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Abstract

Investment is a macroeconomic variable and its well-known as the engine of economy that boosts economic growth,
economic development and sustainable development. Investment plays an important role in the livelihood welfare of citizens. All
economies require different types of investments, particularly Foreign Direct Investment/ FDI in different sectors. Based on em-
pirical researches, mostly FDI has positive impacts on the sustainable economic growth of the host economies. On the one hand,
FDI transfers technologies, skills, innovations, experiences, techniques and knowledge to the host economies. On the other hand,
it provides host economies with stable financial resources for a long period of time. Thus, it is the responsibility of governments
to open their borders toward FDI inflows in order to attract this valuable financial resource. Despite the fact that countries require
FDI, but corruption is one of the main obstacles against it.

Theoretically, there is a negative correlation between corruption and FDI inflows. In other words, corruption negatively
impacts the FDI inflows and decreases FDI volume. Because, corruption increases costs and decreases benefits of FDI, corruption
deteriorates the competitive trade environment; corruption discourages foreign investors through protecting domestic investors
and corruption negatively effects the productivity of foreign investors. In practice, although most of the empirical researches
showed that corruption negatively impacts the FDI flows, some empirical researches also confirmed that there is a positive cor-
relation between corruption and FDI flows. Hence, countries are responsible in fighting against corruption to attract more FDI
and in return benefit their sustainable economic growth.
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1. Introduction

Investment is a macroeconomic variable that works as the engine for sustainable eco-
nomic growth, economic development, sustainable development, and overall production level
of economy in the country. It is derived from savings of the citizens in a country. The balance
between investments and savings constitutes an important basis for having a sound and strong
economic system. While the imbalance between investments and savings means a surplus or
shortage of investments compared to the savings. This imbalance between these two variables
(savings and investments) can be risky for the whole economic system. On the one hand, if a
country has more savings rather than investments this can be hypothesized that the economy
does not have enough capacity to absorb all its resources. Thus, for the sake of efficient use, the
extra resources should be invested abroad. On the other hand, if a country has fewer savings
compared to the investments, the high officials of the certain country are responsible for opening
their borders for the foreign investors.

1. 1. Definitions and Types of Foreign Direct Investment

In fact, there are two main types on foreign investments, such as foreign direct investment
and foreign indirect investment. Foreign Direct Investment (FDI) is defined as “an investment,
made by a company or entity, based in one country, into a company or entity, based in another
country” [1]. While Foreign Indirect Investment is defined as buying securities of a company by a
foreign investor without any control or influence on its operations in the host country [2].

This paper discusses the impact of corruption on attracting FDI. This paper is in four parts:
First, it introduces the topic and particularly describes the importance of FDI attraction on the
economy. Second, it describes the importance and impacts of FDI. Third, it describes the results
and findings about impacts of corruption on FDI inflows and finally it ends up with a conclusion.
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Aim of research

This paper is mainly focusing on three most important scenarios; evaluation of the term
corruption, evaluation of the term foreign direct investment and impacts of corruption on attracting
foreign direct investment. Therefore, the main purpose of the current paper is to evaluate impacts
of corruption (theoretical or practical) on attracting foreign direct investment.

2. Materials and Methods

2. 1. Importance of Foreign Direct Investment

Foreign Direct Investment provides stable financial resources with a long time horizon that
can play an important role in the economic growth, economic development and sustainable devel-
opment of a host economy. FDI is crucial for all countries, especially developing countries (devel-
oping economies) compared to the developed economies (developed countries). Because, on the
one hand, the domestic resources of developing countries are not sufficient to meet their needs and
requirements and on the other hand, the economic problems of developing countries like unem-
ployment rate, high inflation rate, low investment, low production, low economic growth, deficit
of trade balance, unequal income distribution, low savings, low consumption, low living standards
and high poverty rate is much higher compared to the developed economies. Thus, it is essential
for developing economies to attract more FDI in order to meet their wishful requirements. FDI
transfers knowledge, techniques, skills, technologies and innovations to the host economies. Thus,
FDI can impact the macroeconomic and microeconomic variables of the host economies in spheres
of business, competition, innovations, technology, growth, employment, development and citizen’s
welfare areas [3].

