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ABSTRACT 

  

There is great debate if corruption deters or helps foreign direct investment (FDI). 

In my dissertation I forward this debate and offer two suggestions. The link between 

corruption and FDI is best observed at the FDI industrial level.  I disaggregate FDI into 

three dependent variables: market-seeking, labor-seeking and raw materials-seeking FDI. 

Second I argue the relationship between FDI and corruption is affected by the prevailing 

political institutions in a host country. I include veto players as a measure of political 

institutions.  

I conduct quantitative analyses and results indicate that FDI is indeed a firm level 

decision. I find that for the most part corruption and weak political institutions are a 

deterrent to FDI, however, in raw materials-seeking corruption compensates the 

consequences of a defective bureaucracy and bad policies. These findings show that 

foreign investors invest in different host environments in pursuit of different institutional 

advantages. The positive relationship between weak political institutions and corruption 

on raw materials-seeking FDI should however, not be interpreted as an ultimate 

institutional advantage. Results indicate that corruption is an effective tool in the short-

term only, in the long run, the positive effects of corruption on raw material-seeking FDI 

diminish indicating that a government’s commitment to foreign investments is best 

signaled by legitimate government institutions.  
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INTRODUCTION 

 

On November 11, 2011, the Nigerian Daily News reported that a one-month old baby 

was listed as a government employee in northern Nigeria, earning about $150 for the last two or 

three years. This discovery was indicative of the widespread corruption starving the oil-rich West 

African nation of its resources. The report of an infant ghost worker sent shockwaves through 

most Western media outlets; but as shocking as this piece of news was to the western world, the 

issue of ghost workers in African nations is not a surprise to Africans. In July of the same year a 

similar report of ghost workers in government positions was revealed in Kenya; this time it was 

found that the Nairobi city council had 15 deceased persons on its payroll.  

Many question how this is possible, but in countries where corruption and administrative 

regularities are the order of the day, these stories become a norm, from petty corruption to grand 

corruption. Corruption does not stop at government offices, but extends to foreign investors 

venturing into and operating businesses in these countries. They find themselves caught in the 

quagmire of corruption and political greed which can work to the benefit or detriment for the 

foreign investors. There are numerous examples of corruption been used to the benefit of 

investors such as is the case of Alcatel a French telecommunications company with investments 

in  Costa Rica.
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“In mid-2004 Alcatel was awarded a contract to improve the country’s 

cellular phone system allegedly after its officials successfully bribed José Antonio 

Lobo, Rodríguez’s protégé and a former director of the state electricity company, 

Instituto Costarricense de Electricidad (ICE), with a US $2.4 million ‘prize’. Lobo 

said he had been ‘advised’ to accept the sum by Rodríguez, who is reported to 

have demanded 60 per cent of it. Digging deeper into Alcatel’s dealings, 

allegations emerged that it had attempted to influence previous and current Costa 

Rican politicians as well. José María Figueres, a former president, was forced to 

step down from his senior position at the World Economic Forum in Geneva in 

October 2004 following allegations that he had received a US $900,000 bribe 

from Alcatel during his years of public office. Current President Abel Pacheco 

has been asked to explain an undeclared US $100,000 donation to his presidential 

campaign, also by Alcatel. In total, the authorities believe that Alcatel, which 

enjoys a near monopoly of telecommunications services in the country, has paid 

more than US $4.4 million to Costa Rican politicians and officials” (Transparency 

International Global Corruption Report,  2006:146-147). 

 

However not all companies indulge in the business practices of Alcatel. In fact scholars 

and government officials alike argue that corruption is a deterrent to foreign investors. For 

example, government officials interviewed in Kenya cite corruption as a hindrance to poor 

investment in this East African country. Three government officials who were interviewed for 

the purposes of this research cited corruption as the leading culprit. Dr. Mwega, a renowned 

economist from the University of Nairobi, claimed that the high-profile corruption cases in the 
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1990’s, such as Goldenberg, produced adverse effects by increasing the investment risk factor in 

Kenya. 

Kenya’s Goldenberg saga involves an international investor named Kamlesh Pattni and 

the Kenyan government. In 1990 Kamlesh Pattni wrote to the then Vice-President and Minister 

of Finance, Prof. George Saitoti, seeking exclusive rights to export gold and diamonds through 

his company Goldenberg International.  Under the new scheme, Goldenberg International would 

be able to claim back a certain percentage (20%) of the value of the exported goods.  Over and 

above the new “repayment legislation,” Goldenberg International received an extra 15% so as “to 

encourage further exports.”  It was later revealed that neither gold nor diamonds were exported, 

but that Goldenberg International had received – from Kenya’s treasury – approximately US 

$600 million between 1991 and 1993 (Daily Nation, May 27, 2004).  The Goldenberg saga cost 

the Kenyan government an estimated  $600M between 1990 and 1993 (BBC World News, 17 

February, 2004). The Goldenberg saga was also cited by Mutahi Kagwe, a Kenyan member of 

Parliament, as a detriment to Kenya’s financial climate. Dr. Rose Ngugi, an economist at Nairobi 

University, added that corruption has been a hindrance to FDI in Kenya as it is blamed for a low 

rate of return on investments. An unnamed high ranking official in Kenya’s Ministry of finance 

acknowledged that major loopholes in Kenya’s institutions have led to grand corruption in 

Kenya. 

The sentiments portrayed above are not unique to Kenya; findings by Transparency 

International cite corruption to be a deterrent to investment in most developing countries.  In 

Angola and Uganda, for example, the costs of starting a business surpass the average per capita 

income, putting formal status well beyond the means of many informal entrepreneurs 

(Transparency International, 2010). Morocco experiences an annual loss of some $3.6 billion, 
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owing to lack of transparency, a considerable portion of the $13.8 billion spent annually on 

public procurement.   

Transparency International’s Global Corruption Report (2009) documents many cases of 

managers, majority shareholders and other actors inside corporations who abused power 

entrusted to them for personal gain.  In developing and transition countries alone, companies 

colluding with corrupt politicians and government officials have supplied bribes estimated at up 

to $40 billion annually. In 2006, the Tanzanian government contracted a U.S. firm to build and 

operate a power plant. Most of the contract negotiations were carried out in secret and ultimately 

the plant fell behind schedule, incurring great costs. An investigating committee issued a detailed 

report in 2007 alleging that high-ranking officials had influenced the decision to retain the U.S. 

firm despite objections made by the technicians. As a result, the prime minister and the current 

and former ministers for energy and minerals resigned. 

