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Understanding and estimating IFFs is

quite a challenge! A IFF: dirty money that crosses an
! International border.

Alllegally earned, moved, arsed

A IFFstake many forms and go through )
di fferent channel s Y
both conceptually and in practice.

] Lo

A Obstaclesmeasurement problem;
/ | overlapping methods; biased estimates
‘ L2
LS e I\ ~ ATwo general approaches:

- Top-down methods
- Bottomup approaches

Fxpresso ﬂ/f' Why measure IFFs?



FULL DEMOCRACY FLAWED DEMOCRACY HYBRID REGIME AUTHORITARIAN
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Capital Account Methods

ADeveloped in the capital flight literature

AResearchers often use macroeconomic identities, specifically

balanceof-payment statistics, to determine when capital is shifting
overseas.

U Sourcesand-uses Method(Claessensand | dZRS Y mMddo
U Hot-money-narrow Method
0 World Bank Residual Model
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Liechtensein  Norway SourcesAnd-UsesMethod

Al O2dzy UNE Q& . ht ARSYOAGEé Ydzaild K2t RY
uses of capital inflows when capital is movawgprseas.

A Sources > Fund3Outward capital flight(viceversa for inward capital flight)

CA= current account

FDI= foreign direct investment
STG= shortterm capital flows
Pl= portfolio investment 5 . oL A =
BA RSLIRaAd olylaQ FT2NBAIYy |aasSiad OKLIy
CPR= change in central bank foreign reserves
NEO= net errors and omissions

LTC= longterm capital flows of the governmeisector
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Liechtensein  Norway SourcesAnd-UsesMethod

-CA = FDI + STC +PI + BA + CPR +INEO(%)

The identity in (1) implies that if there is a current account deficit (meaning@rats
positive), it needs to be financed by the items at the righnd side.

Rewritingthe identity gives:
-(LTC + FDI + CA + CPR) = STC + Pl + BA @NEO

A On the left, if sources (LTC + FDI) exceed uses of capital (CA + CPR), this is du
capitalflight:

A Becausef the balance of payments identity, capital flight can also be measured
the righthand side of (2

Includesmany legitimate investments, captured by Pl and BA, mayb
STC.
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Lo Ny HOt-Money:-Narrow (HMNMethod

AMore narrowly definedtakesinto account only
presumably reflecting illicit deviafion.

NEO =(LTC + FDI + CAPRY, (STC Pl 1BA)
-[+ NEO = lllicit outflows/inflows

Aln some variantsHMN includes als8TC (shotterm capita):
HMN =- (NEO + STC) or
HMN =- (NEO + STC + PI)

compilation errors, incomplete measurement, or inadeq
currency conversions

How much of the NEO entry is made up by noise in the data or by IF



Iceland [P[ﬂj 1 .
enston N \WOTId Bank Residual (WBW9thod

lllicit OUTFLOWSource of Fundss Uses of Funds
llicit INFLOWSSource of Fundsk Uses of Funds

aversion of thewBRmodel thatincludes change
external debt as an indicator of new loans (i.e., a source of funds for a country).

A CED only includes gross illicit OUTFLOWS!
-Usesof Funds>SourceofCdzy R4 Ih Lt t AOAG Ay FE26a I nH
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AFirst introduced byhagwati (1964)the country-partner trade analysis is still
dominant approach to detect customs fraud and trade mispricing.

A Mispri the act of misrepresenting the price or
quantity of imports or exports in order to hide or accumulate money in
other jurisdictions.

A One of the largest components of measurabkFs!

Ad L Y LI2aNdieRpeders deliberately falsify the declared value of goods o
Invoices they submit to their customs authorities in order to lllicitly transfer
money across international borders, evade tax and/or customs duties, la

the proceeds of criminal act|V|ty, circumvent_currency controls, and hide
AY 2FFaK2NB olyl | OO0O2dzyiasé 6DCL
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i Trade Gap Analyses

AThis methodology is based on the principle: f

AAny discrepancy in mirrored trade statistics that indicateaer-invoiced/
underinvoiced export/import is an IFF.

AThedeclared price and quantity of an export country should match the offici
recorded price and quantity as an import. The only legitimate deviations
between these two records should come from shipping and insurance cost
error in recording the export/import value or quantity.

U Partner Country Method
U Gross Excluding Reversals
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A Compare import (or export) values reported by one country with the correspondin
export (or import) values reported by its partner country

LI NI Y SNXa G NF RS &dcuraieand comgadablel NS

Different criteria of partner attribution in EX/IM statistics;

CIF and FOB valuation;

Application of different trade systems (General vs. Special Trade System);
Time lagssoodsentering Customs warehousing for sevarainths
Misclassification;

Statisticaimeasurement differences angfrors; etc.
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Compare national data with (major) trade partners;

Use granular national data to reduce uncertainty about the source of bilateral trade
asymmetries;

Resolve CiFOBdifferences;
Analyzeremaining bilateral asymmetries after CHEB differences have been accounted
Validate results with qualitativenethodsc interviews with customs and trade experts.

EETR
=

Inbound Trade CAN imports

Official data 3329
Published asymmetry

Adjustment:

*CAN imports of CHN goods

fronvcountries of export 1 280
(consignment) other than CHN

Adjusted official data 2C19
Remaining asymmetry
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-

K = component of IFF

@ = EXfrom country i

0 = IMby countyj

I =CIF to FOB factoF (10%)

A CIFFOB difference€X are usually reported as FOB #vicisCIF;

A It is better to apply country and regiespecific ratios rather than commaoatios; Insome
Instances, commoditgpecific CIF/FOB ratios areeded

CIHCost, Insurance, Freightjadingconditions required by seller to determine cost of transport by
to its destination, and to provide necessary documents untilgbeds reach the buyer.