2. 2. The Impacts of Foreign Direct Investment

As per evidences, the impacts of FDI on macroeconomic variables of the countries are
mostly positive. For instance, Classens (1993) conducted his research on “different forms of mobi-
lization of financial resources”, his findings showed that FDI is the best form of financing for the
developing economies [4]. In other words, if we compare different forms of financing resources
like FDI and domestic financing, according to Classens (1993) the best way of financing develop-
ing economies is FDI. Laura Alfaro (2003) in her empirical research on “Foreign Direct Investment
and Growth: Does the Sector Matter?” collected cross — countries panel data for the period of 1981—
1999 and found that FDI has positive impact on manufacturing sector [5]. Beatrice Farkas (2012)
in a research on “Absorptive Capacities and the Impact of FDI on Economic Growth” showed that
“contribution of FDI to economic growth is positive and significant depending on the level of hu-
man capital and the development of financial markets, but its presence in developing countries must
complement rather than substitute a set of other growth determinants.” [6]. In all above studies one
can observe that FDI has a positive role on the whole economy of a country.

Mostly impact of FDI on sustainable economic growth is positive, but when FDI works as
substitutes for domestic investments or when it occurs in the primary sector, such as an agricul-
ture sector, it could have negative consequences on the sustainable economic growth of a country.
For instance, according to Misun and Tomsik (2002) with evidences from Poland in 1990s, “If
FDI crowds out domestic investment, total private investment rises by less than the FDI and the
benefits for the country are reduced.” [3]. Alfaro (2003) also argued that FDI in the primary sector
has negative consequences on economic growth of a country [5]. From above studies it is obvious,
that sometimes FDI has negative consequences on sustainable economic growth of a host country
in the most cases.

3. Result

Mostly corruption is defined as “the abuse of public power for private benefit” [7]. Corrup-
tion is an illegal activity which negatively impacts the business environment, economic growth,
economic development, citizen’s welfare, FDI attraction, and the overall quality of governance in
a country. Typically corruption occurs in two major types such as petty (administrative) and grand
(political) and it affects the performance of a government to achieve its predetermined goals and
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objectives. As well as, corruption occurs in other forms like bribery, extortion, embezzlement,
money laundering, forgery, fraud and nepotism in public and private offices. Corruption works
as a cancerous disease and it negatively impacts FDI inflows (FDI attraction) in a host economy.
The main purpose of FDI inflow is profit maximization and the major challenge against this profit
maximization is assessed corruption.

In theory, corruption has a direct impact on the cost of FDI in host economies [8]. On the one
hand, in a corrupt system the foreign direct investors require to pay money as a bribe to the corrupt
officials in order to run their businesses. The reasons for this payment are due to the long regis-
tration processes of FDI, licensing requirements, taxation issues and long bureaucratic procedures
in the host economies. When foreign investors pay money as a bribe to the corrupt officials it sig-
nificantly increases the costs of doing their business. According to the Transparency International
report, more than half of the respondents in a survey complained that corruption has increased their
costs of doing business by 10 percent [9]. Thus corruption increases costs of doing business and it
is a challenge in FDI attraction in a host country.

In addition, theoretically corruption affects the competition environment in the host econo-
mies and in turn it affects the FDI attraction. An FDI is beneficial where the competition environ-
ment is protected by the government under the certain regulations and supported by the officials.
When foreign investors want to invest in a host country, firstly they want to maximize their profits
by investing in a well manageable environment. Thus, foreign investors want to get market power
gradually by raising their market shares that leads to the profit maximization. Since the FDI trans-
fers new technologies, knowledge, experiences and skills to the host countries, it will be beneficial
to compete with the domestic investors in a regulated and protected environment for FDI. Thus,
corruption negatively impacts the quality of competition and government intervenes in the market.
This means that corruption deteriorates the competitive environment and reduces the FDI inflows
in the host countries by the low protected environment.

Moreover, in theory, corruption protects the domestic investments against FDI and in turn it
reduces the FDI attraction in the host countries. In other words, corruption discriminates between
domestic investments and FDI in terms of the origin through the violation of the national treat-
ment principle of WTO [10]. Corruption increases the opportunity cost for businesses by foreign
investors compared to the domestic investors, particularly during the registration, licensing and tax
procedures. In turn, corruption decreases FDI attractiveness of host economies, because under a
corrupt system foreign investors pay an additional amount of money as a bribe to the corrupt offi-
cials otherwise they will suffer from long bureaucratic procedures that increases their opportunity
cost. But domestic investors are familiar with the system and they do not pay such an additional
amount of money as a bribe to the corrupt officials and they will not suffer from long bureaucratic
procedures (opportunity cost). In turn, corruption negatively affects the prices of goods for foreign
investors and it reduces the FDI attraction in the host country.

