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Abstract: The present study adds a further link to the chain of studies on corruption and 
capital flows. It is argued here that not only does corruption reduce foreign direct investment 
inflows to a country, but also different forms of corruption have separately identifiable effects 
on the variable in question. Using data from Global Competitiveness report of the World 
Economic Forum, it is manifested in a cross sectional setting that (i) corruption has a negative 
and significant impact on the foreign direct investment inflows, and (ii) corruption in the field 
of import/export permits has a positive and significant impact on FDI inflows, whereas 
corruption in the fields of annual tax payments, access to public utilities and judicial decisions 
are strong deterrents against FDI. The negative association between corruption and FDI 
Inflows withstands the use of instrumental variables technique.  
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1. Introduction 

One can state with a good deal of confidence that corruption is one of the major ills that 

poses a most serious threat to the much-desired economic growth process. A thorough 

understanding of the causes and consequences of corruption is an ever more pressing problem 

in the context of the challenges that supranational identities such as the European Union have 

to face in the forthcoming integration process of the transition countries; not to mention the 

already overdue problem of effectively addressing the huge income gap between the rich and 

poor regions of the world, which is for the most part due to the poor growth performance of 

the latter group. From a global perspective, it is extremely important to understand how 

corruption plays a role in relation to growth in order to come one step closer to the solution of 

the aforementioned problems.   

Before proceeding further, it is a good idea to define corruption for the purposes of this 

study. Corruption is commonly defined as the misuse of public power for private benefit.2 

Some may argue that this definition is too simplistic and that corruption is a much more 

complicated and multi-faceted issue than what is defined here. Although there might be some 

truth to such claims, I dare to argue that the definition used here captures the essence of the 

phenomenon, and has the advantages of narrowing down the topic to a tractable unit, hence 

making intellectual exchange possible.  It is indeed very difficult to reach a definition that 

would be wide enough in its coverage, would abstain from value judgements, and would at 

the same time serve analytical purposes. Having said this much, I will not pursue the 

discussion of the definition further here.  

My aim in this paper is to highlight the relationship between corruption and the inflows of 

foreign direct investment in detail. However, to make my motivation in this venture clear, it is 

                                                
2 This definition is due to Joseph A. Senturia, “Corruption, Political” Encyclopaedia of the Social Sciences, vol. 
IV (New York: Crowell-Collier-Macmillian, 1930-1935). However, similar definitions are common to many 
economists 
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necessary to say a few words on the relationship between corruption and growth, especially 

concerning the history of this topic. That corruption is one of the most ancient problems of 

mankind is well-known.  However, how it affects economic growth has always been subject 

to debate. Under what can be termed as “greasing versus sanding the wheels debate”, scholars 

have forwarded ideas in either direction. In the first wave of the literature, it was not 

uncommon to argue that bribes act as speed money and help avoid bureaucratic efficiencies. 

Hence, corruption was claimed to have a beneficial face that made Pareto efficiency tenable. 

This is known as the greasing the wheel argument and was supported by Leff (1964) and 

Huntington (1968) among many others. Holding the line, on the other side of the argument 

was the Nobel laureate Gunnar Myrdal. In Myrdal (1968), he argued that bribes were a source 

of inefficiency, and even the sheer possibility of collecting bribes was enough to induce the 

bureaucracy to create artificial bottlenecks. Put differently, corruption provided the wrong 

incentives. As such, it would then be expected to sand the wheels.    

Papers that have been mentioned so far mainly included verbal prose and did not offer 

much in the way of state of the art mathematical treatments of this subject. In the eighties, 

corruption started taking its due share from a more formal treatment. One relevant example is 

Lui (1985), where in the context of a queuing model; it was shown that corruption induced 

efficient outcomes in that the ones with the highest willingness to pay bribes were exactly the 

ones who had the highest opportunity costs of waiting.3     

The down side of all of this was that there was practically no means of testing these 

theories empirically mainly due to the lack of reliable data on corruption. Not only that, but 

corruption was also seen as a classical example of a phenomenon that is observable, but not 

measurable, Dogan and Kazancigil (1994). This picture changed drastically with the seminal 

work of Mauro (1995). Swimming against the tide, Mauro took a courageous step by using a 

cross-sectional data set covering 70 countries for the period of 1980 to 1983 from the 
                                                
3 Beck and Maher (1986), Lien (1986) also presented models in the same vein. On the other side of the 
argument, Shleifer and Vishny (1993) were pressing for the idea that corruption is harmful for growth.  
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Business International, and provided us with the first empirical treatment of the relationship 

between corruption and growth. Concluding that corruption is a deterrent to growth, mainly 

through its adverse impact on growth, Mauro turned the efficient grease hypothesis on its 

back. Since then, empirical studies with corruption as their subject have been flourishing.     