Research shows that one half of the international business executives polled estimated 

that corruption raised project costs by at least 10 percent. Corruption continues to exert its cost in 

countries that desperately need capital investments from international investors. This has led to 

vast research focused on understanding the relationship between corruption and FDI. Research, 

however, has not produced conclusive findings on how the two interrelate. Some scholars argue 

that corruption deters FDI while other scholars argue corruption is a catalyst to FDI (Leff, 1964; 

Li & Resnick, 2003; Benassy-Quere, Coupet, & Mayer, 2005). The view that corruption deters 

originates in a group of empirical literature spearheaded by Mauro (1995) and is commonly 

referred to as “sand the wheels” hypothesis.  Mauro (1995) finds that corruption deters the inflow 

of FDI because it is an additional cost and because wherever it exists, it creates uncertainty, 

which inhibits the flow of FDI and economic growth (Mauro 1995). Other subsequent scholars 
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confirm Mauro’s findings and show that corruption has important negative effects on FDI 

location (Lambsdorff, 2002; 2005, Wei, 2000, Habib and Zurawicki 2001). Wei (2000) finds that 

corruption has an economically significant and negative impact on FDI. Based on data on 

bilateral FDI stocks from Organization for Economic Co-operation and Development (OECD) 

countries, his results imply that an increase in the level of corruption from Singapore to that of 

Mexico is equivalent to increasing the tax rate on multinationals by more than 20 percentage 

points.  

An alternative argument, holds that corruption may confer beneficial effects, is known as 

the “grease the wheels” hypothesis was proposed by Leff (1964), and supported by Leys (1965) 

and Huntington (1968). Specifically, the grease the wheels argument postulates that an 

inefficient bureaucracy constitutes a major impediment to economic activity that some “speed” 

or “grease” money may help circumvent. This view suggests that corruption may be beneficial in 

a second-best world because of the distortions caused by ill-functioning institutions.  In this 

dissertation I revisit this debate to add to corruption and FDI literature. In my research I 

introduce political institutions to the corruption-FDI equation, and I argue that a triad 

relationship exists among the three.  I seek to evaluate the different political-economic climates 

for FDI investors while controlling for corruption and political institutions as well as the joint 

effect of both variables. I seek to assess how FDI will behave (be affected?) in countries with the 

following attributes: (1) strong political institutions (multiple veto players) and countries with 

weak political institutions (few veto players); (2) countries with high levels of corruption and 

countries with low levels of corruption; and (3) countries with low political constraints and high 

levels of corruption. In the last attribute in the list (?), I seek to understand how corruption is a 

function of weak political institutions as it affects FDI. In all the various business climates I seek 
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to understand what type of FDI will be attracted and what type of FDI will be hindered(?).  I 

depart from the traditional practice of evaluating FDI holistically and I disaggregate FDI into 

industrial classifications: market-seeking, labor-seeking and raw materials-seeking FDI. I 

dedicate the rest of this dissertation to this task.  

Outline of Dissertation 

In chapter 1 I situate the literature under which I develop a theoretical framework on how 

to better understand corruption as a function of political institutions as it affects FDI. I first 

review the literature that looks at relationships between corruption and FDI and provide some 

theoretical insight. The debate that has ensued in the literature shows that corruption is mostly a 

deterrent in countries with strong institutions and a catalyst in countries with weak institutions. 

These two views have been presented as competing arguments and in this research work I 

suggest that these arguments operate in different situations. Specifically, corruption may act as 

sand in countries with weak institutions, while corruption may act as grease in countries with 

strong institutions.  In countries with weak institutions, the benefits that corruption provides in 

terms of bypassing misplaced institutions may compensate for the additional costs and 

uncertainty it creates. As a result, corruption may not act as a deterrent to investors because it 

helps them deal with misplaced regulations. 

Second, I review the literature that looks at the relationship between political institutions 

and FDI. I argue that the relative capacity of different levels of institutional constraints underlie 

policy credibility or policy flexibility. Different levels of institutional constraints (large or small 

numbers of veto players) provide foreign investors with some advantages for engaging in 

specific types of activities in host countries. Countries with dispersed authority such as 
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democratic regimes attract FDI because multiple veto players facilitate a more credible policy 

environment, which enhances the level of policy sustainability and property rights protection. On 

the other hand countries with less institutional constraints such as authoritarian regimes attract 

FDI not despite the lack of policy credibility, but because of the availability of flexibility. Fewer 

veto players facilitate a more flexible policy environment, which gives governments more 

capacity to offer incentives to investors.   

Third, I review the literature that studies the link between corruption and political 

institutions. There are two scholarly approaches to studying political institutions as they relate to 

corruption. The first concerns itself with the level of veto players in relation to corruption. 

Andrews and Montinola (2004), for example, in a study on the rule of law in emerging 

democracies, empirically test the argument that an increase in the number of veto players 

decreases their ability to collude on accepting bribes, which in turn increases their incentives to 

vote for legislation that strengthens the rule of law. Their findings suggest that an increase in the 

number of veto players would make corruption less likely to occur.  

The second approach studies the relationship between corruption and political institutions 

by focusing on regime type and how different types of regimes have a greater or lesser likelihood 

of incidences of corruption. Generally the relationship between democracy and corruption is 

understood as grossly negative: the less democracy, the more corruption. Corruption is 

understood as caused by political systems that are deficient in democratic power-sharing 

formulas, checks and balances, accountable and transparent institutions and procedures of the 

formal and ideal system of democratic governance (Doig and Theobald 2000). The “law of 

democratization,” says the degree of corruption varies inversely to the degree that power is 

consensual, and as stated by Friedrich (1989), corruption can only be reversed by democratizing 
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the state. Similarly, the correlation between authoritarian modes of rule and high levels of 

corruption is confirmed (Amundsen 1999). In countries with high corruption such as kleptocratic 

regimes, corruption becomes a tool for conducting business. I review two theoretical schools. 

The first is state capture. State capture involves corruption that involves collusion between the 

government and corporate agents is regarded as “state capture” (Hellman, Jones, & Kaufmann, 

2000). Leaders promote foreign investments that are under government control, such as the 

extraction of raw materials. As a result, “corruption can assist by making possible higher rates of 

investment than would otherwise have been the case” (Theobald, 1990: 111). Tanzi (1998: 582) 

calls this type of corruption “speed money” and has led to the notion of the resource curse 

(Collier and Hoeffler, 2000).  

