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1. Introduction 

Mauro (2004) stresses that “there is increasing recognition that corruption has substantial, 

adverse effects on economic growth. But if the costs of corruption are so high, why don’t 

countries strive to improve their institutions and root out corruption? Why do many countries 

appear to be stuck in vicious circles of widespread corruption and low economic growth, often 

accompanied by ever-changing governments through revolutions and coups? A possible 

explanation is that when corruption is widespread, individuals do not have incentives to fight it 

even if everybody would be better off without it.” The author develops two models involving 

strategic complementarities and multiple equilibria attempt to illustrate this formally. 

This review presented above shows that there is no consensus on the direction of the 

effect of corruption on investment. After all, corruption contributes to increase or decrease 

investment in the nations. Mauro (1995) analyzes the determinants factors in the domestic 

investment for a cross section of countries.  The empirical results show that corruption is found to 

lower investment, thereby lowering economic growth. 

Habib and Zurawicki (2002) examine the impact of corruption on foreign direct 

investment (FDI).  First, the authors analyze the level of corruption in the host countries. Second, 

they examine the absolute difference in the corruption level between the host and the home 

country. The analysis provides support for negative impacts of both and the results suggest that 

foreign investment generally avoid corruption because it is considering wrong and it can create 

operational inefficiencies.       
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This paper investigates whether corruption affects the direct foreign investment 

considering estimates of panel data for 57 countries from 1999 to 2010. We expect a negative 

association between corruption and foreign direct investment (FDI), even after controlling for a 

variety of other determinants such as real interest rate, risk premium and domestic 

investment/GDP ratio. 

We assume that the higher the level of corruption in a given country, the greater the 

perception among foreign investors that the country risk will increase. As a consequence, 

increase the risk premium of the said country and also of the real interest rate, which will result in 

lower levels of foreign investment. In addition, investors seek countries with capital scarcity or 

who have low levels of the domestic investment / GDP ratio in order to obtain higher rates of 

return on their investments. Accordingly, we expect a negative relationship between the ratio 

domestic investment / GDP and foreign investment flows. 

Business environments pervading corruption and impunity generate uncertainties and 

insecurities that result in increases business costs - due, for example, the release of bribery to 

obtain timely environmental permits, records and documentation notary. Finally, the uncertainty 

in the economy due to a corrupt environment is not favorable to business, since increase the 

difficult to obtain estimates of basic questions to base decisions about investments in a particular 

country, as a simple projection or a calculation of the internal rate of return. An environment of 

legal uncertainty and weak institutions also creates uncertainty about the compliance of contracts 

and certainly weighs negatively on the decision to invest in the country. 

    Our article proceeds as follows.  We cover the brief review of the literature in Section 2 and a 

methodological aspects in Section . The empirical results are presented in Section 4.  In Section 5 

we present the main conclusions.   

 

2. Literature review  

Mauro (2004) argues that seems to have emerged a consensus that corruption and other 

aspects of poor governance and weak institutions have substantial, adverse effects on economic 

growth. The author stresses that many countries seem to be unable to improve their institutions 

and curb corruption. Economists and policymakers have long recognized that institutions matter 

in determining economic performance.  
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The literature on rent seeking has analyzed the relationship between trade distortions, rent 

seeking behavior, and economic inefficiencies (Krueger, 1974). North (1990) has argued that 

weak property rights may worsen a country’s economic performance. The author states that 

society is formed by institutions, defined by him as the rules that define actions. These rules are 

composed of laws and moral values of society and they can create incentives in terms of human 

interactions, political, social or economic resulting in transactions occurring in various areas, 

having a certain cost. When these costs are high, the quality of the transactions is compromised 

(Norton, 1990). In this context, we infer that corruption can raise transaction costs for economic 

agents, for example, due to payment of bribes. 

Shleifer and Vishny (1993) show that for invest in a Russian company (post-communist) 

the foreigner must bribe all departments involved in foreign investment. The authors refer to the 

office of foreign investment, the ministries of industry and finance, the executive of the local 

government, the congress, the central bank, among other government agencies. They stress that 

the result is that foreigners do not invest in Russia. These bureaucracies, which can paralyze the 

project at any time, impede investment and growth worldwide, but especially in countries where 

the government is weak. 

Murphy, Shleifer, and Vishny (1991) have suggested that countries where talented people 

are allocated to rent-seeking activities will tend to grow more slowly. Shleifer and Vishny (1993) 

present two propositions about corruption. First, the structures of government institutions and of 

the political process are very important determinants of the level of corruption. In particular, 

weak governments that do not control their agencies experience very high corruption levels. 

Second, the illegality of corruption and the need for secrecy make it much more distortionary and 

costly than its sister activity, taxation. These results may explain why, in some less developed 

countries, corruption is so high and so costly to development.  

