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ABSTRACT 

 

 This paper examines the empirical relationship between corruption and foreign direct 

investment (FDI) in developing countries of Southeast Asia. Difference General Method of 

Moments (GMM) is utilized to take advantage of fixed effects, the influence of the dependent 

variable on its future variables, and potential reverse causality between the dependent variable 

and independent variables. While the extant literature on corruption and FDI have produced 

conflicting results, this study finds that corruption does not help or hinder inflows of FDI. 

Developing countries in the region should take note and reallocate limited resources away from 

corruption programs if they are primarily used to increase FDI. 
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Introduction 

Corruption is an aspect of governance that has gained larger focus since the 1990s. This 

occurred because of the recognition that institutional quality is crucial to effective development 

in emerging economies. The United Nations (UN) echoed this sentiment in a report and named 

good governance one of four primary obstacles to development. (UN Millennium Project, 2005) 

That same report underscores the global attention toward corruption by including it in Target 12 

of the Millennium Development Goals, which seeks to ―develop further an open, rule-based, 

predictable, nondiscriminatory trading and financial system‖ in developing countries. As a 

component of governance, corruption may potentially impact economic growth. 

Foreign direct investment (FDI) is considered an important source of investment for 

economic growth and continues to be a driving force in the world economy. FDI flows reached a 

milestone in 2012 when developing countries received a majority of global FDI at 52 percent for 

the first time in history (OECD, 2013), a sign that this type of investment will continue to be 

significant in years to come. The Great Recession has seen total FDI flows far below a record 

high of just over $2 trillion in 2007. However, it continues to be a significant and substantial 

form of investment totaling $1.31 trillion in 2012. (United Nations Conference on Trade and 

Development, 2013) For these reasons, it would be prudent to understand what influence 

corruption has on FDI. However, prior research has not come to a common conclusion on the 

relationship between corruption and FDI.  

In order to understand this relationship, FDI and corruption must first be defined. The 

OECD defines FDI as ―a category of cross-border investment made by a resident in one 

economy (the direct investor) with the objective of establishing a lasting interest in an enterprise  
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EXHIBIT 1: MAP OF SOUTHEAST ASIA 
 

 

 

 
Southeast Asia: (developing) Cambodia, Laos, Indonesia, Malaysia, Myanmar, Philippines, Thailand, Timor-Leste, and Vietnam; 

(developed) Brunei and Singapore 

 

(the direct investment enterprise) that is resident in an economy other than that of the direct 

investor.‖ (OECD, 2008) FDI differs from portfolio investment because the investor seeks a 

strategic long-term relationship with the direct investment enterprise and maintains significant 

influence through management. Defining corruption, however, is still up to debate. Shleifer and 

Vishny (1993) define corruption ―as the sale by government officials of government property for 

personal gain.‖ Transparency International, a nonprofit working to increase government 

transparency, provides an even more concise definition: ―the abuse of entrusted power for private 

gain.‖ (Transparency International) No specific definition is needed for the analysis of this paper, 

Source: CIA World Factbook 
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but it is important to understand that corruption, by making institutions less transparent and 

predictable, may influence the location of FDI. 

Corruption seems to be endemic in developing Southeast Asia as it is in other low income 

regions. These countries are valuable to study because multinational enterprises (MNEs) are 

looking to the region as they take note of the costs rise in traditional low-cost manufacturing 

countries such as China and India. Brunei and Singapore, classified as high-income economies 

by the World Bank, are excluded from this analysis because they do not face similar economic 

obstacles. In 2012, Transparency International’s Corruption Perceptions Index (CPI) (scores 

range from 0-10, where a score of 10 denotes no corruption) gave developing countries in the 

CHART 1: AVERAGE CPI AND FDI ANNUALLY 1995-2011 
 

 
Average CPI Average % FDI of GDP 

 

Southeast 

Asia 

Other 

Developing 
Developed 

Southeast 

Asia 

Other 

Developing 
Developed 

1995 3.2 3.5 7.5 3.7 2.7 4.1 

1996 3.5 3.1 7.2 8.0 1.8 5.4 

1997 3.3 3.3 7.2 3.2 4.6 4.4 

1998 3.2 3.4 7.1 5.0 4.1 4.3 

1999 3.2 3.2 6.9 5.9 4.9 3.6 

2000 3.0 3.3 7.0 6.5 4.2 2.4 

2001 3.1 3.2 6.9 4.9 5.5 1.7 

2002 3.0 3.2 6.9 4.5 2.8 2.2 

2003 2.8 2.9 6.8 4.7 5.6 1.7 

2004 2.9 2.9 6.7 4.4 4.3 2.2 

2005 3.0 3.0 6.7 6.8 6.7 2.8 

2006 2.8 3.0 6.6 9.1 6.1 3.8 

2007 2.6 3.1 6.6 7.8 8.5 5.1 

2008 2.6 3.1 6.6 6.7 9.9 4.6 

2009 2.6 3.1 6.5 5.3 8.7 3.5 

2010 2.7 3.0 6.6 6.5 6.5 3.9 

2011 2.7 3.1 6.6 6.1 4.9 3.9 

 
Source: Transparency International; World Development Indicators. 
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region poor scores ranging from a high of 4.3 to Malaysia to a low of 1.5 to Myanmar. 

Many of these emerging markets have corruption problems similar to those in Southeast 

Asia. Chart 1 provides an annual breakdown of average CPI scores and FDI among developing 

Southeast Asian countries, other developing countries, and developed countries. The prevalence 

of corruption during this period is not drastically different between the region and other 

developing countries. Despite the prevalence of corruption, FDI among developing countries in 

this region remains robust having received almost $30 billion in investments between 1995-

2011. Average CPI scores have trended downward while average FDI flows in the region were 

more fluctuating as seen in Chart 2. 