My second theoretical insight comes from the resource curse theory. The idea of a 

“natural resource curse” stems from the observation that natural resource-abundant economies 

tend to be plagued by social, economic and political underachievement relative to those countries 

where natural resources are absent or scarce (Sachs and Warner 1999).  The theory suggests that 

natural riches produce institutional weaknesses. Tornell and Lane (1999) describe a phenomenon 

where various social groups attempt to capture the economic rents derived from the exploitation 

and call it the “voracity effect.”  Revenues from resources increase so drastically that 

investments into rent seeking to capture the resource control turn out to be much more profitable 

than investments into production. Lobbying, dishonest competition, and corruption flourish 

hampering economic growth (Sachs and Warner, 1999). This also stimulates corruption in 

countries with poor initial quality of institutions, but not in countries with strong institutions 

(Polterovich, Popov and Tonis 2008).  This chapter extrapolates various literature groups on 

corruption, political institutions and FDI to serve as a foundation for my theoretical chapter. In 
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the next chapter I provide a layout for my theoretical suppositions and provide hypothesis for 

testing.  

In Chapter 2 I argue that the “grease the wheels” hypothesis occurs in certain specific 

host locations because different types of FDI react to corruption and other political determinants 

differently.   I argue that FDI is not all the same and the ability for FDI to thrive in different 

institutional environments is underpinned by FDI production strategy.  FDI production strategy 

is found in the basic FDI classification of market-seeking and resource-seeking FDI. The latter is 

further classified into labor-seeking or raw materials-seeking FDI. I argue that in order to 

evaluate how FDI interacts with a political determinant, we have to study the relationship in a 

disaggregated level. I provide anecdotal evidence to support my argument. 

Second, I unpack how FDI primary motivation affects the relationship between political 

institutions and industrial FDI. I argue the mechanism is underpinned by FDI asset specificity 

which varies between FDI types. I argue that asset specificity varies between FDI types for two 

main reasons: (1) industrial FDI is integrated into a host economy differently (which helps us to 

determine the level of bilateral dependency) and (2) industrial FDI has different “physical asset” 

specificity (which helps us to deduce the substitution likelihood of a host economy). These two 

attributes help us predict the relationship between corruption and FDI, political institutions and 

FDI, and the joint effect of corruption and political institutions on FDI.  

Assets specificity has reference to the degree to which an asset can be redeployed to 

alternative uses and by alternative users without sacrifice of productive value (Williamson 1996).  

The reason asset specificity is critical is that, once an investment has been made, buyer and seller 

are effectively depending on one another. As FDI deepens its level of asset specificity a 

‘fundamental transformation’ occurs: the market structure moves from ex ante competition 
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between many agents to ex post bargaining between the contracting partners. Thus relationship-

specific investments often isolate the trading partners from other exchange opportunities by 

creating a situation of bilateral dependency (Williamson, 1985; 1991). The dependency that 

results between investors and government officials determines (1) transaction cost (which helps 

us understand corruption FDI mechanism) and (2) policy credibility (which helps us understand 

mechanisms of political institutions).  

How do we understand the different levels of dependency found in industrial FDI? I 

argue we can observe the integration level of specific FDI types in a host economy by examining 

the production strategy of each FDI. Horizontal FDI undertakes production primarily for the 

local market, so it tends to be import-substituting. Vertical FDI sets up different segments of 

production in various locations to take advantage of factor price differences, so it is more likely 

to be export-oriented. This makes market-seeking FDI more likely to engage with more 

government institutions than vertical FDI. However, the higher interaction with government 

officials indicates a higher likelihood of transaction costs—in corrupt environments a higher 

likelihood of rent-seeking activities—which would be a deterrent to market and efficiency-

seeking FDI. This is because market-seeking and labor-seeking FDI have less physical asset 

specificity. That is, they are not restricted to one host location as compared to raw-materials 

seeking FDI. Furthermore, especially in market-seeking FDI, they have lower profit margins as 

compared to high capital goods such as oil and diamonds.  

This leads me to infer that these two types of FDI will not fully integrate in a market 

where doing so will increase transaction costs as a result of bilateral dependency. Bilateral 

dependency in corrupt countries increases transactions costs because of the hold-up problem. 

Harstad and Svensson (2011) illustrate the holdup problem—to do so they treat corruption and 
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lobbying as part of a continuum.  They argue that firms start off bribing officials to circumvent 

regulations, but as officials demand larger and larger bribes they are faced with a “hold-up” 

problem. Corrupt bureaucrats demand more bribes. Coupled with the fact that market-seeking 

and labor-seeking FDI do not have deep pockets like raw materials-FDI I predict the following: 

(1) there is a negative relationship between corruption and market-seeking FDI, (2) there a 

negative relationship between labor-seeking FDI and corruption and (3) there is a positive 

relationship between raw-materials FDI and corruption.  

Second, asset specificity controls the bargaining power for investors against policy 

makers in determining policy credibility. This is important because the more specific the asset, 

the more it would cost for a foreign firm facing unfavorable policy change to “exit” into another 

location, and the more incentive the foreign firm will have to bargain to avert this unfavorable 

policy change. Therefore, foreign firms holding highly specific assets will be particularly 

attracted by countries that could credibly maintain long-term policy and secure their assets.  

How do institutions affect policy credibility? Policy credibility varies for each country and 

depends on each government’s institutional constraints (measured by the level of veto players). 

Policy credibility is higher in countries with more veto players while policy flexibility is higher 

in countries with fewer veto players. This means different regime types offer different levels of 

credibility as a function of the institutional constraints found in each type of institutional 

environment. In strong institutions (with multiple veto players) such as democracies, policy 

credibility is guaranteed by multiple veto players, whereas in weak institutions policy credibility 

can be guaranteed by development-friendly autocrats or by illegitimate means–otherwise known 

as corruption. Foreign investors exploit this institutional support to derive competitive 

advantages that cumulate into comparative institutional advantages at the national level.  
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Democratic regimes attract FDI because multiple veto players facilitate a more credible 

policy environment, which enhances the level of policy sustainability and property rights 

protection.  This makes corruption redundant in such a host environment. This type of 

environment would be particularly pleasant for market-seeking FDI due to its high levels of 

integration in a host economy as well as labor-seeking FDI. On the other hand, fewer veto 

players facilitate a more flexible policy environment, which gives governments more capacity to 

offer incentives to investors. I argue this type of environment would be more effective for  raw 

materials-seeking FDI which is necessitated by specific government contracts for extraction of 

resources. Authoritarian regimes thus attract FDI not despite the lack of policy credibility, but 

because of the availability of flexibility. This discussion leads to the second set of hypotheses: 

(4) I predict that market-seeking FDI will relate positively to political institutions; (5) I 

hypothesize that labor-seeking FDI will relate positively to institutions; and (6) I hypothesize 

that raw materials-seeking FDI will have a negative relationship with political institutions. 