It is true that corruption is one of the areas where it is unlikely to find objective data that is 

comparable across countries or across time. Therefore, the majority of the current empirical 

research on corruption is based on secondary sources, namely survey data on the perceptions 

of corruption, or expert opinions. Although this may be seen as a shortcoming at first glance, 

a case can be made for its advantages as well. More often than not, it is the perceptions of 

corruption that matters for all practical purposes rather than the actual levels of corruption per 

se.4   

To hint back at the motivation for the paper, it is fair to say that after Mauro’s contribution 

and a wealth of studies that followed, whether corruption is harmful or beneficial for growth 

is no longer the question. It is clear and widely accepted by now that corruption has an 

adverse impact on economic growth. The current research question, on the other hand, 

consists of discovering through which channel this impact materialises. It is crucial to address 

this issue adequately, since the topic obviously has serious policy implications.   

Existing empirical studies on corruption tend to rely on general indices of corruption, such 

as the Transparency International’s Corruption Perceptions Index, which are broad indicators 

of perceptions of corruption, yet do not present a detailed account of the forms that corruption 

can manifest itself. As observed by Habib and Zurawicki (2001):   

Most studies rely on the existing measures of corruption, which are based on 
perceptions and do not necessarily produce consistent results due to differences in 
scales. Also, these measures are somewhat broad and fail to capture the different forms 
of corruption — a very complex phenomenon. It is possible that its different 
manifestations have varying impact on investment and growth. For that reason, we 
would suggest that detailing and measuring impact of its specific forms and aspects 
will help to ‘push the envelope’. 

                                                
4 For a case study from India making exactly the same point, see Bardhan (1997). For a discussion of objective 
versus subjective data on corruption, see Lambsdorff (2001).  
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This is exactly what the present study aims to do. This will be accomplished in a couple of 

steps. First, using the GCR data, the impact of corruption on foreign direct investment inflows 

will be investigated. The next step consists of decomposing the corruption variable into its 

subcomponents. This will enable the researcher to test hypotheses as to which form of 

corruption has a more serious impact on FDI inflows. The ultimate agenda of carrying out 

such a project is also to be able to form some policy proposals for reform.  For instance, one 

immediate benefit will be to distinguish to which fields reform should direct itself when a 

country aims to fight against corruption.  

As mentioned above, my first aim is to take a general look at this aforementioned 

relationship with using broad indicators of corruption. As expected, the regressions testify to a 

strong negative impact of corruption on FDI Inflows. Having done this, I will then decompose 

the corruption variable and to test whether or not different perceptions of corruption have 

statistically different impact on the FDI Inflows. The answer to this question is also 

affirmative. The regression analysis suggests that the main fields, through which the impact of 

corruption on FDI flows materialises, turn out to be granting of import/export permits, access 

to public utilities, annual tax payments and judicial decisions. Among these the first tends to 

have a positive impact on the dependent variable, whereas the remaining three seem to affect 

it negatively. What these results imply will be discussed in the subsequent sections.  

As for the organization of the paper, section 2 reviews the literature, section 3 introduces 

the data, section 4 presents the results, and section 5 concludes.  

 

2. Literature Review  

To situate the present study in the economic literature, one needs to consider two strands 

of literature. Considering capital flows as a general category, which also includes foreign 

direct investment among others; it can be argued that corruption affects the composition of 
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capital flows in such a way that in turn to the probability of financial crises increases. The 

mechanism functions as follows: Corruption has a negative impact on FDI. In other words, it 

distorts the composition of capital flows by reducing the share of foreign direct investment in 

favour of short-term capital flows, such as bank loans. The second link is that between this 

specific composition of capital flows-poor in FDI- and the increased likelihood of currency 

crises. Figure 1 summarises this argument.  

