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ABSTRACT:
The foreign exchange rate is an important tool in the economic management of a country. Its
fluctuations generated by financial globalization are expected to leverage the effect of capital flight,
but this seems not to happen in Kenya. Further, the loss of foreign exchange reserve resulting from
capital flight means equally that some financial savings are lost to the economy. Financial
globalization has offered Kenya numerous financing options to finance projects that will propel it
to the attainment of the Vision 2030's main economic pillar of a 10% annual economic growth. This
has led to increased external debt stock, foreign portfolio and direct investments outflows as well
as profit repatriations. This study employed panel data OLS regression model to investigate the
effect of capital flight on economic growth for the period 1986 to 2016 and found that there existed
a negative and insignificant relationship. Baron and Kenny (1986) model was employed to
investigate the mediating role of foreign exchange rate in the relationship between capital flight
and economic growth. The study found that foreign exchange rate did not mediate on this
relationship since one of the four conditions for mediation by Baron and Kenny (1986) was not
met. The results of this study will benefit policy makers by providing them with data-based
evidence that will guide them in making appropriate policies that discourage capital flight and
institute proper management of foreign exchange rate to boost economic growth in Kenya.
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INTRODUCTION
Financial globalization has created financial capital leakage avenues for economies, prompting
them to lose their investment capital and economic growth opportunities (Bredino, Fiderikumo &
Adesuji, 2018). Capital flight, whether normal or abnormal depreciates the local currency and affect
the source country’s ability to generate domestic financial savings that boost investments and
enhance economic growth (Ampah, Kiss & Kotosz, 2018). Regulating capital flight offers a better
control on the exchange rate movements as capital flight tends to remain high when the exchange
rate is depreciating (Auzairy, et al., 2016). Gouider and Nouira (2014) opines that the anticipation
of a devaluation of the national currency is a major cause of capital flight as speculators can choose
to withdraw their funds from domestic banks to foreign banks.
Countries with a stable foreign exchange rate which is a basis for strong macro-fundamentals suffer
lower flights and are able to attract more flows after a financial crisis (Fratzscher, 2012). Thus, a
financially healthy economy requires the right foreign exchange rate that does not stray too far from
its equilibrium (Nag, Baksi, & Majumder, 2015). It is the responsibility of the existing government
to develop effective policies that regulate capital flight and maintain a stable competitive real
exchange rate (Sandra, 2015; Cherop & Changwony, 2014; Ndikumana & Boyce, 2011). Poorly
managed exchange rates can be disastrous for economic growth, as its fluctuations create
macroeconomic uncertainty, affect the mobilization of foreign capital negatively and divert
financial resources intended to fill the domestic resource gap and expand investments (Egbe, 2015).
If the exchange rate is well managed, foreign currency reserve would be enough, exchange rate
would stabilize and economic growth realized (Khondker, Bidisha & Razzaque, 2012).
Most developing countries in Sub-Saharan Africa suffer from capital flights due to the vicious circle
of low productivity, low income, and low savings (Ampah et al. 2018). Kenya’s economic
challenges are not unique. Its greatest obstacle to economic growth emanates from the link to the
international financial system that has accelerated capital flights. If uncontrolled, capital flight can
shrink a country’s investment capital (Ndiaye, 2014). Where it exists, the source country
experiences macroeconomic instability, manifested through increased external debt repayments,
high volumes of outward foreign direct investments, foreign portfolio investment outflows and
profit repatriations as well as foreign exchange rate overvaluations (WESP, 2016).
Africa ranks high in capital flight despite having a deficit in financial inflows (Gachoki &
Nyang'oro, 2016). This has reduced the stock of financial resources available to finance economic
growth. This often leads to foreign borrowing (Bredino et al, 2018), a short-term measure to fix
budget deficit challenges but characterized by high loan repayments (Egbe, 2015). As much as
external debt supplements domestic capital, the repayments thereof constitute a flight of capital,
and ultimately hamper economic growth (Siddique & Selvanathan, 2015).
Capital flight often raise the probability of systemic sudden stops, i.e. large unexpected falls in
capital inflows which if uncontrolled, can easily lead to a rapid increase in foreign currencydenominated debt and liquidity crises in the host country (Koskei, 2017). To hedge against this risk,
local investors often diversify to foreign low risk high return financial assets and repatriate their
profits (Auzairy, Fun, Ching, Li, & Fung, 2016). When domestic financial savings are reassigned
overseas, it results to fewer resources available to finance domestic investment. This creates
pressure on the foreign exchange rate and economic growth (Ndiaye, 2014; Zakaree & Ayodeji,
2012; Fofack & Ndikumana, 2014).
http://www.ijsse.org