Last but not least, I argue that in authoritarian regimes credibility is guaranteed in two 

ways: through legitimate means (by development-friendly autocrats) and through illegitimate 

means (by a predatory political elite). I call the latter illegitimate credibility—credibility that is 

acquired through illegitimate channels of government such as corruption. Illegitimate credibility 

is risk-averse and expensive and it is only credible as long as political status quo is maintained.  I 

argue that this type of credibility produces bilateral dependency between investors and 

government officials in raw-materials seeking FDI only. I refer to the selectorate theory and 

resource curse theory to explain my theoretical argument. 

The selectorate theory argues the range in which governments can vary in making 

credible commitments is evidenced in their ability to satisfy the selectorate (Mesquita, Smith, 
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Siverson, & Morrow, 2003). The selectorate is a group of people with the power to choose 

leaders in countries.  In countries with larger selectorates, such as in democracies, the selectorate 

is basically all voters while in autocracies the selectorate is more of an elitist small group which 

can provide the foundations for kleptocracy (Mesquita, Smith, Siverson, & Morrow, 2003:129-

130). Kleptocracy is not merely corruption but rather the outright theft of a nation’s income by 

its leaders (Mesquita, Smith, Siverson, & Morrow, 2003:131). The flexibility afforded by a small 

selectorate becomes a tool for political corruption and leads to state capture and the resource 

curse. In other words, in societies with a small selectorate, the political elite can establish their 

credentials with foreign investors through policy commitments and particularistic ties which 

increase the likelihood of “state capture” in FDI. The resource curse literature explains how this 

mechanism has been observed in resource rich countries with weak institutions. This discussion 

leads to my last set of hypotheses, in which I argue high physical asset specificity leads to higher 

toleration of transaction costs and higher bargaining power—in raw materials-seeking FDI but 

not in labor-seeking FDI or market-seeking FDI.  I predict the following: (7) the joint effect of 

corruption and political institutions has a negative relationship with market-seeking FDI; (8) the 

joint effect of corruption and political institutions has a negative relationship with labor-seeking 

FDI; (9) the joint effect of corruption and political institutions has a positive relationship with 

raw-materials seeking FDI. 

In Chapter 3 I test my first set of hypotheses (Hypothesis 1-3). Using International Trade 

Center (ITC/INTRACEN) industry-level data from 2000-2007, I conduct regression analysis to 

examine the relationship between corruption and compositions of FDI.  At the aggregate level I 

find robust statistical evidence to support a negative relationship between corruption and total 

FDI. At the disaggregated level my predictions do not hold at first. Results indicate market-
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seeking and primary sector FDI are positively related with corruption while labor-seeking FDI is 

not. However, the panel data regression indicates that the positive impact of corruption on 

market-seeking becomes negative when I control for country-specific features. When I include 

regime type in the regression market-seeking FDI and labor-seeking FDI, I find a negative 

relationship with corruption while raw-materials seeking FDI has a positive relationship with 

corruption. This suggests that market-seeking MNC values the quality of institutions more than 

the level of corruption in the location selection. The results also indicate the importance of 

disaggregating FDI.  Foreign investors operating within the same host country may have 

different degrees of sensitivity to changes in the host country’s corruption level, so one should 

examine the effects of corruption on FDI inflows based on the nature of different sectors and 

industries.  

In Chapter 4, using International Trade Center (ITC/INTRACEN) industry-level data 

from 2000-2007, I conduct regression analysis to examine the relationship between political 

institutions and compositions of FDI. At the aggregate level I find robust statistical evidence to 

support an inverted U-shape relationship between political institutions and FDI in developing 

countries. For low levels of institutional strength the FDI-institutions relationship is positive, 

while for high levels of institutional strength the effect of institutions on FDI becomes negative. 

Second, I find that strong institutions are associated with market-seeking FDI and labor-seeking 

FDI while weak institutions are associated with raw materials-seeking FDI. The central message 

is that the effect of political institutions on FDI may be conditioned upon some firm-specific 

features. The regression results show that strong institutions, given their ability to make long-

term credible policy, will be more likely to attract FDI that concentrates on horizontal production 

and has highly specific physical assets, all other things being equal. In contrast, weak 
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institutions, given their ability to make more flexible policy, tend to attract FDI that focuses on 

extraction of raw-materials. 

The statistical results suggest that the ways in which MNC interact with the state has 

important implications on the understanding of FDI dynamics. The rising integration of world 

markets through trade has brought with it a disintegration of multinational firms, which indicates 

that FDI could take very various forms in different countries. By disaggregating composites of 

FDI flows, this chapter further supports the idea that the variation of FDI distribution is more 

complex and should be observed in the industrial level. 

In Chapter 5 I test for the joint effect of corruption and political institutions on FDI. 

Using International Trade Center (ITC/INTRACEN) industry-level data from 2000-2007, I 

conduct regression analysis to examine joint effects of corruption and political institutions on the 

compositions of FDI.  I test whether the effects of corruption are significantly different in 

countries with a high level of institutional quality. I include two interaction terms: veto 

players*corruption and regime type* corruption. I expect these interaction terms to have 

negative effects on market-seeking FDI and labor-seeking FDI and positive effect on raw 

materials FDI. If the coefficient of (veto players*corruption) is negative and significant, I 

interpret it to mean that corruption negatively affects FDI inflows via the interaction with the 

quality of institutions. The hypothesis confirmed for market and labor-seeking FDI but not in 

raw-materials seeking FDI only.  

To further describe the nature of interactions I provide a graphical analysis. In all 

graphical results except raw materials FDI, results indicate that in low and high levels of veto 

players (policy credibility) incremental increase in corruption reduces the level of FDI. This 
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relationship is different for raw materials FDI. Results indicate that in countries with a small 

numbers of veto players an incremental increase in corruption will increase raw materials FDI, 

but in countries with a large number of veto players an incremental increases in corruption 

reduces FDI. The finding for countries with a small number of veto players confirms the “grease 

the wheels” hypothesis. These findings confirm my theoretical suppositions. First, corruption is a 

function of weak institutions; and second, this mechanism is not congruent for all FDI. Only in 

raw-materials FDI do we find corruption and weak institutions acting as a catalyst to FDI.  

This leads me to perform further analysis on the impact of policy credibility and the 

importance of credible commitment signals for investors. Clearly, corruption has a much less 

effect in the long run (since corruption is hard to predict), whereas the credibility of governments 

has a greater effect.  To evaluate a government’s ability to signal for credible commitment or 

flexibility in FDI policy, I introduce bilateral trade agreements (BITs) into my analysis. Results 

indicate that BITs have a positive effect on market-seeking FDI and labor-seeking FDI, while the 

co-efficient for raw materials-seeking FDI yields a negative sign.  I include an interaction 

variable (BITs*veto players) to find whether an incremental increase in veto players has an effect 

on how BITS affects FDI. Results indicate that in market-seeking and labor-seeking FDI, BITS 

have a consistent positive effect on FDI flow in countries with few and many veto players.  On 

the other hand, in raw materials-seeking FDI, BITs have a surprising negative effect on FDI 

when policy credibility is low—showing that BITs are not an effective credible commitment 

signaler for countries with few veto players in the hunt for raw materials. However, as the 

number of veto players increase, the positive effect of BITs increases incrementally.  This shows 
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that the credible commitment signals sent by BITs gains more credibility in raw materials 

depending on the number of veto players in a government.  