This paper draws on previous academic scholarship regarding corruption and FDI to  

 

CHART 2: AVERAGE CPI AND FDI IN SOUTHEAST ASIAN DEVELOPING COUNTRIES 1995-1997 
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study this relationship among developing countries in Southeast Asia. It serves to contribute to 

this discussion by rejecting the argument that corruption has the potential to decrease inward 

FDI. Regional leaders should respond appropriately by reducing an emphasis on anti-corruption 

programs if they are used to spur economic development through foreign direct investment. 

The organization of this paper is as follows. First, a literature review summarizes previous 

scholarship on FDI, corruption, and their relationship. The hypothesis is presented followed by 

an explanation and logic of the methodology of the analysis. Next, the data is presented with 

descriptions and sources. After an initial analysis, the regression results are interpreted. Finally, 

the paper concludes with policy implications. 

 

Literature Review 

Work on the determinants of FDI originated in the mid-20
th

 century and has built up a 

large body of work. There are early studies on corruption, but it has been a larger focus of 

research in the last couple decades. Although corruption and FDI has been previously examined, 

conclusions have thus far produced conflicting outcomes. This section outlines the extant 

literature of the determinants of FDI and previous studies on corruption and FDI. 

A. Foreign Direct Investment (FDI) 

Many scholars have studied the impact of FDI and its determinants. Presently, the two 

main theoretical groupings on what determines country-level FDI are based on ―vertical‖ and 

―horizontal‖ firms. In the case of vertical firms, investment occurs in a variety of countries in 

accordance with their production needs taking into account capital intensity. (Helpman, 1984) 

Differing levels of factor endowments, often capital and labor, motivate where certain activities 
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take place. Horizontal firms, on the other hand, integrate production across similar countries to 

take advantage of economies of scale. (Markusen, 1984; Horstmann and Markusen, 1992) 

Differing factor endowments do not play a central role in decision-making for these firms 

because they will seek out similar countries. These theories provide a substantial foundation for 

quantitative research. 

For years, a perceived race to the bottom scenario dictated the beliefs on what attracted 

FDI. It was reasonable to believe that states competed for a finite amount of FDI; thus, they 

would reduce barriers to attract investment. This policy path would take foot regardless if it had 

an overall negative impact on the country. For example, such investment environments would 

promote unsustainable extractive industries or manufacturing jobs that only guaranteed poverty-

level wages. Rodden and Rose-Ackerman (1997) claimed that MNEs would prefer autocracies 

over democratic governments because of policy consistency. Recent scholarship has debunked 

that theory. For example, Drezner (2001) concluded that while the argument itself is convincing, 

the weak empirical support for it is a shaky ground for theory. Autocracies, in fact, have not been 

found in reality to receive significantly more FDI. 

Jensen (2008) built on that work and disagreed with previous studies regarding the 

negative relationship between democratic political institutions and FDI. On the contrary, he 

highlights the importance of democracy as a positive determinant of FDI. Jensen (2008) 

identified three mechanisms—information, representation, and credibility—through which firms 

prefer democratic governments over autocracies for direct investments. A notable addition to his 

model was a control variable for natural resource endowments which, when excluded from cross-

sectional analyses, attributes an increase in FDI to corruption. Henisz (2000, 2002) also argued 
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that in countries with a high number of veto players (individuals or institutions that are required 

to approve any changes to policy), foreign investors have more confidence in the consistency of 

government economic policy. 

Studies have also shown that good governance and institutions have a positive 

relationship with FDI. Inward FDI flows were shown to increase with higher quality institutions. 

(Stein and Daude, 2001; Benassy-Quere, 2007) In another study, the six World Bank governance 

indicators were examined and all but the voice-and-accountability indicator were found to be 

significant determinants of FDI. (Kauffman et al., 1999) 

B. Corruption 

Corruption is not a recent phenomenon, but research on the topic since the mid-1990s has 

grown substantially with a focus on international development. This wave began in earnest when 

corruption was first found to have a negative association with investment as well as growth 

(Mauro, 1995) and Transparency International began publishing their corruption index. 

(Tresiman, 2007) Since then, scholars have found that corruption influences growth (Ehrlich and 

Lui, 1999; Treisman, 2000; Eatzaz et al., 2012), political institutions (Pannizza, 2001; Montinola 

and Jackman, 2002; Kunicova and Rose-Ackerman, 2005), income inequality (Gupta et al., 

2002; Andres and Ramlogan-Dobson, 2011), and a host of other items. 

Several measures of country-level corruption that are widely published now underscore 

the importance of monitoring corruption. Due to the absence of a universal definition for 

corruption, agreement on how to measure it has been a point of contention. The difficulty in 

establishing an accurate barometer of corruption is partially because of its very nature of being 

opaque. The most commonly used corruption indexes (Transparency International’s Corruption 
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Perceptions Index (CPI), World Bank’s Worldwide Governance Indicators (WGI), and Political 

Risk Services’ International Country Risk Guide) aggregate surveys from experts and other 

relevant individuals to create perception-based indexes. Rather than measuring corruption itself, 

these efforts only measure the belief that corruption is occurring, and therefore, possibly biasing 

the data. For example, actual differences in the frequency of corrupt transactions may be masked 

in cultural norms that differ from country to country. Despite their imperfections, they are 

continually employed in academic research.  

C. Corruption and FDI 

Quantitative studies on the relationship between corruption and FDI have found 

conflicting results. Early work by Wheeler and Mody (1992) using U.S. manufacturing 

investments found no effect. Examining total inward FDI flows after the U.S. Foreign Corrupt 

Practices Act of 1977, Hines (1995) finds that corruption does not necessarily reduce FDI. 

