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Abstract 
This paper empirically examines the impact of corruption on FDI in European Union 
countries, including candidate countries. Our aim is to verify whether Efficient Grease 
Hypothesis does hold in the case of the EU. Contrary to the 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 factors of production, and especially of 

physical capital, is welcomed by both developing and developed countries as it, in 

principle, improves welfare. On the one hand, FDI receiving countries welcome FDI 

because as their domestic resources are not enough to meet the increasing demand for 

capital. On the other hand, FDI sending countries realize higher returns for their 

investments in capital-scarce countries. Gaining new markets and marketing channels, 

cheaper production facilities, better access to new technologies and products, 

reduction of barriers of foreign trade, and innovations in technology are perhaps just a 

few of the many other benefits that FDI-sending and/or FDI-receiving countries gain. 

Statistics show that advanced economies in general, and EU countries in 

particular, are not an exception to this movement. In particular, data show that EU 

member and candidate countries are both FDI-receiving and FDI sending countries. 

For example, FDI received by the EU reached nearly 920 billion dollars in 2007, while 

FDI outflows amounted to nearly 1 trillion dollars. Figure 1 below illustrates the FDI 

attracted by EU countries, including candidate countries, between 1995-2007.1 

 

 
Figure 1 FDI received by EU countries, 1995-2007 

                                                 
1 Others are Cyprus, Lithuania, Estonia, Latvia, Slovenia, Malta, FYR Macedonia. All numbers are in 
nominal dollars. 
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As our short discussion indicates, FDI is not only an issue for developing 

countries, but also for developed economies. One important problem with FDI is the 

asymmetric information between FDI sending and FDI receiving countries. The FDI 

source (‘foreigners’) generally has less information on the bureaucracy and the 

decision mechanism of the FDI receiving country. This can be a preferred situation, as 

the bureaucracy and other power holders of the FDI receiving country may then easily 

attempt to abuse this asymmetric information. The exploitation and misuse of this 

public power is usually known as corruption (e.g., the World Bank (1997)). A more 

general definition of corruption is given by the Asian Development Bank (ADB, 

1998):  

 

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

 

As the definition reveals, corruption is as much of a problem for the private sector as 

for the public sector.  

An unusual question is whether corruption is good or bad for attracting FDI? In 

particular, does the level of FDI increase or decrease with corruption? Some studies 

argue that corruption may have a positive impact on the economy: corruption attracts 

FDI by reducing the amount of red tape, and thus the reducing tax burden and 

irrational capital controls. Studies conducted on the idea underlining the positive 

impact of corruption call this the Efficient Grease Hypothesis (EGH). Several studies 

found evidence in support of the EGH. For example, Leff (1964) claimed that 

misleading and wrong decisions, which are enforced in public administration, could be 

compensated for by corruption’s grease effects. In this context, Leys (1965:222) 

states, “it is natural but wrong to assume that the results of corruption are always both 

bad and important”, and goes on to emphasize corruption’s positive effects on 

bureaucracy. One of the pioneers of EGH, Huntington (1968), believes that “in terms 

of economic growth, the only thing worse than a society with a rigid, over-centralized, 

dishonest bureaucracy is one with a rigid, over-centralized and honest bureaucracy” 

(Huntington, 1968:386). In explanation, he indicates that corruption helps to reduce 

excessive bureaucracy and so quickens the achievement of economic wealth. Bardhan 

(1997) suggests that fast money, which quickens the steps of bureaucracy, is beneficial 
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for public services because of the speed of investment projects. Acemoglu and Verdier 

(1998) worked on bureaucratic corruption and its effects on investments, property 

rights and allocation of talents. They found “less developed economies may choose 

lower levels of property right enforcement and more corruption”. They suggest that it 

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

enforcement of property rights. In the same way, Braguinsky (1996) showed that 

corruption is conducive to economic growth in competitive capitalist environments.  

There are also many studies which discount the Efficient Grease Hypothesis 

(e.g., Tanzi (1998), Mauro (1995), Habib and Zurawicki (2002), Monte and Papagni 

(2001), and Wei (2000)). These studies argue that corruption has a negative impact on 

FDI and results in investors unwilling to spend their money on risky business. For 

example, Tanzi (1998) argues that “Corruption's random nature creates high excess 

burdens because the cost of searching for those to whom the bribe must be paid must 

be added to the cost of negotiating and paying the bribe” (Tanzi, 1998:584). Tanzi 

emphasizes that corruption affects the legitimacy of the market economy negatively. 