I include one more chapter to summarize my findings. In Chapter 6, I give implications 

for my research and include suggestions for future research. 

Contributions 

My findings offer insight into a number of important debates and contribute to the 

existing literature in international political economy. First, this dissertation expands FDI 

literature which assumes that not all investors are homogenous. I analytically disaggregate FDI 

and initiate a more nuanced understanding of the relationship between institutions and foreign 

investors. Instead of imposing a “one best way” conducive to all foreign investors, the findings 

illustrate that investors have systematically different preferences about institutions, conditioned 

upon their firm- or industry-specific characteristics.  Second corruption is confirmed as a 

function of political institutions. In raw-materials seeking FDI the joint effect is an FDI catalyst. 

Political institutions are conditioned by veto players who balance policy credibility and 

flexibility. In low policy-credible countries with predatory governments, political leaders have 

the capacity to use their discretionary authority to play a “helping hand” through rent-seeking 

activities to promote FDI. This shows the importance of holistic anti-corruption measures that 

include institutional development as part of their anti-corruption programs.  
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CHAPTER 1 

LITERATURE REVIEW 

According to the International Monetary Fund (IMF), Foreign Direct Investment (FDI) is 

an investment made to acquire lasting interest in enterprises operating outside of the economy of 

the investor. FDI is one investment option firms choose when expanding into international 

markets, (Dunning, 1988).  World FDI flows have increased from $13 billion in 1970 to $1.1 

trillion in 2009 (see Figure 1) (UNCTAD, 2010). Globalization and reduction of trade barriers 

have led FDI to become the most extensive and reliable source of private capital for developing 

countries and emerging economies (Noor Baksh & Polani, 2001).   

 

Figure 1.1: World FDI Levels (1970-2009) 
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The increase in FDI can be attributed to FDI’s economic role. FDI is regarded as a key 

component of economic growth, especially in developing countries (De Mello, 1997). The 

conventional wisdom in growth literature is that “capital inflows allow a country to achieve 

higher rates of growth” (De Mello, 1997).  This has led to FDI playing a significant role in most 

developing countries. In 2004, FDI accounted for more than half of all private capital flows to 

developing countries (Alfaro, Chanda, Kalemli-Ozcan and Sayek, 2002).  

Consequently, several developing countries have included FDI in their economic growth 

strategies. For example, in Africa, Kenya and Rwanda have implemented Vision 2030 and 

Vision 2020 – both with aggressive FDI ambitions.
1
  The rationale for increased efforts to attract 

more FDI stems from the belief that FDI has several positive effects which include productivity 

gains, technology transfers, the introduction of new processes, managerial skills, and know-how 

in the domestic market, employee training, international production networks, and access to 

markets (Blomstrom and Kokko, 1998; Borensztein, 1998; Carkovic and Levine, 2002).  

FDI provides much needed capital for investment, increases competition in the host 

country industries, and aids local firms to become more productive by adopting more efficient 

technology or by investing in human and/or physical capital (Carkovic and Levine, 2002).
2
  If 

foreign firms introduce new products or processes to the domestic market, domestic firms may 

benefit from accelerated diffusion of new technology. In other situations, technology diffusion 

might occur from labor turnover as domestic employees move from foreign to domestic firms. 

These benefits, in addition to the direct capital financing it generates, suggest that FDI can play 

                                                 

1
 For more information on Kenya Vision 2030 see Ministry of State for Planning, National Development 

(www.planning.go.ke); For more information on Rwanda’s vision 2020 see Ministry of Finance and Economic 

Planning (http://www.cdf.gov.rw/documents%20library/important%20docs/Vision_2020.pdf) 
2
 FDI accounts for a percentage of a country's capital inflows and with ratios varying from country to country. 

 

http://www.planning.go.ke/
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an important role in modernizing the national economy and promoting growth in both 

developing and developed nations. 

The belief in attracting FDI as the key to bridging the resource gap has also been 

strengthened by the experience of a small number of fast-growing East Asia newly industrialized 

economies.
3
 Hong Kong, Indonesia, Singapore Taiwan and Mexico, all countries in Latin 

America or Asia, produce evidence that FDI boosts economic growth (Zhang, 2001). This has 

led to the call for an accelerated pace of opening up to FDI, and has intensified the belief that this 

will bring not only more stable capital inflows but also greater technological know-how, higher-

paying jobs, entrepreneurial and workplace skills, and new export opportunities (Prasad, Rogoff, 

Wei and Kose, 2003).   

Despite FDI-friendly policies in developing countries such as Vision 2030 in Kenya and 

Vision 2020 in Rwanda, many developing countries have yet to the experience economic growth 

evidenced by the Asian Tigers. It thus becomes important to understand FDI dynamics.   

The starting point of the modern FDI literature is the Coasean Theory of the Firm, as set 

forth in Coase (1937). In this early work Coase (1937) states that, prospective multinational 

firms are envisioned as possessing information-based firm-specific capabilities that they could 

profitably apply in foreign countries. In essence, prospective multinational firms are envisioned 

as possessing information-based firm-specific capabilities that they could profitably apply in 

foreign countries. Agency problems, information asymmetries, and property rights protection 

problems that render information-based assets inalienable prevent these firms from selling or 

                                                 

3
 See United Nations Conference on Trade and Development (2005), Economic Development in Africa: Rethinking 

the Role of Foreign Direct Investment (United Nations: New York and Geneva). 
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leasing those capabilities to foreign firms. To profitably apply their unique capabilities abroad, 

multinationals have to resort to establishing controlled foreign operations – to engage in FDI.  

John Dunning (1988) expounded on the unique capabilities theory by categorizing them 

into three distinct groups. In John Dunning’s (1988) theory, also known as the Ownership 

Location and Internalization (OLI) framework, Dunning explains why firms own foreign 

production facilities.  He states that MNC invest internationally for reasons of ownership, 

location, and internalization (Dunning, 1998).  He says that firms have to meet each of these 

conditions to become an MNC. (1) Ownership (O) possession of certain assets that provide the 

firm with some advantage over other firms in the host country. Otherwise, the firm would not be 

able to overcome the additional costs of operating in a foreign market, such as the cost of dealing 

with foreign administrations, regulatory and tax systems, and customer preferences, and would 

become non-competitive vis-à-vis indigenous firms. Firms can have assets that are tangible, like 

patented products or production processes, or intangible, such as managerial, marketing, and 

entrepreneurial skills. Dunning calls these assets ownership advantage or O advantages.  