ISSN 2307-6305

Page | 2

International Journal of Economics and Finance

Vol. 7 Issue 7. (2018)

The global economy has remained trapped in a prolonged period of slow economic growth at 3.1%
in 2016, compared to the previous year’s 3.2%, characterized by weak investments and rising debt
levels which have occasioned capital flight (WEO, 2017). Capital flight in Africa may be relatively
small from a global perspective but carries substantive heavier costs for the source economies in
terms of foregone economic growth opportunities (Ndikumana, Boyce, & Ndiaye, 2015). Over the
past three decades, Africa has lost over one trillion dollars to various forms of capital flight, largely
from repayment of principal, interest and penalties on external debt (ADB, 2014; GFI, 2013; Boyce
and Ndikumana, 2012; Ndikumana et al., 2013; Henry, 2012). This stock of capital flight including
compound interest earnings reached $1.06 trillion, which slightly exceeds the combined economic
size of the countries ($1.05 trillion in 2010) and exceeds the $188.6 billion of external debt owed
by these countries, making them in aggregate a net creditor to the rest of the world (Ampah et al.
2018). In Sub-Saharan Africa, (SSA), growth decelerated to 1.6% in 2016 from 3.4% in 2015 due
to similar global investment circumstances (Foreign investment survey, 2016). This shows that
Africa is losing lots of investment capital and has influenced their economic growth to depend
heavily on skewed investment arrangements, loans and debt financing leading to high capital
outflows (Drewry, 2014).
Statement of the Problem
Kenya's GDP annual growth rate averaged 5.43% from 2004 until 2016 and reached an all-time
high of 12.4% in 2010 and a record low of 0.2% in 2008 (TE, 2016). The average growth between
2004 and 2016 lagged behind the Vision 2030's main economic pillar that aims at economic growth
of 10% p.a. Further, Kenya lost over 4.9 billion dollars in aggregate to various forms of capital
flights between 1970 - 2010 (Ndikumana & Boyce, 2012). Yet, Kenya has the potential to attract
and retain foreign capital, boost its current economic growth and control the foreign exchange rate
volatilities. To survive in this turbulent and dynamic global economic environment, Kenya must
formulate a strategy to leverage the effect of capital flight on economic growth, by controlling the
foreign exchange rate volatilities (Mudida, 2011). If capital flight is not regulated, it would cause
the exchange rate movement uncontrollable, as it tends to remain high when local currency is
depreciating (Auzairy et al., 2016). Financial globalization has made the foreign exchange rate a
key determinant to economic growth (Ayala et al, 2015). Thus, foreign exchange rate may explain
the relationship between capital flight and economic growth in Kenya (Henry, 2013).
Several studies have been done on capital flight in Kenya. Muchai & Muchai (2016) studied on
fiscal policy and capital flight in Kenya, Gachoki and Nyang'oro, (2016) studied on the impact of
capital flight on private investment in Kenya, Maana, Kamau, and Kisinguh, (2015) modelled the
extreme volatility in the daily exchange rates of the Kenya shilling against the U.S. dollar, Mudida
(2011) studied on the empirical aspects of capital flight in Kenya, 1970-2009, Zainab (2009) studied
on the determinants of capital flights in Kenya (1987 - 2007), Kipyegon (2004) investigated the
determinants of capital flights from Kenya and Ng’eno (2000) investigated the magnitude of capital
flight in Kenya. From the above literature reviewed, there was no attention paid to the mediating
role of foreign exchange rate on the relationship between capital flight and economic growth in
Kenya. This study filled in on this existing knowledge gap.
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Specific Objectives of the study
1. To determine the mediating effect of foreign exchange rate on the relationship between
capital flight and economic growth in Kenya.
Research Hypotheses
H01: Foreign exchange rate does not mediate on the relationship between capital flight and
economic growth.
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LITERATURE REVIEW
Theoretical Review
The Investment Diversion Theory
Kindleberger (1966) originated the investment diversion theory. The theory noted that capital flight
widens the savings gap, constrains aggregate investment and decrease economic growth. Skare and
Sinkovic (2013) posit that while the investment growth policy enhances economic growth, capital
flight does the opposite. Negative macroeconomic effects often necessitate a country to borrow
from abroad to reactivate the economy. The crowding out effect may result to depreciation of the
domestic currency and loss of foreign reserves (Jude, 2014). This theory further demonstrate that
following a rise in a country's economic growth, aggregate savings often rise immediately while
aggregate investment rises after a time lag, thereby generating capital flights in form of external
debt repayments, foreign investment outflows and profit repatriations within the lag. This decreases
a developing country's capital as well as its investment fund, ultimately affecting the foreign
exchange rate as well as economic growth. This theory thus well explored the effect of capital flight
on economic growth in Kenya.
Purchasing Power Parity (PPP) Theory
Professor Gustav Cassel propounded the Purchasing Power Parity (PPP) theory in 1918 and
postulated that the nominal foreign exchange rate reflects the purchasing power of one currency
against another (Stephen & Sanmi, 2011). This theory assumes that transactions of a country in
form of capital outflows directly and indirectly determine its foreign exchange rate and ultimately
affect economic growth (Bohlin, 2010). When capital flows out of a country, it offers a purchasing
power against commodities and services in its own country. GDP explains a country's economic
performance making it a reliable tool to measure the relative size of economies (Schreyer &
Koechlin, 2002). This theory demonstrated its importance in the mediating role of foreign exchange
rate to the relationship between capital flight and economic growth.
Conceptual Framework
The key variables in this study were put in a conceptual framework and categorized as independent,
mediator and dependent variables. This study investigated the mediating role of foreign exchange
rate on the relationship between capital flight and economic growth in Kenya. The variables in the
conceptual framework were derived from the theories identified in this study.