Hall and Jones (1996) aim investigate why output per work varies enormously across 

countries. According their results, a high-productivity country has institutions that favor 

production over diversion. It probably takes the form of government institutions, especially law 

enforcement, but it also likely includes systems of moral and ethics supported by other non-

government institutions.  The authors stress that talented people never pursue careers of rent 

seeking or corruption; they produce goods.  
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During the last two decades there has been considerable research on the macroeconomic 

consequences of corruption. Part of the literature has studied the effects of corruption on 

inflation, economic growth and others macroeconomics indicators. Other part has concluded that 

the economic costs of corruption and the weak governance are relevant. The availability of 

indices of corruption, specially the corruption perception index, has stimulated a flurry of 

empirical studies (for example, Kaufmann, Kraay, and Zoido-Lobatón, 1999; Knack and Keefer, 

1995; and Mauro, 1995; Bardhan, 1997; Tanzi, 1998 and Al-Marhubi, 2000). 

Sanyal and Samanta (2008) examined US foreign direct investment  outflows with respect 

to the level of corruption, in the form of bribery, in 42 recipient countries over a five-year period. 

Analysis indicates that US firms are less likely to invest in countries where bribery, as measured 

by the Corruption Perceptions Index (CPI), is widespread. 

3. Methodological aspects 

We use a balanced panel data for 28 countries1 with annual data from 1999 to 2010 and 

an unbalanced panel data for 57 countries2 for the same period. The variables and the notation 

used in this article (in parentheses) are as follow. The variables foreign direct investment (FDI), 

risk premium (risk) and investment/GDP (Investment/GDP) were obtained in the site of World 

Development Indicators. The variable corruption perception index (corruption)3

In the section 4 we estimate a dynamic balanced panel data (Arellano-Bond/Blundell-

Bond: GMM - robust standard errors) for 28 countries in table 1. The table 1 presents four 

specifications of econometric models. The model 1 presents the variable dependent (FDI) as 

function of its lagged value in the period t-1 and t-2 and also of the interest variable, i.e., the 

corruption. We add control variables to the other models. The model 2 adds to model 1 the real 

interest rate variable. The model 3 adds to model 2 the risk premium variable and the model 4 

adds to model 3 the investment/GDP ratio. We follow the same procedure for the table 2 

 was obtained in 

the site Transparency International.  

1 The counties of the balanced panel are Azerbaijan, Bolivia, Brazil, Bulgaria, Canada, Czech Republic, Egypt, Hong 
Kong, Hungary, Israel, Japan, Kenya, Latvia, Lithuania, Malawi, Malaysia, Mexico, Moldova, Namibia, New 
Zealand, Nigeria, Philippines, Singapore, South Africa, Tanzania, Uganda, Vietnam and Zambia. 
2 The countries of the unbalanced panel include all the countries of the balanced panel and more Albania, Algeria, 
Armenia, Bahamas, Bahrain, Barbados, Belize, Cape Verde, Dominica, Fiji, Gambia, Grenada, Guyana, Jamaica, 
Kyrgyzstan, Laos, Lebanon, Lesotho, Mauritania, Papua New Guinea, Saint Lucia, Saint Vincent and the 
Grenadines, Seychelles, Sierra Leone, Solomon Islands, Sri Lanka, Swaziland, Trinidad and Tobago and Yemen.      
3 The range of the score of corruption perception index (CPI) is 0 to 1. When the score approaches 1, the country 
presented very low corruption perception index.  By convenience, we transform this CPI where (1 – CPI)*10 = 
corruption. In this sense, when the score approaches 10, the country presented very high corruption perception index.  
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considering a dynamic unbalanced panel data (Arellano-Bond/Blundell-Bond: GMM - robust 

standard errors) for 57 countries. 

The estimates of model parameters are obtained by the method known as GMM-system, 

developed by Arellano and Bover (1995) and Blundell and Bond (1998). This method is more 

appropriate to correct the problems typical statistical models of dynamic panel, especially when 

the instruments are considered weak due to the relatively high level of persistence of the 

dependent variable. In these regression models, the GMM estimator is also advantageous because 

it does not need additional valid instruments, because they employ lags of its own variables 

besides being consistent even in the presence of endogenous explanatory variables are not strictly 

exogenous and which are possibly correlated with present and past accomplishments of the error 

term. 

4. Empirical results 

The empirical results for the balanced panel data are presented in Table 1. The estimated 

coefficients of the constant term in all models are statistically significant at the 5% level. The 

estimated coefficients of the 1−tFDI  and 2−tFDI  are statistically significant at 1% level in all 

models. They show inertial effects with coefficient positive and negative respectively. Noticing 

that the positive coefficients are greater that the negatives. 

All coefficients statistically significant have the expected signs.  The signs of the 

estimated coefficients of the corruption perception are negative and they are statistically 

significant at 5% level in all models. The signs of the estimated coefficients of the real interest 

rate are negative and they are marginally significant at 10% level in the models 2, 3 and 4. 