(2) If the firm satisfies the first condition, it must find it beneficial to exploit the 

ownership advantages through FDI and keep them internally, rather than selling or leasing them, 

in order to prevent the asset from being replicated by competitors. This advantage is called 

internalization advantage or I advantages. (3) The firm must find it profitable to combine 

ownership and internalization advantages with some locational advantages – L advantages – in 

the host country, such as low input costs, large and growing markets, and so on. Otherwise, the 

foreign market could be served exclusively through exports. Location (L) emphasizes the 

strategic advantages of a location. Accordingly, countries that have a “locational advantage” will 

attract more FDI (Dunning, 1988). Location-specific advantage embodies any characteristic 
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(economic, institutional and political) that makes a country attractive for FDI. This third 

condition can help to explain the distribution of FDI across countries, because it is a country-

specific advantage. 

The location of FDI across countries can be fundamentally understood by looking at the 

FDI primary motivator, what scholars refer to as FDI types. FDI falls into two major categories: 

horizontal FDI and vertical FDI. Horizontal FDI is otherwise referred to as market-seeking FDI 

while vertical FDI is referred to as resource-seeking FDI (Lim, 2001; Campos and Kinoshita, 

2003).  Market-seeking FDI is intended to serve the local market. It involves the replication of 

production facilities in the host country. Market-seeking FDI is characterized by horizontally 

integrated structures and involves the duplication of the entire production process across multiple 

countries.  Market-seeking FDI is expected to replace exports if the cost of market access 

through exports is higher than the net cost of setting up a plant and producing in a foreign 

country.  Market-seeking FDI occurs mostly in the services sector. Manufacturing industries that 

are characterized by high transportation costs and low value added, such as food, chemicals, and 

metals, typically exhibit market-seeking FDI.  

Market-seeking FDI became common in the 1960s and 1970s, when many developing 

countries increased trade barriers as part of import substitution industrialization strategies, which 

made serving foreign markets through FDI relatively more economical. Market-seeking FDI is 

driven essentially by market size and market growth of the host economy, as it aims to better 

serve the local market by local production. The main determinants of market-seeking FDI 

include market size, market growth, and trade barriers. Service sector FDI is almost exclusively 

market-seeking due to the non-tradability of most services. Some services have become tradable 
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in recent years as a result of advances in computing and telecommunication, but outsourcing 

accounts for only a very small proportion of service sector FDI. 

The second type, resource-seeking FDI, is export-oriented FDI.  It involves access to the 

vertical chain of production and relocating part of this chain in a low-cost location. Horizontal 

FDI aims to replace exports with local production since the cost of production is envisioned to be 

lower (Lim, 2001).  Resource-seeking FDI configures production across countries in order to 

obtain very competitive labor costs and/or reliable input supplies (Bartlett and Ghoshal, 1988).  

Generally, resource-seeking FDI is motivated by factor cost differences. It is attracted to low-

cost inputs such as natural resources, raw materials or labor. Vertical FDI is stimulated when 

different parts of the production process have different input requirements and input prices vary 

across countries.  This form of FDI is usually trade creating, since products at different stages of 

production are shipped between different locations, and especially back to the MNC’s home 

market.  Resource-seeking investment tends to be much larger and less mobile than market-

seeking investment (Nachum and Zaheer, 2005). There are two types of resource-seeking FDI: 

labor-seeking (also referred to as efficiency-seeking FDI) and raw materials-seeking FDI.  

Raw materials-seeking FDI is by definition limited to the primary sector and includes 

primarily oil and gas extraction and the mining of coal, metal ores, and non-metallic minerals. 

According to Shatz and Venables (2000), international differences in factor and raw material 

prices and refinements in production technology will tend to encourage this type of FDI. Key 

determinants of raw materials-seeking FDI include a country’s natural resource endowment and 

global commodity prices. Raw materials-seeking FDI is motivated by access to natural resources, 

such as petroleum or minerals. Countries abundant in natural resources frequently lack the 

capital or expertise to extract these resources and partner with foreign investors to manage their 



 

24 

 

 

resource wealth.  Raw materials-seeking FDI typically involves vertically integrated production 

structures, in which raw materials sourced in the developing world are used as production inputs 

in the MNC’s home country. Most FDI before the 1960s was resource-seeking and the exchange 

of raw materials from developing countries for manufactured goods from industrialized countries 

reflects the traditional pattern of exchange between North and South established in the colonial 

period (Campos and Kinoshita, 2003).  

Labor-seeking FDI is also referred to as efficiency-seeking FDI. This is because it aims 

to reduce production costs through factor price arbitrage. Most commonly this involves the 

outsourcing of some part of the production process to a location with lower labor costs. Labor-

seeking FDI thus relies on vertically integrated production structures in which only certain stages 

of the production process are located abroad. Labor-seeking FDI is most common in 

manufacturing industries that are characterized by low transportation costs and high value added, 

such as machinery, electrical equipment, computers, and transportation equipment. Key 

determinants of efficiency-seeking FDI include labor cost and trade barriers. 

More complex forms of labor-seeking FDI include export platform FDI, where the host 

country serves as a production platform for exports to a group of neighboring countries, and 

production networks, where MNC affiliates in a number of countries exchange intermediate 

products for further processing before final assembly. Labor-seeking FDI has been associated 

with export-led development strategies and became an important investment motive in the 1980s 

and 1990s as the reduction of trade barriers and advances in transport and communication 

technologies increased the ability of MNC to operate across borders and manage global supply 

chains.  
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The internal determinants for FDI thus vary according to the firm’s strategy—the 

availability of resources is decisive for resource-seeking investments, while efficiency and 

market growth are the key drivers for market-seeking investments. Investors perform factor 

analysis to identify the optimum location based on the primary motivator as well as external 

determinants discussed next. It is worthwhile to note that firms sometimes do choose to invest 

abroad for multiple reasons and sometimes it may be difficult to isolate the motive, as one 

motive may overlap another. However in the broader perspective firms will generally fall in the 

above-mentioned categories of resource-seeking or market-seeking.  Besides the primary 

motivations for FDI, foreign investments are determined by another group of exogenous 

variables. These are location-specific variables; they are classified either as economic or 

political. 

Economic determinants are those that affect the economic policy of a host country. 