Furthermore, corruption increases the risks of doing business and decreases the confidence level
of foreign investors. In turn, corruption reduces the attractiveness of FDI in the host economy [11]. A
corruption level is one of the indicators of measuring the governance quality in a country and it can
directly impact the FDI attraction in the host economy. The low level of corruption can be hypoth-
esized as a symptom of better governance and the high level of corruption can be hypothesized as a
symptom of bad governance. In bad governance, the foreign investors’ feel high risk and low confi-
dence in front of their business. That is why they prefer to not invest their money in a host economy
with bad governance. It means that, bad governance creates high risk and low confidence level for
foreign investors. Thus, foreign investors do not invest their money in a host economy with high risk
and low confidence level. In turn, bad governance reduces the FDI attraction in the country.

In addition, corruption reduces the productivity, resource allocation, quality of goods and
services, innovations and efficiency of FDI and in turn it reduces the FDI attraction in the host
economies [8]. More specifically corruption works as a cancerous disease that negatively impacts
the volume of FDI in the host economies.

In practice, most of the empirical researches also showed that there is a significant negative
correlation between a level of corruption and FDI attraction in the host economies, but some re-
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searches also showed that there is a positive relationship between these two variables. For instance,
Ali Al — Sadig (2009) in his empirical research on “The Effects of Corruption on FDI Inflows”,
with panel data from 107 host economies for the period of 1984 — 2004 showed that there is a strong
negative correlation between corruption and FDI attraction [12]. He argued that one point decrease
in corruption causes 11 percent increase in FDI per capita inflows [12]. In addition, Aye Mengistu
Alemu (2012) in an empirical research on “Effects of Corruption on FDI Inflow in Asian Econo-
mies”, with a panel data from 16 Asian host countries over the period of 1995 — 2009 showed that
there is a strong negative correlation between corruption and FDI attraction (1 percent increase
in corruption decreases 9.1 percent FDI) [8]. Moreover, Rahim M. Quazi (2014) in an empirical
research on “Corruption and Foreign Direct Investment in East Asia and South Asia: An Econo-
metric Study” with panel data from all East Asia and South Asia economies over the period of
1995-2011 argued that there is strong negative correlation between corruption and FDI attraction
in the host economies [13].

As mentioned above, in practice, some empirical researches show that corruption posi-
tively affects the FDI attraction in host economies. This means that foreign investors by paying
some additional amount of money (bribe) avoid the opportunity cost and other types of cost in
their businesses. For instance, Katrina Pla Gutierrez (2015) conducted an empirical study on
“The Effect of Corruption on FDI in Argentina”, she collected panel data over the period of
19952013 and her findings showed that in Argentina there is a positive correlation between
corruption and FDI [9]. Because, in Argentina FDI is mostly attracted in natural resources and
since natural resources are limited around the world, so it is beneficial for foreign investors to
keep their investments in this area. In addition, Eagger and Winner (2005) conducted their em-
pirical research on the relationship between corruption and FDI attraction, they collected panel
data from a sample of 73 developed and developing economies over the period of 1995-1999 and
their finding showed that there is a significant positive relationship between corruption and FDI
attraction in the host economies [14].

4. Conclusion

As aresult, currently investment is known as the engine of sustainable economic growth in
the economy. Investment (domestic or foreign) plays an important role in the welfare of citizens. All
economies require investments in different areas and in different types. However the importance
of FDI is much higher rather than any other investments. Based on empirical researches, mostly
FDI has positive impacts on the sustainable economic growth of the host economies. On the one
hand, FDI transfers technologies, skills, innovations, experiences, techniques and knowledge to the
host economies. On the other hand, it provides host economies with stable financial resources for a
long period of time. Thus, it is the responsibility of governments to open their borders toward FDI
inflows in order to attract this valuable financial resource. Despite the fact the countries require
FDI, but corruption is one of the main obstacles against it.

Theoretically, there is a negative correlation between corruption and FDI attraction in the
host economies. In other words, corruption negatively impacts the FDI inflows and decreases the
volume of FDI attraction. Because corruption increases the costs and decreases the benefits of FDI
(return on investment), corruption deteriorates the competitive environment; corruption protects
the domestic investors against foreign investors and corruption impacts the productivity of foreign
investors. In practice, although some empirical researches showed that there is a positive correla-
tion between corruption and FDI, most of the empirical researches also showed that corruption
negatively impacts the FDI attraction. In conclusion, one would infer that corruption is a cancerous
phenomenon and countries are responsible for fighting this illegible phenomenon in order to attract
more FDI and in turn benefit their sustainable economic growth.
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