Capital Flight
 External Debt Repayments
 Foreign Portfolio
Investment Outflows
 Outward Foreign Direct
Investments
 Profit Repatriations
Independent Variables



Foreign
Exchange Rate
Ksh - USD

Economic Growth
 Percentage
change in
GDP

Mediator Variable

Dependent Variable

Figure 1: Conceptual framework
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Foreign Exchange Rate, Capital Flight and Economic Growth
When a country's economic growth decreases, domestic investments decrease. Domestic investors’
appetite for foreign investments increases as they seek to diversify their investments in search of
low risk and higher returns on their investments. The resultant effect is accelerated capital flight
which decelerates the source country’s economic growth (Ajayi and Ndikumana, 2015; Sibanda,
Ncwadi and Mlambo, 2013). As capital flight involves the demand for foreign currency, it tends to
exert pressure on the exchange rate, replicated in the depreciation of a country's local currency
(Zakaree & Ayodeji, 2012; Ndikumana & Boyce, 2011). If capital outflow is not well regulated, it
would make the foreign exchange rate movement uncontrollable, as capital flight tends to remain
high when the exchange rate is depreciating (Maana et. al 2015; Auzairy et al., 2016).
Increased financial globalization has enabled the international markets to open up to foreign
investors, making foreign exchange rate a key determinant to economic growth (Ayala et al, 2015).
Poorly managed exchange rates can be disastrous for economic growth, and that a competitive
currency is key to a successful economic growth strategy (Henry, 2013). Policy makers should seek
to ensure effective policies exist to regulate capital flight, maintain a stable and competitive foreign
exchange rate that boosts a country's GDP (Sandra, 2015; Uguru, 2016). Therefore, the following
hypothesis was tested:
H01: Foreign exchange rate does not mediate on the relationship between capital flight and
economic growth.
Empirical Review
Maana et al. (2015) modeled extreme volatility in the daily exchange rates of the Kenya shilling
against the U.S. dollar and found that despite episodes of extreme volatility, the long-term stability
of the exchange rate was maintained during the period. However, implementation of policies
increased and sustained the level of foreign exchange inflows into the country and mitigated the
vulnerability of the exchange rate to external and domestic shocks. Egbe (2015) investigated the
effect of capital flight on real exchange rate of the naira in Nigeria and found that though there was
a dynamic short-run behavior of exchange rate with respect to capital flight and the other variables,
a long-run relationship did not exist.
Ellyne and Mbewe (2015) investigated capital flight and the role of the exchange rate in Nigeria,
South Africa and Zambia and found that capital flight from Nigeria, South Africa and Zambia was
motivated by portfolio considerations, capital flight from Nigeria and South Africa was driven by
expected currency depreciation while capital flight from Zambia was driven by expected currency
appreciation in the long run. Uguru, Ozor and Nkwagu (2014) investigated the relationship that
exists between capital flight and exchange rate volatility in Nigeria and found that every unit
increase in capital flight lead to increase in exchange rate in Nigeria. This means that exchange rate
was influenced by the volume of capital flight in Nigeria.
From the above empirical studies, researchers have found that foreign exchange rate influences
capital flight and hampers economic growth in the later years. Since capital flight decreases
economic growth, its proper and efficient management is key in achieving economic growth.
Further, foreign exchange rate plays a critical role in regulating capital flight and economic growth.
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METHODOLOGY
This study adopted an ex-post facto research design. The sampling frame consisted of licensed
local and internationally recognized data collection institutions and agencies. Purposive sampling
was employed to select secondary data over the thirty-year period between 1986 -2016. Panel data
OLS regression model was used to test the Baron and Kenny (1986) conditions to examine the
mediating effect of foreign exchange rate on the relationship between capital flight and economic
growth. A variable may be called a mediator “to the extent that it accounts for the relation between
the predictor and the criterion” (Baron & Kenny, 1986). The proxies for capital flight used in this
study were external debt repayments, foreign portfolio investment outflows, outward foreign direct
investments and profit repatriations. The below two diagrams capture the Baron’s Model
diagrammatically. Path c in figure 2 below is called the direct or total effect which is unmediated.
X represents capital flight and Y represents economic growth.
c