Chakrabarti (2001) summarizes the economic determinants literature and notes that there is little 

consensus on which economic determinants are most significant. According to Chakrabarti 

(2001: 89), “the literature is not only extensive but controversial as well”. Market size (as 

measured by GDP per capita) is the most widely accepted determinant of FDI flows. Almost all 

empirical studies on the determinants of FDI have included the host country market as one of the 

explanatory variables (Campos and Kinoshita, 2003; Habib and Zurawicki 2002 , Brouthers and 

McGao 2008 and many others).  The growth rate of GDP has equally been used in empirical 

studies to assess the impact of a rapidly growing economy on FDI flows. A rapidly growing 

economy provides relatively better opportunities for making profits than one that is growing 

slowly or not at all.  
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Another common economic factor featured in most studies on FDI determinants is 

openness of the economy to international trade. Given that most investment projects are directed 

towards the trade able sector, a country’s degree of openness to international trade should be a 

relevant factor in the MNC decision. On the other hand, some authors test the hypothesis that 

FDI that is basically intended for tariff-jumping purposes will be attracted by more restrictive 

trade regimes. Asiedu (2002), Campos and Kinoshita (2003), and others all report a significant 

positive effect of openness on FDI, but Wheeler and Mody (1992) find a negative effect on FDI 

in the electronic sector.  

One other economic determinant that is considered crucial for attracting FDI is the level 

of development or the availability of good infrastructure.  Scholars argue that good infrastructure 

increases the productivity of investment and therefore stimulates FDI flows (Asiedu, 2002). A 

study by Wheeler and Mody (1992) found infrastructure to be very important and dominant for 

developing countries. The level of development is used as an all inclusive term not limited just to 

roads and telecommunications but also a well-developed financial market. Alfaro, Chanda, 

Sebnem and Sayek (2001), using cross-section data, find that poorly developed financial 

infrastructure can adversely affect an economy’s ability to take advantage of the potential 

benefits of FDI. In a study by Bhinda, Griffth-Jones and Martin (1999), they found that problems 

related to funds mobilization were on the priority list of the factors discouraging investors in 

Uganda, Tanzania and Zambia. 

The second group of determinants is political variables of a host country. Political 

variables entail the institutional environment of a host economy and in particular the institutional 

quality. The institutional environment is regarded as an important factor because it directly 

affects business operations thus institutions underpin the hospitality of the business environment. 
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Two political variables that are of key interest to this dissertation are corruption and the quality 

of political institutions. 

A. Corruption 

What is corruption? Corruption has many definitions but it is commonly defined as the 

misuse of public power for private benefit. Today, the most widely used definition considers 

corruption to be “the abuse of public office for private gain” (The World Bank, 1997).  

Corruption has become a major issue in the international press. Scandals have shaken 

governments in developed nations such as Belgium, Italy, France, and The United States, and not 

surprisingly, in developing nations as well. No country has been left untouched by its 

consequences. Corruption occurs in all countries, irrespective of whether they are rich or poor, 

dictatorships or democracies, socialist or capitalist.  

Corruption is cited as major hindrance in developing countries and is attributed to 

extremely poor governance. “The World Bank has identified corruption as the single greatest 

obstacle to economic and social development. It undermines development by distorting the rule 

of law and weakening the institutional foundation on which economic growth depends”. 
4
 

Similarly, the International Monetary Fund (IMF) states, “Many of the causes of corruption are 

economic in nature, and so are its consequences; poor governance clearly is detrimental to 

economic activity and welfare”.
5
 Corruption comes in many forms.  In this dissertation I use the 

word corruption as a comprehensive term for the myriad forms of corrupt activities such as 

bribery, favoritism and nepotism. I elaborate some common types of corruption below.  

                                                 

4
 See The World Bank, http://www1.worldbank.org/publicsector/anticorrupt/index.cfm (accessed on November 7, 

2008).  
5
 See the IMF, http://www.imf.org/external/np/exr/facts/gov.htm (accessed on November 7, 2008). 
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Types of Corruption 

Elliot (1997) and Andvig and Fjeldstad (2001) separate petty corruption and grand 

corruption. Petty corruption is also called bureaucratic corruption or administrative corruption. It 

is corruption that pertains to public administration employees responsible for the enforcement of 

decisions, regulations, and policy measures (Amundsen, 1999). As described by Friedrich (1990: 

15), bureaucratic corrupt individuals are said to be “engaging in bureaucratic corruption when 

they are granted power by society to perform certain public duties but, as a result of the 

expectation of a personal reward or gain (be it monetary or otherwise), undertake actions that 

reduce the welfare of society or damage the public interest”.  

Political corruption on the other hand is characterized as grand corruption. Political 

corruption occurs at the top level of the state and has bigger political repercussions as compared 

to bureaucratic corruption. It is present among high-ranking government officials and politicians 

who are authorized to make political decisions, or who are entrusted with high powers which 

also result in a high responsibility for representing the public interest in the discharge of duty 

(Doig and Theobald 2000:3). Furthermore, political corruption exists when policy formulation 

and legislation are tailored to benefit politicians and legislators (Moody-Stuart 1997). Political 

corruption involves political leader’s abuse of a political system. It is an informal institution in a 

political system and is rampant in regime types with less institutional constraints, also referred to 

as prebendalism (Joseph, 1987).   

An alternative classification is the distinction between pervasive corruption, where the 

firm will encounter corruption whenever it deals with government officials, and arbitrary 

corruption, where the firm faces uncertainty regarding the request for and type of bribes and the 
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delivery of the promised services.
6
 Cuervo-Cazurra (2008) argues that unlike other 

classifications the distinction between pervasive and arbitrary operates at the country rather than 

at the transaction level. The distinction between pervasive and arbitrary corruption has been 

shown to influence the entry mode used by MNC (Uhlenbruck, Rodriguez, Doh, and Eden 2006).  

Corruption can take many forms and in countries where corruption is pervasive, grand 

corruption becomes a norm in business operations. The most common act of corruption is 

bribery. Bribery is payment (in money or kind) that is given or taken in a corrupt relationship. To 

pay or receive a bribe is corruption per se, and is commonly understood as the essence of 

corruption. A bribe is a fixed sum, a certain percentage of a contract, or any other favor in money 

of kind, usually paid to a state official who can make contracts on behalf of the state or otherwise 

distribute benefits to companies or individuals, businessmen and clients (Andvig and Fjeldstad, 

2001). There are many equivalent terms to bribery, like kickbacks, gratuities, “commercial 

arrangements”, baksheesh, sweeteners, pay-offs, speed- or grease money, kitu kidogo, which are 

all notions of corruption in terms of the money or favors paid to employees in private enterprises, 

public officials, and politicians
7
.  