FOB(Freeon Board):conditionsrequired by seller in the relevant vehicle that is used to send good
buyer.
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A GER: method of calculating gross illicit outflows

EX_UndeinvoicinE | O 2 d&/Xio the Wb#ld are compared to worltM from that country
(adjusted for COFlicit outflows: wheneveexports of goods from that country are
understated relative to the reporting a@forld importsfrom that country.

Import Overinvoicing! O 2 dzltj?ﬂ fravdEh@ &vorld (adjusted fQCOIZELre compared to_
world EXto that country. lllicit outflows from a country witle indicatedh ¥ UG K S IND
are overstated with respect to worldXto that country.

A GERcalculations are based ahe sumof discrepanciebetween:
(i0 | O EXaydiwNd N drom that country and

OAAD | IMGaddeyrldEX® D&t country.

GER estimate =EHX undetinvoicing|+ IMover-invoicing
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AGlobal Financial Integrity (QRpproach:

K = IFFs through trade misinvoicing (GER)
NEO = Net errors and omissions

AGFI trademisinvoicing ishe largest portiorof IFF$

- It drains USD 80Killion from developing countries annually (GFI, 2015
- USD 5Million of IFFs fronAfrica (HLP, 2015)




~
A

‘GOLD DIGGERS’

AUNCTADG @A NI dzl £ f & | f f
South Africa leaves the country
dzy’ NB LI2Q¥wiinfBdrcBrapanies are
aYdza3at Ay3a oAttt AZ2Yya
gold!

A Promptly disputed by the South African
Chamber of Mines and the South African
Revenue Authority: public agencies do
report gold exports, just not in the right
format for COMTRADE.

A EunomxdHnmcUOY ¢ 2F GKS

discrepancy could be explained just by
looking up the officiastatistics!

“ILLICIT FINANCIAL FLOWS”

X
“TAX AVOIDANCE” t\
\ largest
contributor” -
“TRADE MISPRICING”
Gapsand ? \ /

mismatches = “TRADE MISINVOICING”

intrade data

17



DIFFERENCE IN
EXPORT AND
IMPORT VALUE
BETWEEN TWO
COUNTRIES

Food for Thought: Misinvoicing Scenarios

?

<

Price difference

p
Quantity difference

?

Technical smuggling

Missing data

Misinvoicing scenario

Pricing
difference

Quantity/
commodity

difference

Destination
difference

Large/
concentrated

Marginal/
widespread

Large/
concentrated

Marginal/
widespread

Large /
concentrated

Small/

widespread

Behaviour by tax payer

B Tax evasion/ Customs fraud

BEPs/ transfer price abuse?

B Could reflect ordinary costs/
variance?

[l Tax evasion/ Customs fraud

B Tax evasion/ Customs fraud?

B Smuggling?

B O:dinary transit/ merchanting
trade?

B Smuggling?

B Ordinary transit/ merchanting
trader

Ease of detection by customs

B Relatively easy (requires some
price knowledge but easy to spot,
particularly for commodities)

Hard (requires detailed price
I Efaxd (equices detiled pii
knowledge)

B Very easy (gross physical
inspection)

Medium (precise physical
nspection, minerals monitoring)

Relatively straightforward to
vestigate large scale smuggling by
major corporations—through tax audit,
minerals monitoring

I Haxd to detect small scale cross-
border smuggling

18



Illicit Flows
(in billions US dollars)

1,000
900
800
700
600
500
400
300
200

100

Comparison of lllicit Financial Flows Estimates from Developing Countries
in billions of U.S. dollars

Non-

Non-
Non- Normalized 5861 on

Normalized $806

Non- I Normalized, 708 l

Normalized $675

Normalized $500

Hot Money + Hot Money + NDF + Net NDF + GER CED + Net CED + GER
Net GER

Normalized $735
""""""""""""""""""""""" Non- ~~~~~~"@@ """ 7
Normalized $680

o Nep.___Normelized 5721 Normalized $627 Normalized $594 ___________
Normalized $595 I
. Normalized $581
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A Alternative methodology proposed bgdanowicz et al. (1999)

- transfersfor which the price exceeded a particular distributional margin
(e.g, 50%o0f the average price of the upper/lower quartile) are plausibly
the result of illicitbehavior;

- distinguish betweeri ] €tk set up
2y I O2 dzy i Ndeveldradé midrodatal-oprotdiétyype, quantity
and unitvalue;

mismatchesmightreflect ordinary deviations iprice (and
underlying quality differences within some commodity categories) as well
errors inthe data!
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first largescale effort of gauging money laundering
worldwide Walker, 1999

A Observescrime indicators (e.g., estimates of drug proceeds, corruption
Indicators, suspicious transaction reports, etc.) astimatesrelationships
between In a country

ACKS aKINB 2F fFdzyRSNBR Y2y Sé aSyi
the Transparency International Corruption Perceptioex.

AThe most corrupt countriesransfer 7080%of criminal money generated
abroad.

AMultiple factors: GNP/camovernment efforts against money laundering, a
levels of banking secrecy and corruption

arbitrary assumptions



Global Flows Low ($US bn) High ($US bn)
Drugs $120 $200
Counterfeit goods $80 $120
Counterfeit currency $3 $3
Human trafficking $12 $15
lllegal arms trade $6 $10
Smuggling $60 $100
Racketeering $50 $100
Crime Subtotal $331 $549
Mispricing $200 $250
Abusive transfer pricing $300 $500
Fake transactions $200 $250
Commercial Subtotal $700 $1000
Corruption $30 $50
Grand Total $1061 $1599

(Source: Baker, 2005)
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