Correspondingly, Mauro (1995), via cross sectional country analysis, found that 

corruption causes lower investment and thus lower economic growth. Habib and 

Zurawicki (2002) also support the negative impacts of corruption. Their analysis 

shows that foreign investors generally avoid corruption because it is considered wrong 

and can create operational inefficiencies. Monte and Papagni (2001) investigated the 

determinants of corruption in Italy during the period of 1963-2000. Their econometric 

model showed that economic variables (e.g., public expenditure and income per 

capita) have low explanatory value, while political and cultural variables (e.g., 

presence of voluntary organizations, absenteeism at national elections) are the most 

important factors affecting corruption in Italy. Wei (2000) studied the effect of 

corruption on foreign direct investment with a sample of bilateral investment from 

twelve source countries to 45 host countries. He found that the corruption level in a 

host country reduces FDI receipts. 

In this study, we examine whether corruption has a positive or negative impact 

on FDI in the case of the European Union (EU). There are two reasons that led us to 

choose the EU case. Firstly, the EU has the highest share in the world (as a region) in 

attracting FDI (see Figure 2 below). Secondly, there is a common misconception that 

corruption is a problem in developing countries rather than in developed ones. It is 

true that advanced economies are more successful in removing asymmetric 
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information and in establishing proper institutional mechanisms and it is natural to 

expect that these economies are less subject to corruption or, at least, that such 

problems are dealt with more relentlessly in these countries.2 In that sense, the 

hypothesis can be considered a robust one, if it yields similar for developed countries. 

If the hypothesis is rejected in the case of developed economies, its plausibility is 

reduced. We, therefore, have purposefully chosen the EU case to test whether the 

hypothesis has any validity for an advanced regional economy. 

 

FDI Inflows Across  Regions, 2007 US 

Dollars

58,9%

24,1%

8,9%

6,9%

1,2% EU

NAFTA

China

Latin America

India

 

Figure 2 Leading Region’s FDI inflows in US dollars 20073 

 

Our study is based on the works of Leff (1964), Leys (1965) and Bardhan (1997) who 

developed the Efficient Grease Hypothesis. In the second section, we discuss the 

measurement of corruption. The third section presents the model, tests the impact of 

corruption on FDI for the EU region and presents results. We show that corruption has 

                                                 
2 . For example, European Anti-Fraud Office (OLAF) Director General Franz-Hermann Brüner stated in 
the OLAF Activity Report 2007 that “the figures and the cases in the report show clearly how seriously 
irregularities, fraud and corruption are being taken by OLAF and by the European Institutions in 
general”.  
3 Latin American countries exclude Cuba, French Guiana, Guadeloupe, Martinique, Puerto Rico, Saint 
Martin, Saint Pierre and Miquelon. 
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a negative impact on FDI in the case of EU, rather than a positive one. That is, our 

results contradict with the EGH is the case of EU countries. The last section concludes 

the paper. 

 

2 MEASURING CORRUPTION 

 

Measuring corruption is not easy for a very obvious reason: it is unrecorded. However, 

there are some indirect ways of getting information about countries’ and firms’ 

corruption levels. For example, the media is a good source of information because a 

fraction of corruption becomes public via newspapers and televisions. Another way of 

collecting data about corruption is with a field study, which can be conducted locally 

and internationally. Non-profit organizations conduct comprehensive surveys among 

international associations and enterprises and the results are converted into indices. 

The Corruption Perception Index (CPI) is one important index, which is very popular 

and is published yearly by International Transparency. The index ranks countries with 

scores ranging from 0 highly corrupted, to 10, highly uncorrupted. Another important 

corruption index is the International Country Risk Guide (ICRG), published by a 

profit making organization, Political Risk Services (PRS), which analyzes countries 

and assesses their risk level, including corruption. The ICRG ranks countries with 

scores ranging from 0 to 6, (0, less corrupted and 6, more corrupted countries). A 

further index on corruption is part of the World Bank Country Governance Indicators 

Project (WGI). The WGI project reports aggregate and individual governance 

indicators for 212 countries and territories for the period 1996–2007. Kaufmann et al. 