X

Y

Figure 2: Total Effect
The effect of X on Y may be mediated by a process or mediating variable M (foreign exchange
rate) and the variable X may still affect Y. The mediated model is as per figure 3 below;
M

a

X

b

c’

Y

Figure 3: Indirect Effect
Baron and Kenny (1986) proposed a four-step approach in which several regression analysis was
conducted and significance of the coefficients examined at each step. In step 1, Baron and Kenny
proposed to conduct a regression analysis with X (capital flight) predicting Y (economic growth)
to test the total effect described by path c alone. Step 2 conducted a regression analysis with X
(capital flight) predicting M (foreign exchange rate) to test for path a. Step 3 conducted a regression
analysis with M (foreign exchange rate) predicting Y (economic growth) to test the significance of
path b alone. Step 4 conducted a multiple regression analysis with X (capital flight) and M (foreign
exchange rate) predicting Y (economic growth), to test the significance of path c’. Path c' is called
the indirect effect. Complete mediation is the case in which variable X no longer affects Y after M
has been controlled and so path c' is zero. Partial mediation is the case in which the path from X to
Y is reduced in absolute size but is still different from zero when the mediator is introduced.
According to Baron and Kenny (1986), there will only exist a full mediating effect if the following
four conditions are met. The first condition will be satisfied if the independent variable (capital
flight) directly affects the mediator (foreign exchange rate). The second condition will be satisfied
if the mediator (foreign exchange rate) affect the dependent variable (economic growth). The third
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condition will be satisfied when the independent variable (capital flight) directly affects the
dependent variable (economic growth), once the mediator is deleted from the model. Finally, full
mediation will be supported if the direct path from the independent variable to the dependent
variable becomes insignificant, when the paths to and from the mediator are once again included in
the model. If all the four steps are met, then the data are consistent with the hypothesis that variable
M completely mediates the X-Y relationship, and if the first three steps are met but the Step 4 is
not, partial mediation is indicated.
The study further sought to determine the spread of data which included calculating for the mean,
standard deviation, standard errors, maximum and minimum values of the variables. Correlation
analysis was applied to check which variables were highly correlated so as to avoid the problem of
multi-collinearity which is common in time series data. Levin, Lin & Chu t* statistic was applied
to test the stationarity of the model.
Research Equations
The Baron and Kenny (1986) model was tested using the following equations;
Equation 1: Effect of capital flight on economic growth
EGit = α + β1EDRit+ β2OFDIit+ β3FPIOit+β4PRit+ β4FERit + μit .................................. (Equation 1)
Equation 2: Effect of capital flight on foreign exchange rate
FERit = α + β1EDRit+ β2OFDIit+ β3FPIOit+β4PRit+ μit …………………………...... (Equation 2)
Equation 3: Effect of foreign exchange rate on economic growth
EGit = α + β1FERit + μit …………………………………………………....……….…. (Equation 3)
Where;
EGit= Economic Growth at time t, EDRit= External Debt Repayment at time t, OFDIit= Outward
Foreign Direct Investments at time t , FPIOit = Foreign Portfolio Investment Outflow at time t, PRit
= Profit Repatriations at time t, FERit = Foreign Exchange Rate at time t, α = was the intercept,
βi= was the parameter of explanatory variables of EDR, OFDI, FPIO, PR and FER and μi = was
the disturbance term

