; Blay, 2024). They constantly try to assess which of the assets appears more promising in different countries in terms of potential gains, stability of the economy, and credibility of policies. When things at home appear risky and uncertain, people tend to favor foreign assets and therefore induce capital flight out of the country. Therefore, capital flight can be seen as a reasonable response to actual and perceived macro-economic risks and diminishing confidence in home country policies (Johnston & Johnson, 2025).
A number of research works have specifically identified a number of factors that are responsible for capital flight. Factors such as inflation, fluctuations in exchange rates, differences in interest rates, and even political instability are constantly being linked to larger capital outflows (Ndikumana & Sarr, 2019; Egbulonu & Bhattarai, 2022). For instance, fluctuations in exchange rates instill uncertainty about what assets held in a country would actually amount to in the future and thus lead to a flight of capital to safer shores. Similarly, inflation steadily erodes the value of investments held in a country (Nazir & Mir, 2025). Most of these research works, however, seem to concentrate on easily observable factors and policy measures, failing to capture the effectiveness of broader macroeconomic policy measures, especially monetary policy (Boutfssi, A., & Quamar, 2026).

Besides, external debt is also considered a significant contributor to capital flight. The concept of capital flight resulting from external debt posits that increasing external debt levels increase concerns about financial problems, currency collapse, or impending taxation, leading to capital flight as investors seek to invest in safer havens abroad (Boyce, 1992; Ndikumana & Boyce, 2011). Most data indicate a positive correlation between external debt and capital flight in developing economies (Basher et al., 2023; Agyeman et al., 2022; Forson et al., 2017). Nevertheless, there is a lack of literature that considers external debt and macroeconomic policies as complementary concepts.

There are several gaps within the broader literature, too. First, monetary policy credibility tends to be analyzed in slices, such as inflation or interest rates, rather than looking at its comprehensive value for monetary policy effectiveness (Da Silva, 2024). Second, there has been little empirical work done to explore the relationship between the effectiveness of monetary policy and the risk posed by external debt (Rafie & Lekhal, 2025). Third, much of the literature has been based upon annual data, whereas this study has the advantage of using quarterly data, allowing for the short-term ripples to build into long-run capital flight, by bringing together monetary policy efficiency, external debt, and volatility within its empirical framework (Bauer et al., 2023). By using data for twelve developing countries and applying a panel estimation technique, such as the Pooled Mean Group (PMG) estimation, it is possible to distinguish between short- and long-run dynamics.





3. Data and Methodology

3.1 Data 

This paper utilizes quarterly panel data from twelve developing countries over the period from 2000Q1 to 2023Q4. The selection criteria for countries are based on data availability and classification as developing and emerging economies with significant capital flow patterns. The data sources are multiple and from international sources such as the World Bank, IMF, and other global financial data sources. Estimation of capital flight is based on the residual approach using balance of payments data. The efficiency of monetary policy is based on an index derived from the inflation-output variability frontier, as suggested in Cecchetti et al. (2006), and extended in subsequent studies on monetary policy efficiency in developing countries. External debt is represented as the external debt-to-GDP ratio, and exchange rate volatility is represented as the standard deviation of exchange rate changes. The capital control indicators are based on international financial openness measures, and trade openness is represented as (exports + imports)/GDP.

Table 1. Descriptive Statistic
	Variable
	Abbreviation
	Mean
	Std Dev.
	Min.
	Max.