 
 
 
 
 
  
 
 
 
 
 
 
 

 

 

This latter link has been relatively well-researched, and it stands as a clear assertion that 

the lower the share of FDI within the total capital flows, the higher the likelihood of crises. 

(Frankel and Rose, 1996; Radelet and Sachs, 1998; Rodrik and Velasco, 1999). The present 

paper will focus on the former link.  

Examining the relationship between FDI and the risk factor of the host country, Wheeler 

and Mody (1992) fail to find a significant relation. The justification of citing this study here is 

that the authors used a country risk variable that included corruption among others; moreover, 

this overall variable was highly correlated with corruption.  Hines (1995) is a study based on 

US outward investment data, which leads to the conclusion that FDI is negatively related to 

the level of corruption. Hines, however, suggests that this is due to the U.S. Foreign Corrupt 

Practices Act of 1977. 

Figure 1: A Basic Sketch of the Link between Corruption, Capital Flows and Financial Crises 

Corruption 

A particular composition of capital 
flows (relatively light on FDI) 

Increased likelihood of 
currency/financial crises 
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Wei (2000) investigates whether or not FDI flows from US and other source countries are 

statistically different by using data on bilateral flows between 14 source countries and 45 host 

countries for the years 1990 and 1991. He concludes that corruption has a negative and 

significant impact on the levels of FDI, and that this impact does not vary according to the 

source country.  

Smarynzka and Wei (2000) argue that host country corruption induces foreign investors to 

favour joint ventures over wholly owned firms. Lambsdorff and Cornelius (2000) maintain a 

negative impact of corruption on FDI for a sample of African countries. Wei and Wu (2001) 

is another study investigating the relationship between corruption and capital flows. The main 

conclusion of this paper is that corruption impacts on the composition of capital inflows in a 

way that reduces FDI, and increases the countries’ reliance on bank loans. This, in turn, 

makes the country in question more vulnerable towards financial/currency crises. One of the 

novelties of this study is that it also controls for government policies, i.e. incentives and 

restrictions towards FDI.  

Habib and Zurawicki (2001) examine the impact of corruption on both foreign direct 

investments and local investments. Accordingly, corruption has a stronger negative impact on 

FDI than on local investments. Lambsdorff (2002) asks the question of how corruption 

influences on the persistent capital flows. This study breaks down investment into two broad 

categories of domestic savings and net capital inflows. A significant negative impact of 

corruption on the latter variable is proven. Yet, no distinction is made between different forms 

of capital inflows. In order to identify potential channels of influence, this study also controls 

for certain institutional variables such as the bureaucratic quality, civil liberty, government 

stability, and the law and order tradition of a country. A somewhat surprising result emerges 

in that the author finds all but the last variable to matter for attracting capital inflows.  

On the flip side of the coin are a series of studies which remain inconclusive on the above 

mentioned link. Using cross-sectional data, Alesina and Weder (1999) fail to produce a 
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significant parameter estimate for the corruption variable on FDI in spite of trying a series of 

model specifications. Working on data for Sub-Saharan Africa, Okeahalam and Bah (1998) 

also produces inconclusive results.  To wrap up, it is fair to say that the literature has 

produced mixed results regarding the impact of corruption on FDI. 

 

3. Description of the Data  

The dependent variable for this study is the net FDI inflows as a percentage of GDP for 

the period 1995 to 2000. GDP per capita is measured in current international dollars, i.e. it is 

adjusted according to the purchasing power parity. Trade is defined as the share of imports 

and exports in GDP. CPI is the consumer price index, taking 1995 as the benchmark year, i.e. 

1995=100. All of these as well as the data on population are taken from the World 

Development Indicators 2002, and are averaged for the period 1995-2000. All except trade 

and CPI appear in regressions in natural logarithm.  

Index of Law and Order comes from the International Country Risk Guide (ICRG) from 

Political Risk Services, and relates to the year 1998. This variable is measured on a scale from 

0 to 6, the latter being the best outcome. Data on Ethno-linguistic fractionalisation and the 

Share of Protestants in a country, used as instruments for corruption in Two-Stage Least 

Squares (2SLS) regressions, are taken from La Porta et al. (1999).  