RESULTS
This study investigated the mediating role of foreign exchange rate in the relationship between
capital flight on economic growth in Kenya.
Descriptive Statistics
Table 1 below depicted that the economic growth stood at an average mean of 1.164719, for the
period 1986 to 2016. This indicated that economic growth was positive in Kenya. The Maximum
value of GDP was observed at 2.128503 while minimum value was observed at -1.461018. The
difference between the maximum and the minimum values informed the range of data. The standard
deviation for GDP was 0.854067 which showed the deviation from the average mean value.
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The mean value of external debt repayments was 24.18175 for the same period. The positive value
showed that outflows in terms of external debt repayments were high. Standard deviation for
external debt repayments was 0.460295. The average value of foreign portfolio investments
outflows, outward foreign direct investment and profit repatriations were 20.07644, 23.86129 and
20.81871 respectively. Their positive values of mean also showed that foreign portfolio investments
outflows, outward foreign direct investment and profit repatriations were prevalent in Kenya.
Standard deviation for FPIO was 2.034473, OFDI stood at 2.383053 while that of PR was 1.515567.
FER had a mean of 4.008170 and a standard deviation of 0.523931. This showed that foreign
exchange rate did not have high volatilities in the period of study.
Table 1: Descriptive Statistics
LN_GDP
LN_EDR
Mean
1.164719
24.18175
Median
1.434137
24.36455
Maximum
2.128503
25.44788
Minimum
-1.461018
23.12027
Std. Dev.
0.854067
0.460295
Skewness
-1.613721 -0.865849
Kurtosis
4.999343
3.616273

LN_FPIO
20.07644
21.12014
23.72498
16.08565
2.034473
-0.644897
2.222878

LN_OFDI
23.86129
24.15147
28.02187
16.13232
2.383053
-0.803651
3.612668

LN_PR
20.81871
21.13779
25.31949
17.90986
1.515567
0.185423
2.947349

LN_FER
4.008170
4.236644
4.486509
2.786596
0.523931
-1.490957
3.676900

Jarque-Bera
Probability

68.46532
0.000000

16.04820
0.000327

10.77056
0.004584

14.05420
0.000888

0.666421
0.716619

44.41251
0.000000

Sum
Sum Sq. Dev.

132.7780
82.42555

2756.720
23.94149

2288.714
467.7162

2720.187
641.7202

2373.333
259.5547

456.9314
31.01888

Observations

114

114

114

114

114

114

Correlation
The data was converted to their natural logs to deal with the problem of large values and eliminate
heteroscedasticity. It was then subjected to correlation analysis to ensure there were no highly
correlated variables so as to avoid the problem of multi-collinearity in the model. The correlation
coefficient results were summarized in table 2 below;
Table 2: Correlation Coefficients
LN_GDP
LN_EDR
LN_GDP

1.000000

-0.258145

LN_FPIO

LN_OFDI

LN_PR

LN_FER

-0.213308

-0.063005

-0.209351

-0.263942

Unit root tests
Unit root test were conducted to ensure that the series were stationary and deal with the problem of
having a spurious regression. The test for stationarity was done using the Levin, Lin & Chu t*
statistic. The below results were recorded.

Table 3: Level and Intercept I (0)
Series
Levin, Lin & Chu t* Statistic
LN_GDP
-1.65525
http://www.ijsse.org
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0.08531
-2.65454
-1.77107
-1.78828
-6.04556

0.5340
0.0040
0.0383
0.0369
0.0000

Table 3 above showed the stationarity of the variables at level I(0). Gross domestic product, foreign
portfolio investments outflows, outward foreign direct investment, profit repatriations and foreign
exchange rate variables were found to be stationary at level difference. The natural log of external
debt repayments was found not to be stationery at Intercept and level I(0) therefore all the variables
were iterated to their first difference I(1) to maintain uniformity.

Table 4: First difference I (1)
Series
DGDP
DEDR
DFPIO
DOFDI
DPR
DFER

Levin, Lin & Chu t* Statistic
-7.01502
-3.24052
-2.37945
-8.90245
-9.29958
-5.53128