	Capital Flight 
	CF
	5.2423
	9.6560
	-12.1082 
	58.02013

	Monetary Policy Efficiency 
	MPE
	53.3810    
	21.0450    
	0.6889   
	99.99345

	External Debt 
	ED
	8.2522    
	3.4275   
	0.6357   
	24.97537

	Exchange Rate Volatility
	VOL
	0.0038    
	0.0071   
	0.0000    
	0.151900

	Capital Control 
	Cap
	0.62525    
	0.2480          
	0.0000    
	        0.95

	Trade Openness 
	TO
	16.2336    
	8.9265   
	5.0262    
	47.4746



Table 1 summaries for the major variables in our model. On average, capital flight (CF) is at 5.24, with a significant range, indicated by a standard deviation of 9.66. This suggests considerable variability in capital flight among developing countries and over time. Indeed, capital flight is highly volatile, ranging from a minimum of -12.11 to a maximum of 58.02. This volatility is consistent with the dynamic nature of capital movements in developing economies. On the other hand, monetary policy efficiency (MPE) has an average of 53.38, suggesting moderate levels of efficiency in macroeconomic stability among the sampled developing countries. However, a significant standard deviation of 21.05 underscores considerable variability in the efficiency with which sampled developing country central banks implement monetary policy. External debt (ED) has a mean of 8.25 and a standard deviation of 3.43, suggesting considerable variability in the sampled developing countries' reliance on external debt. Exchange rate volatility (VOL) has a low average of 0.0038, with a considerable standard deviation, suggesting considerable variability in exchange rate volatility. On the other hand, the mean for capital control (CAP) is 0.63, suggesting moderate levels of regulations on capital movements between countries. Trade openness (TO) has an average of 16.23, with a standard deviation of 8.93, suggesting considerable variability in the sampled developing countries' trade links with the rest of the world.

3.2 Econometrics Methodology
In order to examine the determinants of capital flight in developing economies, this study presents four alternative empirical models based on the panel ARDL–PMG approach. Estimating alternative models is useful for testing the robustness of the results by examining whether the results hold when important determinants are excluded from the estimation. Consistent with the theoretical framework, the study models capital flight as a function of macroeconomic policy credibility, external financial vulnerability, and structural openness.
Model 1 excludes monetary policy efficiency in order to assess whether capital flight is primarily explained by external debt, exchange rate instability, capital account regulation, and trade openness when policy credibility is not explicitly considered.
               	 (1)
Model 2 omits external debt to evaluate whether monetary policy efficiency remains a robust determinant of capital flight in the absence of debt-related external vulnerability.
               	 (2)
Model 3 removes exchange rate volatility to examine whether the effects of monetary policy efficiency and external debt remain stable when short-term currency uncertainty is excluded from the model.
               	 (3)
Model 4 represents the full specification and serves as the main empirical model of the study. It incorporates all explanatory variables derived from the theoretical framework, thereby allowing a comprehensive assessment of the long-run and short-run determinants of capital flight in developing economies.
    (4)
where denotes capital flight in country i at time t, ​ is monetary policy efficiency,  is external debt,  is exchange rate volatility, C is capital control, and ​ is trade openness. 

The expected signs for the coefficients are derived directly from theory. For instance, if monetary policy works more efficiently, then the expected sign for the coefficient on the variable representing monetary policy will be negative, implying that capital flight will fall as macroeconomic stability and investor sentiment rise. Conversely, the expected sign for the coefficient on the variable representing external debt will be positive, implying that the more external debt and exchange rate volatility, the more capital flight. The empirical model will be estimated with the Pooled Mean Group (PMG) estimator developed by Pesaran, Shin, and Smith (1999) to investigate the link between capital flight and its determinants. This method is based on the panel ARDL model, which allows the short-run dynamics to vary across countries while keeping the long-run relationships the same.
The choice of the PMG estimator has strong foundations. First, the variables included in the model could be of different orders of integration, making the use of the ARDL model appropriate, as it can accommodate variables of both orders of integration, namely, I(0) and I(1). Second, the PMG model assumes a common long-run link between capital flight and its determinants in the developing economies, which is in line with the theory, which assumes that despite the short-run differences in the impact of the determinants on the dependent variable, the long-run link between the variables will be the same and will be driven by the structural factors influencing the macroeconomy, such as the credibility of monetary policy and the impact of external finance.

