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Abstract
This paper empirically examines the impact of cptimn on FDI in European Union
countries, including candidate countries. Our asnto verify whether Efficient Grease

Hypothesis does hold in the case of the EU. Conttarthe Hypothesis, we find that
corruption has a negative impact on FDI.
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1 INTRODUCTION

In the globalized world, the free movement of fastof production, and especially of
physical capital, is welcomed by both developing a®veloped countries as it, in
principle, improves welfare. On the one hand, F&deiving countries welcome FDI
because as their domestic resources are not eriougeet the increasing demand for
capital. On the other hand, FDI sending countrigalize higher returns for their
investments in capital-scarce countries. Gaining markets and marketing channels,
cheaper production facilities, better access to reeshnologies and products,
reduction of barriers of foreign trade, and innamas in technology are perhaps just a
few of the many other benefits that FDI-sending/anBDI-receiving countries gain.
Statistics show that advanced economies in genaral, EU countries in
particular, are not an exception to this moveméntparticular, data show that EU
member and candidate countries are both FDI-reggiand FDI sending countries.
For example, FDI received by the EU reached né&f@ybillion dollars in 2007, while
FDI outflows amounted to nearly 1 trillion dollafsigure 1 below illustrates the FDI
attracted by EU countries, including candidate ¢oes, between 1995-2007.

FDI Inflows in EU
1995-2007, US Dollars

Billions

H FDlinflows

Figure 1 FDI received by EU countries, 1995-2007

! Others are Cyprus, Lithuania, Estonia, Latviayv8foa, Malta, FYR Macedonia. All numbers are in
nominal dollars.



As our short discussion indicates, FDI is not oaly issue for developing
countries, but also for developed economies. Orgoitant problem with FDI is the
asymmetric information between FDI sending and Fézkiving countries. The FDI
source (‘foreigners’) generally has less information the bureaucracy and the
decision mechanism of the FDI receiving countryistTdan be a preferred situation, as
the bureaucracy and other power holders of therEEdiving country may then easily
attempt to abuse this asymmetric information. Tkplatation and misuse of this
public power is usually known as corruption (etge World Bank (1997)). A more
general definition of corruption is given by thei#@s Development Bank (ADB,
1998):

“Corruption involves behavior on the part of oféits in the public and private sectors, in
which they improperly and unlawfully enrich themssd and/or those close to them, or
induce others to do so, by misusing the positiontiich they are placed”

As the definition reveals, corruption is as muclagiroblem for the private sector as
for the public sector.

An unusual question is whether corruption is gootaul for attracting FDI? In
particular, does the level of FDI increase or daseewith corruption? Some studies
argue that corruption may have a positive impacth@eneconomy: corruption attracts
FDI by reducing the amount of red tape, and thuwes rbducing tax burden and
irrational capital controls. Studies conducted be tdea underlining the positive
impact of corruption call this the Efficient Greaddgpothesis (EGH). Several studies
found evidence in support of the EGH. For exampleff (1964) claimed that
misleading and wrong decisions, which are enfomeguliblic administration, could be
compensated for by corruption’s grease effectsthis context, Leys (1965:222)
states, “it is natural but wrong to assume thatrésellts of corruption are always both
bad and important”, and goes on to emphasize conip positive effects on
bureaucracy. One of the pioneers of EGH, Huntingi®68), believes that “in terms
of economic growth, the only thing worse than aetgyowith a rigid, over-centralized,
dishonest bureaucracy is one with a rigid, overtredimed and honest bureaucracy”
(Huntington, 1968:386). In explanation, he indisatkat corruption helps to reduce
excessive bureaucracy and so quickens the achieneheconomic wealth. Bardhan
(1997) suggests that fast money, which quickenstiyes of bureaucracy, is beneficial



for public services because of the speed of invesstrprojects. Acemoglu and Verdier
(1998) worked on bureaucratic corruption and itea$ on investments, property
rights and allocation of talents. They found “lels/eloped economies may choose
lower levels of property right enforcement and mooeruption”. They suggest that it

may be an optimal policy to allow some form of cgiion and suppress strict

enforcement of property rights. In the same wayagBmsky (1996) showed that

corruption is conducive to economic growth in cofitpe capitalist environments.