The signs of the estimated coefficients of the risk premium are negative and they are 

statistically significant at 5% level according to results of models 3 and 4. The estimated 

coefficient of the control variable Investment/GDP is not statistically significant according to 

model 4. 
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Table 1 – System dynamic panel-data estimation - Arellano-Bond/Blundell-Bond: GMM - robust 
standard errors (Balanced model) 
Dependent variable:  Direct Foreign Investment (DFI) 
Variables Model  1 Model  2 Model  3 Model  4 
Constant 2.85e+10 ** 

[1.18e+10] 
3.80e+10 * 
[1.33e+10] 

4.13e+10 * 
[1.41e+10] 

3.86e+10 * 
[1.37e+10] 

(DFI) t-1 0.6995464 * 
[0.0492009] 

0.6779617 * 
[0.0499075] 

0.6705324 * 
[0.0472752] 

0.6656354 * 
[0.0465997] 

(DFI) t-2 -0.3753226 * 
[0.1340012] 

-0.3885314 * 
[0.1438665] 

-0.3910232 * 
[0.1461697] 

-0.3879684 * 
[0.1442802] 

(Corruption) t -4.11e+09 ** 
[1.95e+09] 

-5.25e+09 ** 
[2.19e+09] 

-5.17e+09 ** 
[2.19e+09] 

-5.25e+09 ** 
[2.23e+09] 

(Real interest rate) t  -4.07e+08 *** 
[2.15e+08] 

-3.11e+08 *** 
[1.79e+08] 

-2.87e+08 *** 
[1.74e+08] 

(Risk premium) t   -6.68e+08 ** 
[3.16e+08] 

-6.71e+08 ** 
[3.13e+08] 

(Investment/GDP) t    131982.8 
[141816.6] 

 Other statistics  
Serial correlation     
1st order (p-value) 0.0139 0.0073 0.0072 0.0087 
2nd order (p-value) 0.0981 0.1288 0.1362 0.1344 
Sargan test (p-value)  0.9999 0.9999 0.9999 0.9999 
Number of obs. 280 280 280 280 
Number instruments 130 67 68 69 
Source: elaborated by authors. Note 1: [.] = Robust standard error. Note 2:  Arellano –Bond test zero autocorrelation 
in first-differenced errors, Ho: no autocorrelation. Note 3: Sargan test of overidentifying restrictions, Ho:  
overidentifying restrictions are valid. Note 4: * = Sig. at 1% level; ** = Sig. at 5% level; *** = Sig. at 10% level.  

It is observed that the null hypothesis of no autocorrelation of the second-order was not 

rejected with a p-value > 0.09 in all models according to table 1. We use the test for validity of 

the instruments, known as Sargan test, and obtained a p-value of 0.9999 for all the models. 

Therefore, do not reject the null hypothesis validation of instruments.  

The empirical results presented in table 2 are similar to results of table 1. However, the 

empirical results for unbalanced panel-data show the estimated coefficient of the real interest rate 

statistically significant at 5% level. In the table 1 the same coefficient is marginally significant at 

10% level.  
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Table 2 – System dynamic panel-data estimation - Arellano-Bond/Blundell-Bond: GMM - robust 
standard errors (Unbalanced model) 
Dependent variable:  Direct Foreign Investment (DFI) 
Variables Model  1 Model  2 Model  3 Model  4 
Constant 3.27e+10** 

[1.32e+10] 
3.46e+10* 
[1.27e+10] 

3.73e+10* 
[1.33e+10] 

3.47e+10* 
[1.27e+10] 

(DFI) t-1 0.6959402* 
[.0552924] 

0.6913596* 
[0.0533641] 

0.6845014* 
[0.0508867] 

0.6769978* 
[.0497628] 

(DFI) t-2 -0.3761183* 
[0.1435403] 

-0.3793256* 
[0.1431425] 

-0.381445* 
[0.1450982] 

-0.3795423* 
[0 .1434445] 

(Corruption) t -4.90e+09** 
[2.11e+09] 

-4.96e+09** 
[2.02e+09] 

-4.90e+09** 
[1.97e+09] 

-5.01e+09** 
[2.00e+09] 

Year     
(Real interest rate) t  -1.99e+08** 

[9.39e+07] 
-1.46e+08** 
[7.19e+07] 

-1.42e+08** 
[7.21e+07] 

(Risk premium) t   -5.11e+08** 
[2.61e+08] 

-5.09e+08** 
[2.58e+08] 

(Investment/GDP) t    146899 
[108250.1] 

 Other statistics  
Serial correlation     
1st order (p-value) 0.0138 0.0096 0.0095 0.0098 
2nd order (p-value) 0.1004 0.1092 0.1106 0.1128 
Sargan test (p-value)  0.8302 0.8445 0.8389 0.2563 
Number of obs. 475 447 447 435 
Number instruments 66 55 68 69 
Source: elaborated by authors. Note 1: [.] = Robust standard error. Note 2:  Arellano –Bond test zero autocorrelation 
in first-differenced errors, Ho: no autocorrelation. Note 3: Sargan test of overidentifying restrictions, Ho:  
overidentifying restrictions are valid. Note 4: * = Sig. at 1% level; ** = Sig. at 5% level; *** = Sig. at 10% level.  

6. Conclusions 

This paper aims evaluate whether corruption affects the foreign direct investment (FDI) 

considering two estimates of a dynamic panel data from 1999 to 2010. The first estimative is a 

balanced dynamic panel data for 28 countries and the second one is a dynamic panel data for 57 

countries. We find a significant negative association between corruption and FDI, even after 

controlling for a variety of other determinants of the latter. 
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