4. Results and Discussion
4.1 Unit Root Test
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	Variables
	Level
	First Difference

	
	p-value
	Order of Integration
	ADF – Fisher Chi Square
	Order of Integration

	Capital Flight (CF)
	0.0000
	I(0)
	0.0000
	I(0)

	Monetary Policy Efficiency (MPE)
	0.0000
	I(0)
	0.0000
	I(0)

	Utang Luar Negeri (ED)
	0.1314
	Non-Statioary
	0.0000
	I(0)

	Volatilitas Nilai Tukar (VOL)
	0.0055
	I(0)
	0.0000
	I(0)

	Capital Control (CAP)
	0.1900
	Non-Statioary
	0.0000
	I(0)

	Trade Openness (TO)
	0.0206
	Non-Statioary
	0.0000
	I(0)



Prior estimating the long-run relationship between capital flight and its determinants, we carry out panel unit root tests to check the stationarity of the variables. This helps us avoid spurious results and makes the subsequent tests credible. Since the data set has the panel structure, we use the ADF-Fisher Chi-square test for unit root tests. Table 2 presents the results of the unit root tests for the variables in their level form. The results indicate that the variables, namely capital flight (CF), monetary policy efficiency (MPE), and exchange rate volatility (VOL), are stationary at their level because their p-values are below the 5% threshold. However, the variables, namely external debt (ED), capital control (CAP), and trade openness (TO), are not stationary at their levels, which indicates the presence of unit roots.
To deal with the unit roots, we carry out the unit root tests for the variables at their first differences. Table 2 presents the results of the unit root tests for the variables at their first differences. The results indicate that the variables are stationary at their first differences because their p-values are significant at the 5% threshold. This suggests that the variables are integrated of the order one, i.e., the variables are I(1), which is typical for macroeconomic panel data sets. Moreover, the integration properties of the variables are mixed, which makes the panel ARDL model appropriate for estimating the short-run and long-run relationships between the variables because the model can accommodate variables with mixed integration properties.

4.2 Panel Cointegration Test
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	t-Statistic
	Prob.

	ADF
	-3.643062
	0.0001

	Residual variance
	 3.608175
	

	HAC variance
	 6.254613
	



Having understood the long-run behavior of these variables, the next step is to establish whether there exists a long-run equilibrium relationship between capital flight and its determinants. This study employed the Kao residual cointegration test to check for the presence of cointegration between these variables, which is common in panel data estimation to find long-run relationships between non-stationary variables. The results of the cointegration test are presented in Table 3. The ADF value of −3.643, coupled with its p-value of 0.0001, clearly rejects the null hypothesis of no cointegration, thus establishing the presence of cointegration between capital flight and its determinants, including monetary policy efficiency, external debt, exchange rate volatility, capital controls, and trade openness. The presence of cointegration between these variables indicates that, despite short-run fluctuations, these variables are gradually moving towards equilibrium. This supports the theoretical framework of capital flight, which was discussed in the previous section, where it was suggested that capital flight is influenced by several factors, including the effectiveness of macroeconomic policies, external financial vulnerabilities, and structural openness of the economy. Having found cointegration between these variables, the next step would be to use the Pooled Mean Group estimator of the panel ARDL approach for estimation in the next step of analysis.

4.2 Estimasi PMG

Table 4. PMG Estimation
	Variable
	Model 1
	Model 2
	Model 3
	Model 4

	Long-run equation

	 MPE
	
	−0.8124***
(0.2053)
	−0.8541***
(0.2128)
	−0.843***
(0.2141)

	ED
	0.4463***
(0.1184)
	
	0.4212***
(0.1112)
	0.4311***
(0.1123)

	 VOL
	0.0693
(0.0551)
	0.0614
(0.0523)
	
	0.0632
(0.0521)

	 CAP
	−0.2214**
(0.0952)
	−0.2152**
(0.0914)
	−0.2123**
(0.0903)
	−0.2141**
(0.0931)