Others have found that corruption ―greases the wheels‖ through bribes and other expedited 

business channels, which encourages FDI (Egger and Winner, 2005; Barnassi and Zhou, 2012). 

In contrast, several other studies concluded the more predictable belief that corruption reduces 

the amount of FDI to a country (Wei, 1997, 2000; Habib and Zurawicki, 2002; Voyer and 

Beamish, 2004; Egger and Winner, 2006; and Busse and Hefeker, 2007). 

Similarly, regional studies have found varying results. FDI in Latin America has been 

found to not have a significant effect (Biglaiser and DeRouen, Jr., 2006), but also a positive 

effect (Blanco, 2012). A study by Asiedu (2006) found that corruption had a negative 

relationship with FDI. In Southern European countries, FDI inflows were shown to not have a 

significant relationship with corruption. (Demekas et al., 2005) 
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The contrasting findings may be a result of a variety of problems. Stein and Daude (2001) 

find that to more accurately estimate the relationship of corruption, GDP per capita needs to be 

included as a control. Studies may have masked the differences in impacts depending on vertical 

and horizontal investment.  Studying Swedish multinational firms, Hakkala et al. (2007) 

identified that corruption deters FDI to a larger extent for horizontal than vertical types. 

Brouthers et al. (2008) also found that different types of FDI are not influenced similarly. 

Barnassi (2012) noted two issues that may have led to the contradictory findings in previous 

studies: (1) there was no control for nonrandom distribution of FDI; and (2) parametric models 

may not be accurate because they employ mean values to examine correlations that may differ at 

different quartiles of FDI distribution. Traditional parametric models assume that the correlation, 

if it exists, is standard among host countries of all FDI levels. However, there may be different 

effects of corruption on FDI at different levels of FDI in earlier studies (e.g. Wheeler and Mody, 

1992). A biased empirical estimate of their findings may have been a result of not considering 

the multinational enterprise (MNE) host country selection process. That is, the selection of a host 

is not random but based on unknown criteria, making the probability of that country being 

selected as a host country biased. (Heckman, 1979)  

 This paper seeks to contribute to the literature by exploring how differing factors 

influence FDI in Southeast Asia. Primarily, the relationship of corruption and FDI in Southeast 

Asia is examined, which has not been explored previously. Second, we consider if other common 

determinants of FDI apply to this region. 
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Hypothesis 

 The hypothesis is based on the conflicting findings of the relationship between corruption 

and FDI and summary data provided in the introduction. Global studies and regional studies have 

not found consistent results, which is not helpful in formulating a hypothesis. Summary data on 

the average corruption and FDI flows in Chart 1 and 2 do not seem to indicate an obvious 

relationship either. There is no reason to believe regional FDI flows in Southeast Asia are 

influenced by corruption. 

Corruption is not related to foreign direct investment (FDI) in developing 

countries in Southeast Asia. 

 

Methodology 

The model is based on previous econometric work on this subject, primarily by Barassi 

(2012), Jensen (2008), Egger and Winner (2006), and Wei (2000). A panel analysis employing 

country and time observations will provide the basis for estimating the relationship between 

corruption and FDI. Specifically, lagged panel analysis will be used to estimate the relationship 

under the belief that previous values of independent variables will have an influence on latter 

FDI flows (Hannan, 1979; Finkel, 1995). That is, if there is a corruption and FDI relationship, it 

will take time to show itself. Robust standard errors are used in all models to correct for potential 

heteroskedasticity and autocorrelation. Ordinary Least Squares (OLS) is not sufficient for 

determining this relationship because it does not take into account time-invariant country 

characteristics. A fixed effects model takes such characteristics into account. However, it does 
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not account for the relationship between the dependent and the independent variables that can be 

influence one another in both directions. 

Improving on previous studies, the revised Arellano-Bond General Method of Moments 

(GMM) is used to create more accurate estimates, specifically difference GMM (Blundell and 

Bond, 1998). Its enhancements include the model’s ability to take into account (1) that previous 

values of the dependent variable may influence later observations and (2) that recognizing the 

dependent variable may influence as well as be influenced by other independent variables, 

otherwise known as the endogeneity problem (Arellano and Bond, 1991; Arellano and Bover, 

1995; Blundell and Bond, 1998). This has become a popular method to examine FDI because the 

model recognizes FDI can have a two-way relationship between variables such as GDP. GDP 

can influence FDI, but the opposite can also be true. 

Country and year fixed effects are included to take into account unobserved and 

immeasurable characteristics. First, this method controls for country characteristics that are fixed 

across time. Natural resource endowment is considered a relatively static characteristic, which is 

why a proxy for it is not included in the model.
a
 Second, year dummies are introduced to control 

for time-varying characteristics that are constant among countries. For example, there may be an 

economic shock that all countries must contend with in a given year. 

The dependent variable is FDI, the annual percentage of FDI inflows to the host country 

relative to GDP. All independent variables will be lagged by one year. For example, values for a 

previous year will be used to estimate the FDI for the next year. CORRUPTION is the primary 

                                                 
a
 Trials that included a natural resources variable (using the percent of natural resource rents as a percentage of GDP 

(WDI, 2014) did not substantially change coefficients or significance. 
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independent variable of interest and measures the level of corruption for a country from 1 to 10, 

with 10 being not corrupt. 

The rest of the independent variables will serve as controls that have been shown to be 

significant determinants of FDI. (Barassi, 2012; Jensen, 2008; Egger, 2006; Wei, 2000) A lagged 

FDI variable is included in the model as an independent variable as suggested by Beck and Katz 

(1996). This variable, FDI(t-1), serves as a control for unobservable factors under the expectation 

that FDI self-perpetuates. 