As for the variable of interest, corruption, the data source is the Global Competitiveness 

Report’s Executive Opinion Survey 2003. The variable that is used in Table 1 is an average of 

the responses to the questions on corruption in the above mentioned survey.  

The detailed data on subcomponents of corruption also comes from the GCR 2003. These 

variables are constructed from survey questions asking the respondents to grade on a scale 

from 1 (common) to 7 (never occur), how commonly firms in their industry make 

undocumented extra payments or bribes connected to import and export permits (C 

Import/Export Permits), connection to public utilities such as telephone and electricity (C 
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Access to Public Utilities), annual tax payments (C Tax Payments), loan applications (C Loan 

Applications), awarding of public investment contracts (C Investment Contracts), influencing 

of laws and policies, regulations or decrees to favour selected business interests (C 

Legislative),  and finally getting favourable judicial decisions (C Judicial).  

 

4. Results 

4.1 Corruption and FDI Inflows: 

The first step in this paper is to work on the link between corruption and foreign direct 

investment inflows in order to take a position on the current debate. Figure 2 plots the 

corruption variable from the Global Competitiveness Report 2003 against the natural 

logarithm of the FDI Inflows with a fitted regression line. Since the higher values for the 

corruption variable indicate better outcomes, a positive slope is expected and materialises.  
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Figure 2: Corruption and FDI Inflows with a fitted regression line 

 
Figure 2 is instrumental in providing visual evidence to the assertion that there is a 

positive association between corruption and FDI Inflows. Certainly, this type of an 

association does not imply causation in and of itself. In order to talk about causality, I now 

turn to the regression results.   
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Table 1 reports the results of the regressions to establish the link in question. The first 

column reports the standard OLS regressions and the second reports the results from 2SLS 

regressions. The error terms were computed robust to heteroskedasticity. Similarly, all 

regressions were run with an intercept term, which is not reported. Habib and Zurawicki 

(2001) was taken as a starting point in specification of the regression model:  

iiiiii XcorruptionFDI εβββ +++= 210ln , 

where i is the country subscripts. Xs are all the control variables other than corruption, and � 

is a random error term.   

GDP per capita aims to capture the purchasing power of the market, whereas population 

controls for the size of the country. Trade stands for the openness of a country to international 

trade, whereas the Consumer Price Index controls for the price level in the internal market. 

The Law and Order variable has been added to the regression to control for the presence of a 

sound institutional framework on the basis of the rule of law. Geographical dummies were 

also included to control for the specific characteristics of the countries in Africa and the 

Middle East (Africa_ME), Latin America (LAC), and Asia (Asia). The left out category is 

that of industrialised countries. Finally, a dummy variable controlling for the colonial heritage 

completes the specification of the model. The inclusion of these variables is not only justified 

by the Wald tests for joint significance (not reported here), but also by the fact that improve 

the goodness-of fit of the model.  

The OLS regression results are reported in Column 1 of Table 1. As expected from the 

visual inspection of Figure 2, corruption has a strong negative impact on FDI Inflows, as 

manifested by a positive estimate that is significant at 1% level. The parameter estimates for 

the corruption variable from column 1 is roughly 0.44. This implies that a one-unit increase in 

the corruption variable –meaning an improvement in integrity- leads to a 44% increase in net 

FDI Inflows (as a percentage of the GDP) to a country. For instance, if Bangladesh, one of the 

lowest scorers in the corruption index, were to increase its level of integrity to that of Sweden, 
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other things being equal, it would reap the benefits in the form of a 176% increase in net FDI 

Inflows.   

Among the remaining variables, GDP per capita has a significant negative impact on FDI 

Inflows. This most likely captures the common proposition from the growth theory that 

capital should flow from rich to poor countries as the marginal product of capital is higher in 

the latter group. The inflation level and the openness of a country, as captured by the 

estimates for CPI and Trade, enter the regressions with positive coefficients, both significant 

at 1% level. From the Law and Order Index to FDI Inflows, there is a positive impact, albeit 

less significant only at 10% level.  