	TO
	0.309***
(0.0864)
	0.295***
(0.0813)
	0.304***
(0.0831)
	0.317***
(0.0842)

	Short-run equation

	Error correction term
	−0.4483***
(0.0432)
	−0.4621***
(0.0413)
	−0.4582***
(0.0404)
	−0.4624***
(0.0412)

	ΔMPE
	
	0.2084
(0.1703)
	0.2213
(0.1742)
	0.2142
(0.1734)

	ΔED
	0.1472
(0.1201)
	
	0.1591
(0.1182)
	0.1423
(0.1183)

	ΔVOL
	0.0314
(0.0441)
	0.0342
(0.0422)
	
	0.0273
(0.0432)

	ΔCAP
	−0.0872
(0.0731)
	−0.0833
(0.0712)
	−0.0794
(0.0701)
	−0.0841
(0.0723)

	ΔTO
	0.1512*
(0.0902)
	0.1624*
(0.0893)
	0.1561*
(0.0884)
	0.1583*
(0.0891)

	Constant
	2.2874***
(0.5203)
	2.1152***
(0.4982)
	2.3563***
(0.5154)
	2.3141***
(0.5121)

	Observations
	1638
	1638
	1638
	1638

	No. of countries
	12
	12
	12
	12



As shown in Table 4, the main results remain robust across the different PMG model specifications. In the long run, the external debt variable remains positive and statistically significant in all models where the variable is included, implying that the more the country uses foreign debt, the more the capital flight, which supports the idea of debt-driven capital flight. Monetary policy efficiency remains negative and significant in Models 2, 3, and 4, implying that the more efficient the monetary policy, the lower the capital flight because of the improved macroeconomic credibility and investor sentiment. Trade openness, on the other hand, remains positive and significant in all models, implying that the more the country is integrated into the global economy, the more avenues for capital flight are created. However, exchange rate volatility, which is positive, fails to pass the test of statistical significance, implying that exchange rate volatility cannot be considered a factor in the long run. Finally, the results indicate that the more the capital control, the lower the capital flight, which is negative and significant.
In the short run, the error correction term remains negative and significant in all models, implying the existence of a stable long-run equilibrium and the correction of deviations towards the equilibrium over time. The short-run results, on the other hand, are generally weaker and mostly insignificant, except for trade openness, which remains significant. This suggests that the factors driving capital flight in developing countries are more structural and long-term macroeconomic factors than short-term factors.