Economic control variables include GDP, GDPPC, GDPGROW, TRADE, and 

INFLATION. They are the gross domestic product (GDP), GDP per capita, annual GDP growth, 

the proportion of trade relative to GDP, and the percent of annual price change, respectively. 

FINOPEN is the Chinn-Ito Index of financial openness. HUMANCAP measures the average 

year of schooling among adults 25 years of age and above to take into account human capital. 

The political control variable is POLITY, which measures how democratic a country is. 

 

Model 

 

          (   )       (   )       (   )       (   )       (   )       (   )
      (   )       (   )       (   )       (   )         

Where: 

   = FDI 

  Net FDI inflows as a percentage of GDP 

    = CPI (lagged 1 year) 

  Corruption Perceptions Index score between 0 and 10 (0 being the most corrupt, 

10 being the least corrupt) 

    = GDP (lagged 1 year) 

  GDP in current US$ 

    = GDPPC (lagged 1 year) 
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  GDP per capita in current US$ 

    = GDPGROW (lagged 1 year) 

  Annual percentage of GDP growth 

    = TRADE (lagged 1 year) 

  Total trade as a percentage of GDP 

    = INFLATION (lagged 1 year) 

  Annual GDP price change 

    = FINOPEN (lagged 1 year) 

  Continuous variable indicating financial openness 

    = HUMANCAP (lagged 1 year) 

  Continuous variable measuring the average years of school obtained by adults 25 

years old and above 

    = POLITY (lagged 1 year) 

  Polity score between -10 and 10 as measured by the POLITY IV project (the more 

negative the less democratic [and therefore more authoritarian]; the more positive 

the more democratic) 

   = Fixed effects by country 

   = Fixed effects by year  

   = Unexplained variance of time-invariant characteristics due to first-differences in 

difference GMM 

   = Unexplained variance: error term 

    = Y-intercept 

           = Coefficients of respective independent variables: partial slope coefficients 

 

 

Data 

This study will examine seven developing countries in Southeast Asia between 1995-

2011. Of the eleven countries in the region, nine are developing (Singapore and Brunei are 

considered developed). Myanmar and East Timor are not included in this study due to the 
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absence of FDI data for the former and the too few observations for the latter.
b
 The seven 

remaining countries include Cambodia, Indonesia, Laos, Malaysia, Philippines, Thailand, and 

Vietnam. Limited corruption data for these countries results in an unbalanced panel of 97 

complete observations. The model utilizes lagged independent variables, which further reduces 

the observations by one for each country and provides for 90 observations in the analysis. A 

summary of data used in this study is provided in this section which details sources and 

limitations of each variable. 

The dependent variable FDI will be measured using the percent of net FDI inflows 

relative to GDP. These data are collected from the most recent World Development Indicators 

(2013). While other studies have used actual FDI net inflows as their dependent variable, others 

have also used the percentage used here. This is largely because FDI inflows as a percentage of 

GDP represents the proportion of FDI in an economy. A smaller percentage in a following year 

implies that net FDI flows were negative for that particular year. ―This net inflows measure of 

FDI is the best measure to examine a country’s ability to attract FDI.‖ (Jensen, 2003) 

CORRUPTION, the primary independent variable of interest, is measured using 

Transparency International’s annual Corruption Perceptions Index (CPI). The World Governance 

Indicators is also a source used for corruption data, but thus far it has not been shown to change 

the outcome of any studies. (Jensen, 2003, 2008) Unfortunately, WGI data for the countries in 

this study are extremely incomplete; therefore it is not a viable option as an additional measure 

of corruption. As mentioned earlier, such indexes measure perceived levels of corruption and not 

                                                 
b
 East Timor’s independence was restored in 2002 and has inconsistent FDI data, which is problematic using lagged 

independent variables 
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actual instances of corruption. Egger (2006) succinctly explains why the CPI is an appropriate 

measure for corruption. 

―(1) The CPI is a composite index drawing on corruption indices 

of nine independent institutions, such as the World Bank (World 

Business Environment Survey, [WBES]), the European 

Intelligence Unit (EIU), the World Economic Forum (Global 

Competitiveness Report [GCR]), the Institute for Management 

Development (IMD) in Lausanne, and the Political and Economic 

Risk Consultancy (PERC) in Hong Kong (see Lambsdorff [2002] 

for a detailed description and on aggregation issues). Therefore, 

the CPI incorporates the information of other data sources (note 

that the CPI and the other indices are highly correlated (see 

Lambsdorff [2002]). (2) The CPI concentrates purely on corruption 

and is, in this sense, clean of other determinants of the institutional 

environment, such as political instability or institutional contract 

risks (e.g., viability of contracts or the risk of confiscation). (3) An 

inherent problem of almost all indices is that the perception of 

corruption varies with respect to the identity of the respondents. In 

particular, it depends on whether residents or country experts (i.e., 

expatriates) are asked to assess the degree of a country’s 

corruption. While the former are familiar with the cultural 

background and the ethical standards of the home country, they 

may have misleading perceptions due to missing comparisons to 

the intensity of corruption in other countries; the opposite holds 

true for the latter group of respondents. The CPI avoids this 

possible perception bias by referring to both perceptions of 

residents (as, e.g., assembled by the IMD, WBES, and GCR) and 

expatriates (as captured by the EUI or PERC corruption indices).‖ 

 

Economic control variables are taken from the World Development Indicators (2014) and 

the role of each is as follows. GDP measures the natural log of the gross domestic product, which 

proxies for the current size of a country’s market. GDPPC is GDP per capita, which proxies for a 

country’s level of economic development. GDPGROW represents the growth of a country’s 

economy for a given year. TRADE proxies for the level of a country’s trade, which is measured 

by the percentage of the total amount of imports and exports relative to GDP. Higher values for 
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any of these variables should lead to higher levels of FDI. INFLATION measures an economy’s 

annual price change and is a proxy for macroeconomic instability. Higher levels of inflation 

should reduce FDI. 