Probability
0.0000
0.0006
0.0087
0.0000
0.0000
0.0000

Where D is the first difference of the natural log, DGDP is the first difference of the natural log of
gross domestic product, DEDR is the first difference of the natural log of external debt repayments,
DOFDI is the first difference of the natural log of outward foreign direct investments, DFPIO is the
first difference of the natural log of foreign portfolio investment outflows, DPR is the first
difference of the natural log of profits repatriation and DFER is the first difference of the natural
log of foreign exchange rate.
The results in table 4 demonstrated that the natural log of GDP, EDR, FPIO, OFDI, PR and FER
was found to be stationary at first difference I(1) because the Levin, Lin & Chu t* statistic had a
probability value of 0.0 which were significant at 1% level of significance. Therefore, we rejected
the null hypothesis that the first difference of LN_GDP, LN_EDR, LN_FPIO, LN_OFDI, LN_PR
and LN_FER had a unit root.
Regression Results
The objective of this study was to assess the mediating effect of foreign exchange rate on the
relationship between capital flight and economic growth in Kenya. The hypothesis to test for this
specific objective was:
H01: Foreign exchange rate does not mediate on the relationship between capital flight and
economic growth in Kenya.
To comply with mediation testing conventions, this study used the formal heuristic analysis often
used to detect the mediation effects provided by Baron and Kenny (1986), where a variable may be
called a mediator to the extent that it accounts for the relation between the predictor and the
criterion. Baron and Kenny (1986) proposed a four-step approach in which several regression
analyses were conducted and significance of the coefficients examined at each step below:
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In step 1, Baron and Kenny (1986) model was applied for a regression analysis with X (capital
flight) predicting Y (economic growth), in order to test the total effect described by path c alone.
The Hausman test was conducted to establish which model was suitable. The Chi-square test
statistic was found to be 0.158373 with an insignificant probability value of 0.9970. This meant
that the null hypothesis was rejected in favor of the Random effects model. Therefore, we accepted
the Random effects model as suitable for this study.
Table 5: Hausman Test
Correlated Random Effects - Hausman Test
Equation: EQ03
Test cross-section random effects
Test Summary

Chi-Sq. Statistic Chi-Sq. d.f.

Prob.

Cross-section random

0.158373

0.9970

4

** WARNING: estimated cross-section random effects variance is zero.

The coefficient of path c in equation 4 below was 0.101830 with an insignificant probability value
of 0.4586. Therefore, all the proxies of capital flight aggregated in the constant C did not
significantly affect economic growth. Therefore, path c was not significant. The below equation
was generated;
EGit=0.10 – 0.233EDRit+0.0310FPIOit - 0.137OFDIit– 0.477PRit+μit …………….…. (Equation 4)
Table 6: Panel Equation
Dependent Variable: DGDP
Method: Panel EGLS (Cross-section random effects)
Date: 04/20/18 Time: 11:50
Sample (adjusted): 1987 2011
Periods included: 19
Cross-sections included: 7
Total panel (unbalanced) observations: 95
Swamy and Arora estimator of component variances
Variable

Coefficient

Std. Error

t-Statistic

Prob.

DEDR
DFPIO
DOFDI
DPR
C

-0.232676
0.030977
-0.137457
-0.476714
0.101830

0.760260
0.111522
0.103050
0.157727
0.136805

-0.306048
0.277765
-1.333882
-3.022400
0.744348

0.7603
0.7818
0.1856
0.0033
0.4586

S.D.

Rho

0.000000
1.219697

0.0000
1.0000

Effects Specification
Cross-section random
Idiosyncratic random
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Weighted Statistics
R-squared
Adjusted R-squared
S.E. of regression
F-statistic
Prob(F-statistic)

0.117978
0.078777
1.179450
3.009576
0.022209

Mean dependent var
S.D. dependent var
Sum squared resid
Durbin-Watson stat

-0.029432
1.228845
125.1992
2.799268

Unweighted Statistics
R-squared
Sum squared resid

0.117978
125.1992

Mean dependent var
Durbin-Watson stat

-0.029432
2.799268

In step 2, to establish which model was suitable, the Hausman test was conducted. The Chi-square
test statistic was found to be 1.680741 with an insignificant probability value of 0.7942. This
therefore meant that the null hypothesis was rejected in favor of the Random effects model.
Therefore, we accepted the Random effects model as suitable for this study.
Table 7: Hausman Test
Correlated Random Effects - Hausman Test
Equation: Untitled
Test cross-section random effects
Test Summary

Chi-Sq. Statistic Chi-Sq. d.f.

Prob.

Cross-section random

1.680741

0.7942

4

** WARNING: estimated cross-section random effects variance is zero.

We conducted a regression analysis with X (capital flight) predicting M (foreign exchange rate) to
test for path a. The coefficient of C was 0.039428 with a significant probability value of 0.0000
which was significant at 1% level of significance. Therefore, path a was significant meaning that
capital flight affected foreign exchange rate. Therefore, all the proxies of capital flight aggregated
in the constant C significantly affected foreign exchange rate. The below equation was generated;
FERit = 0.04 + 0.06EDRit – 0.02FPIOit - 0.01OFDIit+ 0.0000964PRit + μit ……..…... (Equation 5)
Table 8: Panel Equation
Dependent Variable: DFER
Method: Panel EGLS (Cross-section random effects)
Date: 04/13/18 Time: 21:07
Sample (adjusted): 1987 2011
Periods included: 19
Cross-sections included: 7
Total panel (unbalanced) observations: 97
Swamy and Arora estimator of component variances
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Variable

Coefficient

Std. Error

t-Statistic

Prob.