There are also many studies which discount thecigfft Grease Hypothesis
(e.g., Tanzi (1998), Mauro (1995), Habib and Zuckiv(2002), Monte and Papagni
(2001), and Wei (2000)). These studies argue thiaiption has a negative impact on
FDI and results in investors unwilling to spendithmoney on risky business. For
example, Tanzi (1998) argues that “Corruption'sdioan nature creates high excess
burdens because the cost of searching for thosédm the bribe must be paid must
be added to the cost of negotiating and payingbtitee” (Tanzi, 1998:584). Tanzi
emphasizes that corruption affects the legitimaicthe market economy negatively.
Correspondingly, Mauro (1995), via cross sectiooalintry analysis, found that
corruption causes lower investment and thus lowsmemic growth. Habib and
Zurawicki (2002) also support the negative impaatscorruption. Their analysis
shows that foreign investors generally avoid cdiospbecause it is considered wrong
and can create operational inefficiencies. Montg Bapagni (2001) investigated the
determinants of corruption in Italy during the jperiof 1963-2000. Their econometric
model showed that economic variables (e.g., pubkpenditure and income per
capita) have low explanatory value, while politicahd cultural variables (e.g.,
presence of voluntary organizations, absenteeismaidnal elections) are the most
important factors affecting corruption in Italy. WE000) studied the effect of
corruption on foreign direct investment with a séanpf bilateral investment from
twelve source countries to 45 host countries. Hendothat the corruption level in a
host country reduces FDI receipts.

In this study, we examine whether corruption hassitive or negative impact
on FDI in the case of the European Union (EU). €heme two reasons that led us to
choose the EU case. Firstly, the EU has the higttest in the world (as a region) in
attracting FDI (see Figure 2 below). Secondly, ¢hera common misconception that
corruption is a problem in developing countrieheatthan in developed ones. It is

true that advanced economies are more successfutemmoving asymmetric



information and in establishing proper institutibmaechanisms and it is natural to
expect that these economies are less subject miptmn or, at least, that such
problems are dealt with more relentlessly in thesentries’ In that sense, the
hypothesis can be considered a robust one, iltlgisimilar for developed countries.
If the hypothesis is rejected in the case of dgy&doeconomies, its plausibility is
reduced. We, therefore, have purposefully chosenBY case to test whether the

hypothesis has any validity for an advanced rediecanomy.

FDI Inflows Across Regions, 2007 US
Dollars

58,9%

1,2% M EU

B NAFTA
6,9%
M China

Latin America

8,9% India

24,1%

Figure 2 Leading Region’s FDI inflows in US doll@go7

Our study is based on the works of Leff (1964),4.€3965) and Bardhan (1997) who
developed the Efficient Grease Hypothesis. In theosd section, we discuss the
measurement of corruption. The third section prissére model, tests the impact of
corruption on FDI for the EU region and presensuilts. We show that corruption has

2. For example, European Anti-Fraud Office (OLARjdator General Franz-Hermann Briiner stated in
the OLAF Activity Report 2007 that “the figures atigk cases in the report show clearly how seriously
irregularities, fraud and corruption are being takey OLAF and by the European Institutions in
general”.

% Latin American countries exclude Cuba, French GajigGuadeloupe, Martinique, Puerto Rico, Saint
Martin, Saint Pierre and Miquelon.



a negative impact on FDI in the case of EU, rathan a positive one. That is, our
results contradict with the EGH is the case of BuUntries. The last section concludes

the paper.