HUMANCAP proxies for the level of human capital and is measured by the average 

years of educational attainment of adults above 25 years of age. This variable is used to control 

for the skill and ability of the population of a country. The most updated version of the 

educational attainment dataset as compiled by Barro and Lee (2010) is used. Because it is only 

measured every five years, in-between years are imputed using previous fifth year observations. 

This method creates a conservative estimate because school years increase over time.
c
 An 

important issue with this proxy is that it only measures formal education and does not take into 

account the differing quality of education of countries. However, studies have found that those 

with more education will seek more skills and training, which allows average years of education 

of a country to be an acceptable proxy. (Barro and Lee, 2001) This is an often-used variable, 

however seeing how it is only a proxy for the actual skill of a country’s population, it will still 

not be an entirely accurate measure of human capital. It may have a negative bias on the estimate 

because there are other types of skills that are gained through means other than education. 

The Chinn-Ito Index is included as FINOPEN, a proxy for financial openness. This index 

―is based on the binary dummy variables that codify the tabulation of restrictions on cross-border 

financial transactions reported in the IMF’s Annual Report on Exchange Arrangements and 

 

                                                 
c
 Because it is only measured every five years, in-between years are imputed using the previous fifth-year 

observation. This method creates a conservative estimate because school years increase over time. For example, 

Malaysia’s observation in 2005 is 8.94, which means this number is used for the years 2005-2009. In 2010, the 

average age increases to 9.53. 
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EXHIBIT 2: VARIABLE MATRIX AND RATIONALE 

 
Variable 

Name 
Description 

Expected 

Sign 
Rationale 

Dependent Variable 

Y FDI 
Net FDI inflows to the host country, measured in 

continuous US dollars as percent of GDP 
n/a Jensen 2008 

Independent Variable (all independent variables are lagged 1 year) 

Yt-1 FDI 
Net FDI inflows to the host country, measured in 

continuous US dollars as percent of GDP 
+ Jensen 2008 

X1 CPI 

Continuous variable from 0-10 (0 being most 

corrupt) measuring corruption as provided by the 

Corruption Perceptions Index 

None 
Barassi 2012; Egger 2006; Wei 

2000 

X2 GDP 
Proxy for a country’s market size measured by the 

natural log of GDP 
+ Barassi 2012; Egger 2006 

X3 GDPPC 
Proxy for a country’s level of development 

measured by the natural log of per capita GDP 
+ 

Barassi 2012; Jensen 2008; 

Egger 2006 

X4 GDPGROW 
Proxy for a country’s annual economic growth 

measured by the percentage growth of the GDP 
+ Barassi 2012; Jensen 2008 

X5 TRADE 
Proxy for a country’s level of trade measured by 

the percentage of trade relative to GDP 
+ Jensen 2008 

X6 INFLATION 

Proxy for a country’s macroeconomic stability 

measured by the annual price change of an 

economy 

  
Jensen 2008; Egger and Winner 

2005 

X7 FINOPEN 
Proxy for a country’s financial openness measured 

by how few capital restrictions a country has 
+ 

Barassi 2012; Jensen 2008; Wei 

2000 

X8 HUMANCAP 

Proxy for the human capital of a country measured 

by the average years of school for adults above 25 

years old 

+ 
Barro and Lee 2010; Jensen 

2008 

X9 POLITY 
Level of democracy as measured by the polity 

score produced by the Polity IV project 
+ Jensen 2008 

i COUNTRY 
Country fixed-effects for the 7 countries in this 

study 
n/a 

Barassi 2012; Jensen 2008; 

Egger 2006; Wei 2000 

t YEAR Year fixed-effects between 1995-2011 n/a 
Barassi 2012; Jensen 2008; 

Egger 2006; Wei 2000 

Notes: 

1. CPI is compiled by annual Transparency International reports between 1995-2011. 

2. FINOPEN is borrowed from the latest revision of the Chinn-Ito Index of financial openness. 

3. HUMANCAP is borrowed from the latest revision of the Barro and Lee human development dataset in 

2010. 

4. POLITY is borrowed from the latest revision of the POLITY IV project. 

5. All other country variables are collected from the latest World Development Indicators by the World Bank. 
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Exchange Restrictions (AREAER).‖ (Chinn and Ito, 2006) These data include a low value of -

1.17 and high value of 2.18 in the sample where more positive numbers indicate more openness 

and fewer capital restrictions. The measurement differs from most similar measures, such as 

Brune et al., (2006) where a more positive score denotes more restrictions. The benefit of this 

index is that it is not based on binary indicators, which do not differentiate between the severity 

of controls. 

Political factors are controlled using POLITY. This variable is an ordinal measure from 

negative 10 to positive 10 and countries with higher values will be less autocratic and more 

democratic. The version of these data that is used for analysis here takes into account transition 

economies by providing gradually increasing (or decreasing) values for countries that become 

more democratic (or more autocratic) over a short period of time. These data are taken from the 

Polity IV project. There is a debate about whether a continuous variable or binary variable 

indicating that a country is democratic or not should be used. Jensen (2003, 2008) found that 

substituting one for the other has not provided substantially different results for predicting FDI. 