DEDR
DFPIO
DOFDI
DPR
C

0.056427
-0.015046
-0.006350
0.0000964
0.039428

0.037635
0.006385
0.005898
0.008422
0.007671

1.499304
-2.356358
-1.076708
0.011445
5.139707

0.1372
0.0206
0.2844
0.9909
0.0000

S.D.

Rho

0.000000
0.069883

0.0000
1.0000

Effects Specification
Cross-section random
Idiosyncratic random
Weighted Statistics
R-squared
Adjusted R-squared
S.E. of regression
F-statistic
Prob(F-statistic)

0.120651
0.082419
0.068344
3.155716
0.017687

Mean dependent var
S.D. dependent var
Sum squared resid
Durbin-Watson stat

0.036540
0.071348
0.429728
1.778785

Unweighted Statistics
R-squared
Sum squared resid

0.120651
0.429728

Mean dependent var
Durbin-Watson stat

0.036540
1.778785

In step 3, the Hausman test was conducted to determine the suitable model. The Chi-square test
statistic was 0.055829 with an insignificant probability value of 0.8132. This therefore means that
the null hypothesis was rejected in favor of the Random effects model. Therefore, we accepted the
Random effects model as suitable for this study.
Table 9: Hausman Test
Correlated Random Effects - Hausman Test
Equation: EQ04
Test cross-section random effects
Test Summary

Chi-Sq. Statistic Chi-Sq. d.f.

Prob.

Cross-section random

0.055829

0.8132

1

** WARNING: estimated cross-section random effects variance is zero.
We conducted a regression analysis with M (foreign exchange rate) predicting Y (economic
growth) to test the significance of path b alone. The coefficient of DFER was -2.785141 with a
significant probability value of 0.0154 which was significant at 5% level of significance. This
meant that foreign exchange rate significantly affected economic growth therefore path b was
significant. The below equation was generated;
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EGit = 0.106665 - 2.785141FERit + μit ……………………………………….………. (Equation 6)
Table 10: Panel Equation
Dependent Variable: DGDP
Method: Panel EGLS (Cross-section random effects)
Date: 04/20/18 Time: 12:16
Sample (adjusted): 1987 2016
Periods included: 28
Cross-sections included: 7
Total panel (unbalanced) observations: 180
Swamy and Arora estimator of component variances
Variable

Coefficient

Std. Error

t-Statistic

Prob.

DFER
C

-2.785141
0.106665

1.138824
0.091330

-2.445629
1.167909

0.0154
0.2444

S.D.

Rho

0.000000
1.071518

0.0000
1.0000

Effects Specification
Cross-section random
Idiosyncratic random
Weighted Statistics
R-squared
Adjusted R-squared
S.E. of regression
F-statistic
Prob(F-statistic)