Table 1: Corruption and FDI (Regressions with Robust Standard Errors in Parentheses) 
 (1) OLS (2) 2SLS 
 Dependent Variable: FDI Inflows 
Corruption .4355787* 1.200215** 
 (.1627043) (.4851552) 
GDP per capita -.6782678* -1.165039* 
 (.2507801) (.4272733) 
Index of Law and Order .2985279*** .1797701 
 (.1773091) (.1865181) 
Population .1215416 .2054936*** 
 (.0874292) (.1225043) 
Trade  .0131304* .0118382* 
 (.0031496) (.0038783) 
CPI .0000226* .0000318* 
 (5.72e-06) (7.64e-06) 
Colony -.1720137 -.0018593 
 (.2808849) (.3241856) 
Africa & Middle East -1.030476*** -1.173826*** 
 (.601451) (.6719453) 
Asia -1.054302** -1.013541** 
 (.4573233) (.5363286) 
LAC .8642434* 1.219643* 
 (.3240996) (.4543844) 
R2 0.54 0.38 
Number of Observations 83 80 
Degrees of Freedom 72 69 
Notes: *, **, *** stand for 1%, 5% and 10% levels of significance respectively. Dependent variable is the 
natural logarithm of FDI Inflows as a percent of GDP. Heteroskedasticity-consistent standard errors are reported 
in parentheses. All regressions were run with a constant term, not reported here. In 2SLS regressions, ELF and 
share of Protestants are used as instruments for corruption.    
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All of the geographical dummies are significant. While the Africa and Middle East 

dummy and the Asia dummy both impact negatively on the FDI Inflows, the strongest effect 

at this stage comes from the Latin American dummy. The mentioned effect is positive and 

significant at 1% level. Perhaps the most surprising result here is the negative sign of the Asia 

dummy. Conventional wisdom suggests that Asia should be a prime magnet of FDI. 

Alternative specifications were also tried for this dummy, such as replacing it with a 

Southeast Asia dummy, but the negative and significant impact always persisted. Given this 

persistence, it makes sense to view the Asian crisis that broke in late 1997 as a culprit for the 

negative sign of the dummy.  

Certainly, the direction of causality is an issue to be taken care of here. A potential 

problem would be of relevance if the causality runs from FDI Inflows to Corruption. In this 

case, the argument that corruption has a negative impact on FDI would fall apart. The 

standard method for taking care of this endogeneity problem is to resort to the instrumental 

variables approach. This requires finding instruments that are correlated with corruption, not 

correlated to the error term of the regression and that do not have a direct impact on the level 

of FDI Inflows apart from the indirect impact through corruption.   

Since Mauro (1995), it has become standard to use the ethno-linguistic fractionalisation 

(ELF) index to instrument for corruption. This index measures fractionalisation in a country 

on ethnic and linguistic bases. Fractionalisation creates opportunities for corruption as those 

in power are more likely to treat their supporters preferentially, and turn a blind eye on 

corruption at lower levels for the same reason. The main idea is that the more fractionalised a 

country, the more likely corruption becomes.  

Treisman (2000) and Paldam (2001) propose the share of Protestants in a country as an 

instrument for corruption. Being a relatively less hierarchical religion, Protestantism does not 

lead to social embeddedness where networks pursue their own interests at the cost of the rest 

of the society as is typical of hierarchical religions. Both of these instruments have, hence, a 
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significant impact on corruption, but are not correlated with the error term, which qualifies 

them as good instruments. Similarly, there is no reason to expect these to have a direct impact 

on FDI Inflows.  

By the use of the above mentioned two variables as instruments for corruption, 2SLS 

regressions were run. The results are reported in the second column of the Table 1. In this 

specification, corruption exerts an even stronger impact, significant at 5% level. All of the 

variables that were significant in the OLS regressions keep their signs and significance levels. 

Population also becomes significant, but only at 10% level this time.  

Hence, it is fair to restate here the argument that corruption has a strong negative impact 

on capital inflows and that this impact becomes even stronger with the use of instrumental 

variables technique in order to secure that the results are not infected with the reverse 

causality problem.     