 

Initial Analysis 

Descriptive analyses of the data do not produce any obvious trends or relationships 

between corruption and FDI. Chart 1 plotted the average flow of CPI and FDI without finding 

any particular relationship among them. Similarly, in Chart 3 below, an obvious visual 

relationship cannot be identified by examining the average CPI of a developing country in 

Southeast Asia with its average FDI between 1995-2011. Using data from 2011 to rank these  
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CHART 3: RELATIONSHIP BETWEEN AVERAGE CPI AND FDI BETWEEN 1995-2011 

            
 

 

 

 

 

 

CHART 4: COUNTRIES RANKED BY 2011 CPI SCORE AND FDI NET INFLOWS (MOST TO LEAST 

CORRUPT) 

Country CPI FDI (% GDP) 

Cambodia 2.1 7.03 

Laos 2.2 3.66 

Philippines 2.6 0.81 

Vietnam 2.9 6.01 

Indonesia 3.0 2.27 

Thailand 3.4 2.25 

Malaysia 4.3 4.17 
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same countries from most to least corrupt in Chart 4 along with their inward FDI also does not 

provide any obvious trends. 

Even if a trend or correlation were identified in these charts, an econometric analysis 

would still be needed to identify a more accurate relationship. It would allow for other factors to 

be controlled for, which would produce a better estimate of what the relationship might be. 

 

Results 

In model 1, an OLS bivariate model is presented which shows the isolated relationship 

between FDI and corruption. A weakly statistically significant positive relationship between 

corruption and FDI is observed. Specifically, a one point increase on the Corruption Perceptions 

Index (indicating less corruption) is associated with a 1.17 percent increase in the percentage of 

FDI relative to GDP. This relationship has been the impetus of many research studies on the 

topic. However, there are many other variables that may potentially influence the flow of FDI. 

In model 2, Ordinary Least Squares (OLS) is used to estimate the regression results. The 

coefficient on corruption is fairly small and more importantly, the relationship between 

corruption and FDI is not statistically significant. Fixed effects are then included to account for 

characteristics that are fixed across time and time-varying characteristics that are constant among 

countries. Model 3 should therefore create a more accurate specification by employing fixed 

effects. The coefficient on corruption now becomes highly statistically significant at the 99 

percent level. 

Using a fixed effects model does not correct for issues arising in connection with using a 

lagged dependent variable and reverse causality, which is why we arrive at the final model using 
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TABLE 1: TIME SERIES PANEL REGRESSION RESULTS 

 
 (1) (2) (3) (4) 

VARIABLES Bivariate OLS Fixed Effects Arellano-Bond 

     

CPI
t-1

 1.167* 0.0881 1.642*** 1.094 

 (1.779) (0.166) (3.869) (1.240) 

%FDI
t-1

  0.481*** 0.364** 0.107 

  (7.221) (2.582) (0.491) 

GDP
t-1

  -2.12e-06 -4.53e-06 -6.79e-06 

  (-0.737) (-1.256) (-0.601) 

GDP per capita
t-1

  -0.000328 -0.000491 7.38e-05 

  (-1.625) (-1.155) (0.0344) 

%GDP Growth
 t-1

  -0.0396 -0.130** -0.196* 

  (-0.665) (-2.560) (-2.282) 

%Trade
 t-1

  0.0226*** 0.00228 0.00795 

  (3.152) (0.153) (0.211) 

Inflation
t-1

  -0.0581** -0.0488* -0.0735* 

  (-2.305) (-2.151) (-1.959) 

Financial Openness
 t-1

  -0.0126 -0.690 -1.091 

  (-0.0378) (-1.018) (-1.426) 

Avg Yrs of School
t-1

  -0.467*** 1.230 4.057 

  (-3.365) (0.472) (0.643) 

Polity
t-1

  0.0610* 0.161* 0.153 

  (1.752) (2.421) (0.849) 

Constant 0.502  -6.713  

 (0.232)  (-0.557)  

     

Observations 90 90 90 90 

R-squared   0.500  

Robust t-statistics in parentheses *** p<0.01, ** p<0.05, * p<0.1 

 

the Arellano-Bond GMM method in Model 4. Most importantly, CORRUPTION returns to being 

insignificant in this last model. It shows that changes in the Corruption Perceptions Index are not 

associated with net inflows of FDI. That is consistent with the conclusions of the initial analysis 

and suggests that corruption is not important in attracting FDI in Southeast Asia. GDPGROW 

remains significant with fixed effects results and its magnitude increases marginally. That is 

inconsistent with the common belief that higher growth leads to more FDI, however, it is not 

inconsistent with previous findings (Jensen, 2003, 2008). This is most likely explained by the 
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―scaling effect,‖ which refers to the finding that developing countries have higher growth rates 

compared to developed countries (Barro, 1990). The negative coefficient would then be the 

result of higher GDP growth rates compared to FDI growth. Another explanation could be that 

the time period studied is too short to take into account business cycles. The Asian Financial 

Crisis began in 1997 and had considerable effect on four of the seven countries (Indonesia, 

Malaysia, the Philippines, and Thailand) in the analysis (Agenor et al., 2006). INFLATION is 

found to be negatively associated with FDI, consistent with theoretical predictions, but its 

magnitude is negligible. 

In contrast, previous academic work insinuates that corruption may be innocuous or 

harmful (Wheeler and Mody, 1992; Hines, 1995; Wei, 1997, 2000; Voyer and Beamish, 2004; 

Egger and Winner, 2006; and Busse and Hefeker, 2007; Barnassi and Zhou, 2012). This study 

finds that corruption does not affect FDI flows and, indirectly, overall economic development. 

 

Policy Implications 

Corruption programs have been implemented in many of the countries in this analysis. 