0.033542
0.028113
1.054325
6.177758
0.013859

Mean dependent var
S.D. dependent var
Sum squared resid
Durbin-Watson stat

-0.001679
1.069465
197.8651
3.026745

Unweighted Statistics
R-squared
Sum squared resid

0.033542
197.8651

Mean dependent var
Durbin-Watson stat

-0.001679
3.026745

To test whether FER mediates the relationship between capital flight and economic growth, four
conditions must be upheld. The first condition is satisfied if the independent variable (capital flight)
directly affects the mediator (foreign exchange rate). In equation 5, it was established that capital
flight directly affects foreign exchange rate. Therefore, the first condition according to Baron and
Kenny (1986) model was met.
The second condition is satisfied if the mediator (foreign exchange rate) affect the dependent
variable (economic growth). In equation 6, it was established that foreign exchange rate affects
economic growth rate. Therefore, the second condition was met.
The third condition is satisfied when the independent variable (capital flight) directly affects the
dependent variable (economic growth), once the mediator is deleted from the model. In equation 4,
it was established that capital flight through the gradient C was not significant. Therefore the third
condition was not met.
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For this reason, we could not proceed to step 4 according to Baron and Kenny (1986) model
specifications to test either full or partial mediation. We therefore concluded that mediation by
foreign exchange rate did not occur during this period of study.
DISCUSSION
This study investigated the mediating role of foreign exchange rate on the relationship between
capital flight and economic growth in Kenya for the period 1986 to 2016, by estimating the capital
flight proxies; external debt repayments, foreign portfolio investment outflows, outward foreign
direct investments, profit repatriations as the independent variables and foreign exchange rate as a
control variable against the gross domestic product as the dependent variable. The four steps under
Baron and Kenny (1986) model were applied.
Although the study demonstrated that foreign exchange rate did not mediate in the relationship
between capital flight and economic growth, the results through the four steps suggested by Baron
and Kenny (1986) model to measure the mediation effect demonstrated that foreign exchange rate
was a critical factor that affect the rate of economic growth as well as the level of capital flight in
Kenya. The results in the first step demonstrated that external debt repayments had a negative and
insignificant effect on economic growth in Kenya. This demonstrated that Kenya is comfortably
servicing its external debt without putting the economy in Jeopardy. Foreign portfolio investment
outflows were found to have a positive but insignificant effect on economic growth in the period
of study. Its management is critical to ensure that it increases as its increase would transform the
effect on economic growth from insignificant to significant in the long-run. Profit repatriations was
found to have negatively affected economic growth in Kenya during the period of study the
magnitude of which a slight repatriation of 0.48% each year resulted to a 1% reduction in economic
growth. Lastly, all the proxies of capital flight aggregated in the constant C did not significantly
affect economic growth. Thus, capital flight was found to have affected economic growth, though
the effect was not significant
The second step in the model demonstrated that foreign exchange rate affected capital flight
significantly in that a slight increase of 0.039428% in capital flight led to a 1% rise in foreign
exchange rate. This meant that capital flight affected foreign exchange rate during the period under
study. The third step in the model indicated that while foreign exchange rate reduced by 2.785141%,
economic growth increased by 1% in the same year. This meant that foreign exchange rate
significantly affected economic growth in Kenya during the period of study. The findings of this
study resonate with the investment diversion theory which demonstrates that increased capital flight
could in the short run be seen as negatively affecting the foreign exchange rate. Our findings agree
with Uguru et al. (2014) who found that the coefficient of capital flight was positively and
statistically significant at 1% level of significance. They found that every unit increase in capital
flight lead to increase in exchange rate in Nigeria.
Finally, foreign exchange rate was found not to have had a mediating effect on the relationship
between capital flight and economic growth during the period of the study. The results of the Baron
and Kenny (1986) model demonstrated that that there was no mediation of foreign exchange rate
on the relationship between capital flight and economic growth in Kenya, because only two of the
three conditions set by the model were met.
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CONCLUSIONS
While there are a considerable number of empirical studies on the impact of capital flight on
economic growth in developing countries in the Sub Saharan Africa, this was the first such study
to explore the mediating effect of foreign exchange rate on the relationship between capital flight
and economic growth in Kenya.
First, the study demonstrated that Kenya’s external debt repayments have not slowed economic
growth. However, the government should be careful in managing external debt as its increase has
the potential to transform this effect from insignificant to significant and negatively affect economic
growth in the long-run. The study proposed institution of a policy to ensure that additional debt’s
net present value is computed and that the expected returns should be sufficient to repay the debt
before an approval to finance a project from external debt is granted.
Although the study found no significant effect of outward foreign direct investments as well as
foreign portfolio investment outflows on economic growth, if they are unregulated, their increase
would easily transform this effect to being significant. The government should thus design a foreign
investment outflows policy in Kenya. Currently, there is no adopted policy on foreign investments
in Kenya as the Kenya Investment Policy was developed in June 2017 and exists in draft form.
Further, this draft policy seeks to control foreign direct investment inflows and its silent on
investment outflows. Further, this study demonstrated that profit repatriations has significantly had
a negative impact on economic growth during the study period. In Kenya, there is no policy existing
on profit repatriation. As profits are repatriated largely through dividends, interest or royalties’
payments, this study recommends a strict regulation that will set a limit on the repatriations. Such
a policy would help to reduce capital flight from Kenya
As much as foreign exchange rate did not mediate in the relationship between capital flight and
economic growth, our results concluded that foreign exchange rate significantly affected economic
growth in Kenya the magnitude of which a 2.785141% decline in foreign exchange rate led to a 1%
increase in economic growth. Further, capital flight had a positive and significant relationship with
foreign exchange rate in that, a 0.039% increase in capital flight led to a 1% increase in foreign
exchange rate. This means that exchange rate is influenced by the volume of capital flight in Kenya.
Thus, the National Treasury should put more effort in the management of capital flight as it is a
significant component in Kenya’s economic growth. It is evident that foreign exchange rate triggers
capital flight and thus, its management needs to take the center stage of the National Treasury’s
debate on economic growth.
The aim of this study was to offer insights to future studies in the field of foreign exchange rate,
capital flight as well as economic growth and help policy makers and investors appreciate that
foreign exchange rate is a critical component of capital flight and economic growth. More studies
need to be undertaken with researchers extending the scope to more sub-variables to make more
informative conclusions.
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