4.2 Decomposing Corruption:   

In this paper, I have argued so far that corruption impacts negatively on FDI Inflows. This 

is already a valuable statement, yet with this much being said, another question becomes 

relevant. How does corruption deter FDI Inflows? What type of corruption is in question? Are 

we talking about corruption as a general term, or are there certain subcomponents of 

corruption which are more detrimental than others? Answering this question, I hope, will 

invite a whole new set of policy implications for the countries that indulge in a fight against 

corruption. Fighting corruption is a colossal undertaking. Where should one start? At least, 

the results of this paper will identify certain areas that should be given priority for reform.  

My main aim here is to establish to what extent corruption in different fields of economic 

activity has separate impacts on FDI Inflows. Decomposing corruption to its subcomponents 

is possible thanks to the World Economic Forum’s Global Competitiveness Report. Published 

annually since 1979, this report is a comprehensive data source on issues such as 

competitiveness, economic growth, business environment etc. A valuable component of this 
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report, the Executive Opinion Survey, offers subjective data on variables, such as corruption, 

that are not covered by official country statistics. The 2003-2004 edition of this survey, from 

where the corruption data comes, had 7,741 responses from international business executives.    

 
Table 2: Decomposing Corruption 

 (1) (2) (3) (4) 
 Dependent Variable: FDI Inflows 
C (Import/Export Permits) -.804162** -.7537357** -.6110935*** -.7368822** 
 (.3750589) (.3564203) (.3468247) (.3393589) 
C (Access to Public Utilities) .6504113** .7113737* .6035619** .5943819* 
 (.2540701) (.2266121) (.2070741) (.2080591) 
C (Tax Payments) .3988945*** .4421313** .4644892*** .440156*** 
 (.2378202) (.2457831) (.2448137) (.2456288) 
C (Investment Contracts) .2926124 .3458129   
 (.2729803) (.2807604)   
C (Loan Applications) .2097496    
 (.3406017)    
C (Legislative) -.6114003 -.6405752 -.3261078  
 (.4666807) (.4866885) (.3793531)  
C (Judicial) .448573*** .4592446 .422446 .2796149 
 (.2664094) (.2799635) (.2695107) .1922238 
GDP per capita -.9056116* -.9135207* -.8813495* -.8546715* 
 (.2421883) (.2517364) (.2481956) (.2414299) 
Index of Law and Order .2551037*** .2444843 .2529736 .245739 
 (.1517739) (.152948) (.1534231) (.1600938) 
Population .1021597 .1046013 .1050313 .106985 
 (.083254) (.0800421) (.0784957) (.0772923) 
Trade  .011738* .0117383* .0113108* .0108918* 
 (.002826) (.0027874) (.0025834) (.0026698) 
CPI .0000177* .0000182* .0000215* .0000239* 
 (5.20e-06) (5.09e-06) (4.52e-06) (4.66e-06) 
Colony -.0721173 -.0291763 -.0743228 -.0945769 
 (.2973782) (.2699018) (.2708554) (.2835524) 
Africa & Middle East -.71225 -.7862163 -.8921804*** -.9627202** 
 (.452346) (.4826972) (.5166001) (.5326971) 
Asia -1.117787** -1.171572** -1.136477** -1.144224** 
 (.5075587) (.4961305) (.4966463) (.4570284) 
LAC .6393091*** .6595189*** .7393278** .7921972** 
 (.3633883) (.3581469) (.3395287) (.3366955) 
R2 0.62 0.62 0.61 0.61 
Number of Observations 83 83 83 83 
Degrees of Freedom 66 67 68 69 
Notes: *, **, *** stand for 1%, 5% and 10% levels of significance, respectively. Dependent variable is the 
natural logarithm of FDI Inflows as a percent of GDP. Heteroskedasticity-consistent standard errors are reported 
in parentheses. All regressions were run with a constant term, not reported here.  
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Accordingly, reading from the column 1, the strongest impact comes from corruption in 

access to public utilities. Note again that a positive sign indicates a negative impact on FDI 

Inflows. Similarly, corruption in tax payments and corruption in judicial decisions tend to 

crowd out foreign investors as well.  