However, the findings of this study imply that governments of developing countries in the region 

do not need to heed calls to tackle corruption if they want to attract FDI. If economic 

development is a goal of the region, the results of this study signals that these countries should 

not focus on corruption given the limited resources developing countries have. It is clear that 

countries in the region have invested political capital, time, and money into anti-corruption 

schemes regardless. 
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Indonesia’s anti-corruption example has been lauded in recent years, but the latest attacks 

on its program may leave it toothless. The Corruption Eradication Commission was formalized 

in 2002 allowing the investigation of corruption cases by the police. It created a separate 

corruption court and a separate prosecution office specializing in corruption cases. Until 

February 2011, the corruption court has convicted about 250 defendants with a 100 percent 

conviction rate. (Butt, 2011) Such success is owed to the high quality work of the prosecutors as 

well as the independence of the corruption court. However, after prominent officials were 

targeted in high-profile cases, the system came under attack through legislative modifications. 

This has watered down the robustness of these antic-corruption agencies and may signal the end 

of a rare successful anti-corruption program in the region. 

In fact, many countries in the region have attempted establishing anti-corruption agencies 

in the past with little success. Thailand created the Office of the Counter-Corruption Commission 

(OCCC) in 1975 and in 1997 established the the National Counter Corruption Commission 

(NCCC) to replace the ineffective OCCC. (Quah, 2010) Unfortunately, the NCCC has also failed 

to curb corruption effectively. (Mutebi, 2008) The Philippines has seen numerous similar 

commissions since its independence. There was the short-lived Presidential Complaints and 

Action Commission from 1953-1957 (Quah, 2004) and the most recent National Anti-Corruption 

Program of Action established in 2006 (Nawaz and Bridi, 2008) and many more in-between. The 

experiences of these organizations have not fared any better than Thailand’s.  

The rare example of success in the region is Singapore, a developed country that is touted 

for scare corruption. Quah (2010) chronicles the experiences of four Asian countries in their 

pursuit of decreasing corruption, two successful (Singapore and Hong Kong) and two 
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unsuccessful (South Korea and Thailand). He concludes that there are no easy steps that can lead 

to success in this realm and legislation and organizations are only the tip of the solution. What is 

crucial for success is organizational independence and, even more so, unwavering political will 

of the leaders of the country to protect the integrity and authority of the anti-corruption agencies. 

While there continue to be indications of support for anti-corruption in the region, the support 

has not been broad or consistent enough for changes to take hold. Relative to attracting FDI, that 

does not seem to be an issue. 

 

Conclusion 

This study sought to understand the relationship between corruption and Foreign Direct 

Investment among the developing countries of Southeast Asia. There have been conflicting 

findings on the role of corruption in the past, but initial analyses indicated corruption may not 

have an influence for FDI flows in the region. Using the Arellano-Bond GMM method and 

controlling for a variety of economic and country characteristics, the results suggested there is no 

significant relationship between corruption and FDI. 

However, this study is limited because it only took into account available data for the 

countries considered. The CPI was the most complete data source, but using it for quantitative 

analyses means that many countries are limited to when the scores began to be collected. For 

example, Cambodia, Laos, and Malaysia only have scores beginning in 2005. Incomplete CPI 

and FDI data also meant the study excluded Myanmar and East Timor. Therefore, the conclusion 

of this analysis may not be representative of all developing countries in the region. 
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Many research opportunities exist surrounding this topic in Southeast Asia, which has 

received little academic attention. As better data are collected from all the countries in the 

region, more representative conclusions can be made. Seeing how the region has much 

experience with anti-corruption agencies, but continues to be corrupt, studying the efficacy of 

such organizations and their influence on FDI would be of great interest. Comparing the FDI 

flows and corruption patterns of newly industrialized countries in Asia (Singapore, South Korea, 

Taiwan, and Hong Kong) and developing countries in Southeast Asia can provide insight on 

what corruption patterns lead to high-income development. 

The findings of this paper corroborate the story that corruption does not ―sand the 

wheels‖ or ―greases the wheels‖ of business in the region. There absence of a significant 

relationship between corruption and FDI should inform economic decision makers in emerging 

markets of Southeast Asia to reduce attention to corruption programs relative to efforts to 

increase investment. That is not to say anti-corruption agencies that require consistent and broad 

support from the political elite can positively affect other priorities. It seems that a government’s 

investment into corruption programs will not have an impact on foreign investor confidence.  
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Model Diagnostics 

 

Poolability Test 
 

      Source |       SS       df       MS              Number of obs =      97 

-------------+------------------------------           F( 22,    74) =   10.08 

       Model |   445.59361    22   20.254255           Prob > F      =  0.0000 

    Residual |   148.74912    74  2.01012324           R-squared     =  0.7497 

-------------+------------------------------           Adj R-squared =  0.6753 

       Total |   594.34273    96  6.19107011           Root MSE      =  1.4178 

 

---------------------------------------------------------------------------------- 

      percentFDI |      Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval] 