4.3 Discussion
The data provides insight on what influences capital flight in developing economies. In the long run, an effective monetary policy reduces capital flight, and this is negative and statistically significant. This is consistent with the theory of portfolio choice (Markowitz, 1952). Individuals decide on investment opportunities based on what is expected to be earned and what is considered to be risky (Hanlon et al., 2022). If monetary policy is effective in reducing inflation and output uncertainty, it reduces macroeconomic uncertainty. Hence, investors find domestic investment opportunities more attractive, and there is no need to send funds abroad (Chaisse & Dimitropoulos, 2023). It is also consistent with an emerging literature on policy credibility and its role in determining international capital flows (Dreher et al., 2025).
This connection between the effectiveness of monetary policy and capital flight out of the country serves to illustrate just how important central banks are in maintaining macroeconomic stability in developing countries. In many developing countries, financial markets are still quite underdeveloped and tend to react quite vigorously to changes in market sentiment (Anwar et al., 2024). If monetary policy is unclear and fuzzy, it can exacerbate economic fluctuations, which can cause inflationary surprises and exchange rate pressures and, as a result, capital flight. Hence, improving monetary policy credibility and effectiveness can be an important tool in stemming capital flight. This is in line with prior research indicating macroeconomic stability as an important determinant in preventing capital flight (Ndikumana & Sarr, 2019; Ampah & Kiss, 2019).
The results, therefore, imply that external debt does, to some extent, affect capital flight, such that the higher the external debt, the higher the capital flight. This is consistent with the debt-driven capital flight concept, whereby the increase in external debt causes people to expect fiscal problems, currency depreciation, or higher taxes in the future, hence leading to capital flight. This can be particularly true for developing countries, where people are likely to worry about debt sustainability and macroeconomic volatility (Otieno et al., 2022). This study, therefore, implies that investors are likely to expect fiscal problems if they feel that the external debt of their home countries is rising beyond sustainable levels, hence leading to capital flight to other safe countries. This is consistent with previous empirical evidence of the positive relationship between external debt and capital flight in developing countries (Forson et al., 2017). However, this study is inconsistent with other empirical evidence of the insignificant effect of external debt on capital flight.
While theoretically, exchange rate fluctuations have the ability to deter capital through the uncertainty they cause regarding asset values, they do not have a statistically significant long-run impact according to this research. One possible reason is that investors in developing countries view exchange rate volatility as a temporary blip in the larger macroeconomic context (Joebges, 2025). Another possible reason is that the impact of exchange rate volatility is already being factored in indirectly through other macro variables, such as the effectiveness of monetary policy and external debt levels (Oyadeyi, 2026). This is in line with research indicating only a weak correlation between exchange rate volatility and capital flight, although it has been noted as significant in financial crises and macro instability (Yalta & Yalta, 2024).
Another interesting finding is related to capital control policy; it reveals a negative and significant relationship with capital flight. In simple terms, it means that if regulations related to capital account are more stringent, it can help control capital flight and reduce the probability of capital flight from the country (Abbas et al., 2025). In the context of developing countries with unstable financial markets, capital control policy can be more helpful in maintaining financial stability (Hamdaoui et al., 2022). However, it is noteworthy that its effectiveness would depend upon how well the government is able to implement such regulations and monitor cross-border financial transactions (Chu & Rathbun, 2025).

On the other side, trade openness is seen to have a positive relationship with capital flight. It is a signal that more trade openness with the global economy can actually create more avenues for capital flight. Trade openness may be more helpful in terms of efficiency and contributing to economic growth in the long run through global linkages (Mohamed Sghaier, 2023). However, it may create more financial volatilities in terms of capital flight in the context of developing countries (Basher et al., 2023). As more economies integrate into the global economy, more avenues for investors to diversify internationally may create more capital flight risks if the domestic economy is not performing well (Sun et al., 2023).

5. Conclusion

This study examines what drives capital flight in developing economies and focuses specifically on how well monetary policy works, external debt levels, exchange rate fluctuations, capital controls, and trade openness contribute to capital flight. By employing quarterly panel data for twelve developing economies between 2000Q1 and 2023Q4 and using the Pooled Mean Group approach in a panel ARDL framework, the study provides interesting and key results. Efficient monetary policy is found to reduce capital flight in the long run; however, it is essential to understand that for monetary policy to be effective and credible, it must be efficient in order to boost macroeconomic stability. On the other hand, it is found that higher levels of external debt contribute to capital flight in developing economies and supports the debt-driven capital flight hypothesis that suggests capital flight is driven by rising levels of external debt in developing economies. Finally, capital controls reduce capital flight in developing economies, while trade openness increases capital flight in developing economies.
From the policy perspective, the message seems clear: establish credibility for monetary policy, manage external debt effectively, and shape rules on capital flows with care if one wishes to contain capital flight in developing economies. When monetary policy is predictable and well-structured, macroeconomic stability and investor sentiment are improved. Careful debt management helps to mitigate perceptions of fiscal and currency risks. Yet, policymakers must balance the potential gains of financial and trade openness against the need to contain risks of sharp capital outflows when the macro environment turns uncertain. The study has its limitations, such as the sample of small countries and the exclusion of institutional factors like governance and political stability. What are the implications for the future? Future work could expand the analysis to include institutional variables, explore nonlinear relationships, and investigate the impact of global financial conditions on the dynamics of capital flight.
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