2 MEASURING CORRUPTION

Measuring corruption is not easy for a very obviesson: it is unrecorded. However,
there are some indirect ways of getting informatedvout countries’ and firms’
corruption levels. For example, the media is a gemarce of information because a
fraction of corruption becomes public via newspagerd televisions. Another way of
collecting data about corruption is with a fieldidy, which can be conducted locally
and internationally. Non-profit organizations contlegomprehensive surveys among
international associations and enterprises anddhelts are converted into indices.
The Corruption Perception Index (CPI) is one imawottndex, which is very popular
and is published yearly by International Transpeyefmhe index ranks countries with
scores ranging from 0 highly corrupted, to 10, lygincorrupted. Another important
corruption index is the International Country RiGide (ICRG), published by a
profit making organization, Political Risk ServicB23RS), which analyzes countries
and assesses their risk level, including corruptibime ICRG ranks countries with
scores ranging from 0 to 6, (0, less corrupted @ndhore corrupted countries). A
further index on corruption is part of the Worldri&aCountry Governance Indicators
Project (WGI). The WGI project reports aggregated andividual governance
indicators for 212 countries and territories foe fheriod 1996-2007. Kaufmaehal.
(1999a, 1999b and 2002) and Kaufmastnal. (2003) constructed the Kaufmann-
Kraay-Zoido Index (KKZ) index as an indicator ofragption from the WGI project.
The KKZ Index ranks countries with scores rangingnf —2.5 to +2.5 (-2.5 more
corrupted, +2.5 less corrupted). Table 1 below etdies the CPlI and KKZ

corruption indices of member and candidate countsfeEU.



Table: 1 Corruption in Member and Candidate Countries within EU, 2007*

CPI Index KKZ Index
Rank |Country Score Rank |Country Score
6 Austria 8.1 5 Austria +2.02
10 Belgium 7.1 9 Belgium +1.45
25 Bulgaria 4.1 28 Bulgaria -0.22
26 Croatia 4.1 26 Croatia +0.01
16 Cyprus 5.3 16 Cyprus +0.78
18 Czech Republic 5.2 22 Czech Republic +0.26
1 Denmark 9.4 2 Denmark +2.42
13 Estonia 6.5 14 Estonia +0.94
2 Finland 9.4 1 Finland +2.59
9 France 7.3 10 France +1.32
29 FYR Macedonia | 3.3 29 FYR Macedonia -0.28
7 Germany 7.8 7 Germany +1.80
23 Greece 4.6 21 Greece +0.28
17 Hungary 5.3 18 Hungary +0.44
8 Ireland 7.5 8 Ireland +1.75
19 |ltaly 5.2 17 Italy +0.45
21 Latvia 4.8 19 Latvia +0.31
22 Lithuania 4.8 23 Lithuania +0.17
15 Malta 5.8 11 Malta +1.20
4 Netherlands 9.0 4 Netherlands +2.25
24 Poland 4.2 24 Poland +0.14
14 Portugal 6.5 13 Portugal +1.13
28 Romania 3.7 27 Romania -0.19
20 Slovakia 4.9 20 Slovakia +0.28
12 Slovenia 6.6 15 Slovenia +0.90
11 Spain 6.7 12 Spain +1.16
3 Sweden 9.3 3 Sweden +2.37
27 Turkey 4.1 25 Turkey +0.04
5 United Kingdom | 8.4 6 United Kingdom +1.89

Source: Transparency International, Global Corntp®Report 2007, Kaufmanet al., (2008)
and Governance Matters VII: Aggregate and Individbavernance Indicators, 1996-2007.

According to Table 1, Finland, Denmark and Swedsn the “cleanest” countries
among member and candidate countries within thefaan Union. As can be seen,

some recent and potential members have relativatly dtores. For example, FYR

4 We are unable to present International Countrk Riside (ICRG) index as we were unable to get

that data.




Macedonia, Romania and Turkey have the lowest ramteyms of both the CPI index
and the KKZ index.