-----------------+---------------------------------------------------------------- 

             cpi | 

             L1. |   6.796269    3.94829     1.72   0.089    -1.070871    14.66341 

                 | 

       countryid | 

              3  |   9.469168   8.859758     1.07   0.289    -8.184286    27.12262 

              4  |   7.318148   8.860687     0.83   0.412    -10.33716    24.97345 

              5  |   11.74008   12.48818     0.94   0.350    -13.14315    36.62332 

              7  |   4.250341   9.291638     0.46   0.649    -14.26365    22.76433 

              9  |   11.90022   10.06581     1.18   0.241    -8.156354    31.95679 

             11  |   7.312694   12.89588     0.57   0.572    -18.38292    33.00831 

                 | 

countryid#cL.cpi | 

              3  |  -6.590907   4.337958    -1.52   0.133    -15.23448    2.052664 

              4  |    -4.0292   4.098085    -0.98   0.329    -12.19481    4.136413 

              5  |  -6.967317   4.328322    -1.61   0.112    -15.59169    1.657053 

              7  |  -5.295362   4.134712    -1.28   0.204    -13.53396    2.943232 

              9  |  -6.809291   4.283384    -1.59   0.116    -15.34412    1.725538 

             11  |  -4.481093   5.377846    -0.83   0.407    -15.19668    6.234499 

                 | 

      percentFDI | 

             L1. |    .405461   .1144476     3.54   0.001     .1774191    .6335029 

                 | 

     GDPmillions | 

             L1. |   1.98e-06   4.35e-06     0.46   0.649    -6.68e-06    .0000106 

                 | 

           GDPpc | 

             L1. |   -.000387   .0003906    -0.99   0.325    -.0011652    .0003912 

                 | 

         GDPgrow | 

             L1. |  -.0656639    .049583    -1.32   0.189    -.1644603    .0331325 

                 | 

       tradeperc | 

             L1. |  -.0016469   .0149333    -0.11   0.912    -.0314021    .0281083 

                 | 

       inflation | 

             L1. |  -.0459882   .0265057    -1.74   0.087     -.098802    .0068256 

                 | 

          kaopen | 

             L1. |   .2767386   .4415052     0.63   0.533    -.6029797    1.156457 

                 | 

          yr_sch | 

             L1. |   .7641562   .8517066     0.90   0.373    -.9329063    2.461219 

                 | 

          polity | 

             L1. |  -.0078649   .0622899    -0.13   0.900    -.1319803    .1162504 

                 | 

           _cons |   -12.4867   9.355193    -1.33   0.186    -31.12733     6.15393 

---------------------------------------------------------------------------------- 

 

.  

. testparm i.countryid#c.L.cpi 
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 ( 1)  3.countryid#cL.cpi = 0 

 ( 2)  4.countryid#cL.cpi = 0 

 ( 3)  5.countryid#cL.cpi = 0 

 ( 4)  7.countryid#cL.cpi = 0 

 ( 5)  9.countryid#cL.cpi = 0 

 ( 6)  11.countryid#cL.cpi = 0 

 

       F(  6,    74) =    0.90 

            Prob > F =    0.4980 

 

In order to determine the poolability of the data, an auxiliary OLS regression is run with country 

indicator variables and interactions between the country and CPI. If the fixed effects in the form 

of interactions are significant, a pooled OLS model cannot be used. Using a Wald test following 

the regression, the F-statistic is 0.90 associated with a p-value of 0.4980. That indicates that the 

fixed country effects are not significant, which means a pooled model can be used. 

Correlation Matrix 
 

 

percen~I L.cpi L.perc~I L.GDPm~s L.GDPpc L.GDPg~w L.trad~c L.infl~n L.kaopen L.yr_sch 

percentFDI 1 
         

L.cpi 0.06 1.00 
        

L.percentFDI 0.82 0.06 1.00 
       

L.GDPmilli~s -0.19 0.07 -0.16 1.00 
      

L.GDPpc 0.06 0.79 0.11 0.49 1.00 
     

L.GDPgrow 0.29 -0.07 0.30 -0.08 -0.05 1.00 
    

L.tradeperc 0.44 0.81 0.47 0.07 0.67 0.06 1.00 
   

L.inflation -0.16 -0.26 -0.16 -0.11 -0.16 -0.10 -0.27 1.00 
  

L.kaopen -0.08 -0.11 -0.08 0.25 0.14 0.07 0.12 -0.25 1.00 
 

L.yr_sch 0.07 0.61 0.08 0.26 0.63 -0.17 0.62 -0.17 0.07 1.00 

L.polity 0.00 0.18 -0.02 0.32 0.34 -0.05 0.27 -0.17 0.24 0.20 

 

Two correlation matrix shows several relationships that indicate high levels of correlation and 

may present a multicollinearity issue in this models. However, one of those is between present 

FDI and lagged FDI, which is predictable. 
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Heteroskedasticity Test 

 

Residuals Plot 

 
 
Arellano-Bond test for AR(1) in first differences: z =  -1.30  Pr > z =  0.192 

Arellano-Bond test for AR(2) in first differences: z =   0.31  Pr > z =  0.755 

 

In order to test for heteroskedasticity, the residuals are plotted and an autocorrelation test is used. 

There is an obvious linear relationship when the residuals are plot. The autocorrelation test, 

however, does not reject the null hypothesis of no autocorrelation in both the first and second 

order of first-differences. Robust standard errors will be employed because it does not bias 

coefficients and will provide more confidence in the outcomes. 

Sargan and Hansen’s J Test 

Sargan test of overid. restrictions: chi2(24)   =  23.39  Prob > chi2 =  0.497 

  (Not robust, but not weakened by many instruments.) 

Hansen test of overid. restrictions: chi2(24)   =   0.00  Prob > chi2 =  1.000 

  (Robust, but weakened by many instruments.) 

 

Difference-in-Hansen tests of exogeneity of instrument subsets: 

  iv(L.inflation L.kaopen) 

    Hansen test excluding group:     chi2(22)   =   0.00  Prob > chi2 =  1.000 

    Difference (null H = exogenous): chi2(2)    =  -0.00  Prob > chi2 =  1.000 
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Difference GMM employs internal instruments to estimate the coefficients. It uses the first and 

second order of first differences of the independent variables to create an exogenous instrument. 

The Sargan and Hansen J (used specifically when using robust standard errors) tests indicate the 

null hypothesis that the instruments as a group are exogenous cannot be rejected.  
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