(1999a, 1999b and 2002) and Kaufmann et al. (2003) constructed the Kaufmann-

Kraay-Zoido Index (KKZ) index as an indicator of corruption from the WGI project. 

The KKZ Index ranks countries with scores ranging from –2.5 to +2.5 (-2.5 more 

corrupted, +2.5 less corrupted). Table 1 below exemplifies the CPI and KKZ 

corruption indices of member and candidate countries of EU. 
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Table: 1 Corruption in Member and Candidate Countries within EU, 20074 

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 Italy 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 Corruption Report 2007, Kaufmann et al., (2008) 
and Governance Matters VII: Aggregate and Individual Governance Indicators, 1996-2007. 

 

According to Table 1, Finland, Denmark and Sweden are the “cleanest” countries 

among member and candidate countries within the European Union. As can be seen, 

some recent and potential members have relatively bad scores. For example, FYR 
                                                 
4 We are unable to present International Country Risk Guide (ICRG) index as we were unable to get 
that data. 
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Macedonia, Romania and Turkey have the lowest ranks in terms of both the CPI index 

and the KKZ index. 

However, it is difficult to measure the impact of corruption because it is a 

behavioral rather than an economic variable. In this respect, introducing corruption 

into an economic model is not easy. In this paper, we will not develop an alternative 

way of introducing corruption into a model but follow the methods used by other 

researchers, such as Wei (2000), Habib and Zurawicki (2002), Egger (2006), and 

Basar (2004). Tanzi points out that: 

“People may tend to confuse these indexes with actual measurements of corruption. It is 
important to keep in mind that the indexes reflect perceptions and not objective and 
quantitative measures of actual corruption. One good feature is that the various indexes 
available are highly correlated among themselves” (Tanzi, 1998: 577). 

 

Therefore, leaving aside the fact that corruption has no measurable nature, we will use 

the abovementioned CPI and KKZ indices as measures of corruption. 

 

3 THE MODEL 

 

As stated above, corruption is an act consisting of complex affairs and relations, and is 

generally difficult to measure. This, however, puts obstacles on research methods. For 

two particular reasons, there is no way to run panel data analysis to measure the 

impact of corruption on economic variables. Firstly, these indexes have no 

fluctuations and secondly, these indexes are not long enough to construct a time series. 

For these reasons, the OLS method, with cross sectional data, is generally used to 

measure the impact of corruption on FDI. In this study, we will use the Corruption 

Perception Index (CPI) and the Kaufmann-Kraay-Zoido Index (KKZ). The CPI index 

indicates the average values of corruption in member and candidate countries within 

the European Union, between 1999-2007. Scores range from 0 to 10 and a higher 

score indicates a lower level of corruption. Hence, if the sign of corruption regressed 

on FDI is positive; it means that decreasing corruption (that is, CPI index increases) 

implies increasing FDI. The KKZ index ranges between –2.5 to +2.5 and our data has 

values of corruption for the period 1996-2007. An interpretation of the coefficient of 

the KKZ index is the same: lower corruption (the KKZ variable shows an increase) 

increases FDI and so there is positive relationship between the two in the model. Note 

that the two indices do not cover the same time periods due to data availability 
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problems. Hence, data on other variables also covers the respective time periods. The 

same country list is used for both indices. 

In our study, the FDI data is in terms of USA dollars and obtained from the 

International Financial Statistics (IFS). The population data is used to capture country 

size and also gathered from the IFS. We used average gross national income (GNI) per 

capita in USA dollars (PPP) to control for the purchasing power on FDI. We collected 

GNI data from the World Development Indicators of the World Bank. Inflation was 

used to control the degree of decrease in purchasing power/ income. This data was 

also collected from the World Development Indicators. Finally, we used openness to 

measure the level of integration of the FDI receiving country with the rest of the 

world. We constructed openness data by calculating the share of total exports plus 

imports in GDP. The data is available in the World Development Indicators.  