However, it is difficult to measure the impact ajrwption because it is a
behavioral rather than an economic variable. Is teispect, introducing corruption
into an economic model is not easy. In this paperwill not develop an alternative
way of introducing corruption into a model but tll the methods used by other
researchers, such as Wei (2000), Habib and Zuraw&902), Egger (2006), and
Basar (2004). Tanzi points out that:

“People may tend to confuse these indexes withahdeheasurements of corruption. It is
important to keep in mind that the indexes reflpetceptions and not objective and
quantitative measures of actual corruption. Oneddgeature is that the various indexes
available are highly correlated among themselvéahgi, 1998: 577).

Therefore, leaving aside the fact that corruptiaa ho measurable nature, we will use
the abovementioned CPI and KKZ indices as measdresrruption.

3 THE MODEL

As stated above, corruption is an act consistingpafiplex affairs and relations, and is
generally difficult to measure. This, however, polstacles on research methods. For
two particular reasons, there is no way to run paa¢a analysis to measure the
impact of corruption on economic variables. Firstihese indexes have no
fluctuations and secondly, these indexes are mgf émough to construct a time series.
For these reasons, the OLS method, with crossosettdata, is generally used to
measure the impact of corruption on FDI. In thisdgt we will use the Corruption
Perception Index (CPI) and the Kaufmann-Kraay-Zdiutex (KKZ). The CPI index
indicates the average values of corruption in menalpel candidate countries within
the European Union, between 1999-2007. Scores raonge O to 10 and a higher
score indicates a lower level of corruption. Herit#he sign of corruption regressed
on FDI is positive; it means that decreasing cdramp(that is, CPI index increases)
implies increasing FDI. The KKZ index ranges betwe.5 to +2.5 and our data has
values of corruption for the period 1996-2007. Aterpretation of the coefficient of
the KKZ index is the same: lower corruption (the KKariable shows an increase)
increases FDI and so there is positive relationbkigveen the two in the model. Note

that the two indices do not cover the same timeogsrdue to data availability



problems. Hence, data on other variables also saher respective time periods. The
same country list is used for both indices.

In our study, the FDI data is in terms of USA ddland obtained from the
International Financial Statistics (IFS). The p@tiadn data is used to capture country
size and also gathered from the IFS. We used a@enags national income (GNI) per
capita in USA dollars (PPP) to control for the ghasing power on FDI. We collected
GNI data from the World Development Indicators lo¢ tWorld Bank. Inflation was
used to control the degree of decrease in purchgsmwer/ income. This data was
also collected from the World Development Indicatdfinally, we used openness to
measure the level of integration of the FDI reagvicountry with the rest of the
world. We constructed openness data by calculatiegshare of total exports plus
imports in GDP. The data is available in the Wd@kl/elopment Indicators.

The equation that we was used in our analysis fsl&svs:

log FDI =logGNI + TradeOpenness + log POP + Corruptionlndex (2)

In the study, two versions of our OLS model were. m the first one, we used the
CPl-index as the variable of corruption for theiperl999-2007. In the second, we
used the KKZ Index for the period 1996-2007. Inhbaiins, FDI is treated as the
dependent variable. Table 2 below presents thédtsesu

Model 1.1 includes gross national income, tradenopss, population and the
corruption variable, CPI, as independent varialaled all of these are statistically
significant. This means that there is positive tiefeship between foreign direct
investment and the independent variables. Alsa #rgblanatory power is high; that
is, they can explain 90% of foreign direct investtndience, the analysis shows that
corruption is a statistically significant varialteexplaining FDI.