Corruption in getting import and export permits seems to play a positive role, which is 

also significant at 5% level. This has probably to do with the incentives for foreign direct 

investment. An investor can choose between exporting to a country, or setting up plants there 

and to produce for the internal market. Yet, if the imports and exports sector of the host 

economy is infected with corruption, then it might make more sense to invest there directly 

and to by-pass these obstacles. The results from the column 1 of Table 2 suggests that a one-

point improvement in the respective corruption category leads to an increase of roughly 65%, 

40% and 45% in net FDI Inflows in the cases of corruption in access to public utilities, 

corruption in tax payments and judicial corruption respectively. On the other hand, the same 

improvement crowds out net FDI Inflows by roughly 80%. The remaining rows present 

estimates that are mainly in line with the results from the previous table, discussed earlier.  

An alternative way to proceed with the regression strategy is to start from column 1, the 

specification where all the corruption variables all enter the regressions, and start dropping the 

least significant variables one by one. This strategy is pursued in columns 2, 3, and 4. First 

corruption in loan applications is dropped from the regressions in the second column, and then 

corruption in investment contracts and corruption in legislative field are dropped in columns 3 

and 4 respectively.   

The results are not changed qualitatively as a result of this alternative strategy. Corruption 

in access to public utilities, which was the most significant variable in the first column where 

all variables entered simultaneously, is still the most significant variable in the fourth column. 

If anything, it is more significant now at 1% level.  
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On the other hand, the parameter estimates for the judicial corruption seem to lose power 

with this alternative strategy. While with the second specification, where only one variable is 

dropped, judicial corruption barely misses significance at 10%, when it comes to the 

specification in column four, this variable is only significant at 15%.  

 

5. Conclusion 

The literature on corruption and FDI relationship has come up with mixed results so far. 

Where some papers concluded that corruption reduces FDI inflows, others argued for the lack 

of a significant relationship between these two. In retrospect, this paper has established the 

presence of a negative relationship between the perceptions of corruption and the level of FDI 

inflows in a country, using a new data set. Hence, it provides further evidence for the view 

that corruption has a significant negative impact on FDI inflows.  

Similarly, an attempt was made to break down the overall corruption variable into its 

subcomponents to test whether these subcomponents have statistically separate impacts on 

FDI inflows. To the best of the present author’s knowledge, data from GCR’s Executive 

Opinion Survey has been used for the first time at this level of detail. Even if one approaches 

the parameter estimates, reported in Table 2, and their respective impact on net FDI Inflows 

conservatively, the important conclusion of this paper is to emphasise that corruption is a 

multi-faceted phenomenon, and that its subcomponents have separate types of impacts on 

FDI, following opposite directions.    

Admittedly much more research is required in this field. Yet, the initial results from this 

paper are suggestive of the areas that reformers need to address primarily if their aim is to 

make progress in attracting more foreign direct investment to their countries… 
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APPENDIX: The List of Countries included in the data set (in alphabetical order): 
 
Algeria, Angola, Argentina, Australia, Austria, Bangladesh, Belgium, Bolivia, Botswana, 
Brazil, Bulgaria, Cameroon, Canada, Chad, Chile, China, Colombia, Costa Rica, Croatia, 
Czech Republic, Denmark, Dominican Republic, Ecuador, Egypt, El Salvador, Estonia, 
Ethiopia, Finland, France, Gambia, Germany, Ghana, Greece, Guatemala, Haiti, Honduras, 
Hong Kong, Hungary, Iceland, India, Indonesia, Ireland, Israel, Italy, Jamaica, Japan, Jordan, 
Kenya, Latvia, Lithuania, Luxembourg, Macedonia, Madagascar, Malawi, Malaysia, Mali, 
Malta, Mauritius, Mexico, Morocco, Mozambique, Namibia, the Netherlands, New Zealand, 
Nicaragua, Nigeria, Norway, Pakistan, Panama, Paraguay, Peru, Philippines, Poland, 
Portugal, Romania, Russian Federation, Senegal, Serbia, Singapore, Slovak Republic, 
Slovenia, South Africa, South Korea, Spain, Sri Lanka, Sweden, Switzerland, Taiwan, 
Tanzania, Thailand, Trinidad and Tobago, Tunisia, Turkey, Uganda, Ukraine, United 
Kingdom, United States, Uruguay, Venezuela, Vietnam, Zambia, and Zimbabwe. 