The equation that we was used in our analysis is as follows: 

 

IndexCorruptionPOPessTradeOpennGNIFDI +++= logloglog   (1) 

 

In the study, two versions of our OLS model were run. In the first one, we used the 

CPI-index as the variable of corruption for the period 1999-2007. In the second, we 

used the KKZ Index for the period 1996-2007. In both runs, FDI is treated as the 

dependent variable. Table 2 below presents the results. 

Model 1.1 includes gross national income, trade openness, population and the 

corruption variable, CPI, as independent variables and all of these are statistically 

significant. This means that there is positive relationship between foreign direct 

investment and the independent variables. Also their explanatory power is high; that 

is, they can explain 90% of foreign direct investment. Hence, the analysis shows that 

corruption is a statistically significant variable in explaining FDI.  

Model 1.2 in table 2 presents the same analysis for the same independent 

variables but the corruption index; the KKZ index is used this time (recall that time 

coverage changes). Regression results indicate that the corruption index is again 

positive, although gross national income has become statistically insignificant. The 

explanatory power of the model is again high, at 90%.  
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Table 2. The Impact of Corruption on FDI  

Independent Variable; Foreign Direct Investment (logFDI) 

 Model 1.1 Model 1.2 

logGNI 
0.948 

  (0.094)* 
0.585 

(0.256) 

Trade openness 
0.489 

    (0.022)** 
0.521 

    (0.011)** 

logPOP 
0.959 

     (0.00)*** 
0.942 

     (0.00)*** 

CorruptionCPI 
0.102 

  (0.098)* 
 

CorruptionKKZ  
0.314 

    (0.014)** 

Intercept 
                -1.873 

  (0.266) 
-0.033 

 (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. * Significant at the 10% level; ** Significant at the 5% level; 
*** Significant at the 1% level Note 2: The heteroscedasticity-consistent covariance matrix estimator is 
used in Model 1.1 and Model 1.2 
 

Our results are parallel to Wei (2000), Basar (2004) and Habib and Zurawicki 

(2002). These studies have also found a positive relationship between corruption and 

FDI. Hence, we conclude that EGH does not apply in the case of EU.  

 

4 CONCLUSION 

 

Our results show that corruption has a negative effect on FDI, contrary to the Efficient 

Grease Hypothesis, in the case of the EU region. This finding implies that (i) investors 

are not eager to make FDI in economies that experience high levels of corruption in 

the EU region. The policy implication of this finding is that removing corruption is 

more effective than EGH for attracting FDI in the EU region. Consequently, a country 

that wishes to attract more FDI should take measures to decrease its corruption level 

via anti-corruption laws and programs. Our result may not apply for all developing 

countries. We believe, however, that not the developing but the developed economies 

must be taken as a referent for policy suggestions. In this respect, our results suggest 
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that the application of anti-corruption laws to decrease bribes, special treatments and 

all other forms of corruption is a prerequisite for attracting high levels of FDI. 
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Appendix 1: Correlation Coefficients of variable 

 

  logFDI corr.CPI corr.KKZ logGNI logPOP 
Trade 

openness 
logFDI 1.00 0.57 0.64 0.65 0.77 -0.22 

corr.CPI 0.57 1.00 0.98 0.84 0.08 -0.05 

corr.KKZ 0.64 0.98 1.00 0.90 0.15 -0.13 
logGNI 0.65 0.84 0.90 1.00 0.21 -0.17 
logPOP 0.77 0.08 0.15 0.21 1.00 -0.49 
trade op. -0.22 -0.05 -0.13 -0.17 -0.49 1.00 

 

 

Appendix 2: Descriptive Statistics of Variables 

 

  logFDI corr.CPI corr.KKZ logGNI logPOP 
Trade 

openness 
 Mean 9.67 6.06 0.95 4.23 6.94 0.78 
 Median 9.72 6.28 0.90 4.27 6.95 0.68 
 Maximum 10.94 9.58 2.42 4.48 7.92 1.57 
 Minimum 8.17 2.85 -0.54 3.80 5.59 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 -0.16 0.48 
 Kurtosis 2.16 1.80 1.80 1.83 2.48 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. Dev. 14.53 117.70 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, Slovakia, Slovenia, 

Spain, Sweden, Turkey, United Kingdom. 

 