Model 1.2 in table 2 presents the same analysistHersame independent
variables but the corruption index; the KKZ indexused this time (recall that time
coverage changes). Regression results indicate thigatcorruption index is again
positive, although gross national income has becetagstically insignificant. The
explanatory power of the model is again high, &690
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Table 2. The Impact of Corruption on FDI

Independent Variable; Foreign Direct InvestmengfibDI)
Model 1.1 Model 1.2
0.948 0.585
logGNI (0.094)* (0.256)
Trade openness 0.489 0.521
(0.022)** (0.011)**
0.959 0.942
logPOP (0.00)*** (0.00)***
Corruptiortp 0.102
(0.098)*
Corruptiorkkz 0314
(0.014)**
Intercept -1.873 -0.033
(0.266) (0.985)
R - squared 0.907 0.917
Adjusted R - squared 0.892 0.904
F- statistic 59.10 67.11
Prob.F statistic 0.00 0.00
N 29 29

Note: The p values are in parentheses. * Signifiedrthe 10% level; ** Significant at the 5% level,
*** Significant at the 1% level Note 2: The heteceslasticityconsistent covariance matrstimator is
used in Model 1.1 and Model 1.2

Our results are parallel to Wei (2000), Basar (30 Habib and Zurawicki
(2002). These studies have also found a positilgioaship between corruption and

FDI. Hence, we conclude that EGH does not appthéncase of EU.

4 CONCLUSION

Our results show that corruption has a negativecefin FDI, contrary to the Efficient
Grease Hypothesis, in the case of the EU regiois fiiding implies that (i) investors
are not eager to make FDI in economies that expegidigh levels of corruption in
the EU region. The policy implication of this fimdj is that removing corruption is
more effective than EGH for attracting FDI in thg Eegion. Consequently, a country
that wishes to attract more FDI should take meastoalecrease its corruption level
via anti-corruption laws and programs. Our resudtynmot apply for all developing
countries. We believe, however, that not the dgyetpbut the developed economies

must be taken as a referent for policy suggestilmthis respect, our results suggest
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that the application of anti-corruption laws to w=&se bribes, special treatments and
all other forms of corruption is a prerequisite &tracting high levels of FDI.
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Appendix 1: Correlation Coefficients of variable

Trade
logFDI |corrcp; |cOrrgkz |logGNI |logPORopenness

logFDI [1.00 |057 |o064 | 065 | 077] -0.22
corree |0.57 |1.00 | 098 | 0.84 | 0.08| -0.05
corfykz |0.64 [0.98 |100 | 090 | 015| -0.13
logGNI [0.65 |0.84 |090 | 1.00 | 021] -0.17
logpOP |0.77 | 008 | 015 | 021 | 1.00] -0.49
trade op.-0.22 [-0.05 |-0.13 | -0.17 | -0.49] 1.00

Appendix 2: Descriptive Statistics of Variables

Trade

logFDI |corrcp |corrykz |logGNI|logPOPlopenness

Mean 9.67 | 6.06 0.95 423 | 6.94| 0.78
Median 9.72 | 6.28 0.90 427 | 6.95| 0.68

Maximum 10.94 | 9.58 2.42 448| 7.92| 157
Minimum 8.17 |2.85 -0.54 3.80 | 559| 0.26
Std. Dev. 0.72 | 2.05 0.88 0.22| 0.60] 0.34
Skewness -0.06| 0.21 0.15 -0.48 -0.1p 0.48
Kurtosis 216 | 1.80 1.80 1.83| 248| 2.29
Jarque-Bera| 0.88 | 1.95 1.84 2.77  0.46 1.73
Probability |0.64 | 0.38 0.40 0.25| 0.80] 0.42

Sum 280.46 175.88| 27.57 122.60 201/18 22.48
Sum Sq. DeV14.53 |117.70 | 21.65 1.34 10.22 3.21
Observations 29 29 29 29 29 29

Appendix 3: List of countries

Austria, Belgium, Bulgaria, Croatia, Cyprus, Czech Republic, Denmark, Estonia,
Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania,
Macedonia, Malta, Netherlands, Poland, Portugal, Romania, Sovakia, Sovenia,
Spain, Sweden, Turkey, United Kingdom.
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