Two other common types of corrupt acts are favoritism and nepotism. Favoritism is the 

natural human proclivity to favor friends, family and anybody close and trusted (Andvig and 

Fjeldstad, 2001).  Favoritism is a mechanism of power abuse implying ‘privatization’ and a 

highly biased distribution of state resources, no matter how these resources have been 

accumulated in the first place. Favoritism is the penchant of state officials and politicians who 

have access to state resources and the power to decide upon the distribution of these, to give 

                                                 

6
 See Doh, Rodriguez, Uhlenbruck, Collins and Eden, (2003) and Rodriguez, Uhlenbruck and Eden, (2005). 

7
 Kitu Kidogo is a swahili word for “something small”, a phrased commonly used in Kenya to indicate a bribery act. 
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preferential treatment to certain people. Clientelist favoritism is the rather everyday proclivity of 

most people to favor his own kin (family, clan, and tribe, ethnic, religious or regional group) 

corruption (Bratton & Walle de Van, 1994; Médard, 1986).  

 Nepotism is a special form of favoritism in which an office holder (ruler) prefers his 

relatives. Many unrestricted presidents have tried to secure their (precarious) power position by 

nominating family members to key political, economic and military/security positions in the state 

apparatus (Hope & Chikulu, 2000). In most non-democratic systems, the president has for 

instance the constitutional right to appoint all high-ranking positions, a legal or customary right 

that exceedingly extends the possibilities for favoritism. It easily adds up to several hundred 

positions within the ministries, the military and security apparatus, in parastatals and public 

companies, in the diplomatic corps and in the ruling party.  

In this research I use the term corruption as an all-inclusive variable, comprising of 

multiple acts of corruption such as bribes, bureaucratic inefficiency, extortion, embezzlement, 

nepotism, favoritism etc. This is consistent with other studies such as Hellman and Kaufman 

(2000) and Lancaster and Montinola (2001).
 8

 Furthermore I focus on public corruption or 

corruption in government, where a public employee, elected or not uses the position in 

government to obtain private benefits. 
9
 The examples presented above (Costa Rica and Kenya) 

are evidence that FDI is affected by corruption. This leads me to my first query: how should we 

understand the relationship between corruption and FDI?  

                                                 

8
 Both types of corruption usually occur in tandem. In other words, the presence of political corruption indicates the 

presence of similar levels of bureaucratic corruption. The corruption measure used in this dissertation indicates total 

corruption in a host economy. 
9
 For reviews of the literature on corruption see Bardhan, 1997, and Svensson, 2005 
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1. Corruption and FDI 

The literature has produced two competing arguments.  One group of the literature argues 

that corruption is an FDI catalyst while another group of literature argues that although bribery 

may have benefits if the quality of governance is low, it may as well impose additional costs in 

the same circumstances. The existence of such costs provides a rationale for the “sand the 

wheels” hypothesis.
10

 

a) “Grease the Wheels” Hypothesis 

The leading argument that corruption may confer beneficial effects is known as the 

“grease the wheels” hypothesis and was spearheaded by Leff (1964), and supported by Leys 

(1965) and Huntington (1968). It states that corruption may be beneficial in a second-best world 

by alleviating the distortions caused by ill-functioning institutions.  Nathan Leff (1964) in his 

article ‘Economic Development through Bureaucratic Corruption’ uses Chile and Brazil to make 

his case. He claims that in 1960s, the relevant government agencies in Chile and Brazil were 

charged with the task of enforcing price controls for food products. In Chile, an honest agency 

enforced the freeze and food production stagnated. In Brazil, a corrupt agency effectively 

sabotaged the freeze and production increased, to the joy of consumers. Consequently Leys 

(1965), looks at bribes that give bureaucrats incentive to speed up permitting of new firms in an 

otherwise sluggish administration. The same type of corruption is subsequently examined by Lui 

(1985), who shows in a formal model that corruption can efficiently reduce time spent in queues.  

Huntington (1968) argues that corruption is seen as facilitating transactions and speeding 

up procedures that would otherwise occur with more difficulty, if at all. Leff, (1989) claims 

                                                 

10
 The terms “grease the wheels” and “sand the wheels” were first used by Shleifer and Vishny (1997). 
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corruption is a way to bring market procedures into an environment of excessive or misguided 

regulation, introducing competition into what is otherwise a monopolistic setting. Corruption 

enables free markets to emerge in situations of limited freedom. Investors who value time or 

access to an input more than others will pay more for it (Lui, 1985). Daniel Levy for example 

gives an account of how an illegal market, supported by a chain of bribe payments emerged 

during the Soviet era in the Republic of Georgia (Levy, 2007). He argues that the economy of 

Georgia, through corruption, overcame the problem of shortages and other inefficiencies 

associated with the centrally planned economy. The early Georgian economy was able to 

produce more output and to allocate what was produced far more efficiently than would 

otherwise have been feasible.  

Leff (1964) and Bailey (1966) make the case that corruption can sometimes act as a 

hedge against bad public policies.
11

 By impeding inefficient regulation, corruption limits its 

adverse effects. Leff (1964) asserts that corruption may constitute a hedge against other risks 

originating from the political system, such as expropriation or violence. If corruption helps 

mitigate those risks, investment will become less risky and may accordingly increase. What 

distinguishes corruption from simple transactions is illegality. Corrupt deals can create 

unenforceable contracts that lead to opportunism, especially by the bribe-taking counterparty. 

Furthermore, the increased uncertainty from corruption may extend beyond the corruption 

dealing itself. Extensive corruption has been found to be associated with large shadow 

economies, as noted e.g. by Dreher and Schneider (2006a, b). Since transactions in the shadow 

                                                 

11
 Nye (1967) reports corruption was instrumental in making central planning more effective in the Soviet Union. He 

also argues corruption helped increase the influence of Asian minority entrepreneurs in East Africa beyond what 

political conditions would have allowed.  

 

http://oxrep.oxfordjournals.org/content/25/2/271.full#ref-44


 

33 

 

 

economy are by definition unregulated, they are subject to greater uncertainty than official 

transactions.  

Other support for corruption as a catalyst to FDI cites that corruption, in some 

circumstances, is an efficient way of selecting investment projects if such investments depend on 

gaining a license. Bailey (1966), for instance, claims that this may be true if the ability to offer a 

bribe is correlated with talent. More specifically, one may argue that awarding a license through 

corrupt methods is very similar to a competitive auction. Leff (1964) contends that favors are 

more likely to be allocated to the most generous bribers, which also assures they are the most 

efficient. Beck and Maher (1986) and Lien (1986) formally demonstrate that corruption 

replicates the outcome of a competitive auction aimed at attributing a government procurement 

contract as the ranking of bribes replicates the ranking of firms by efficiency.  

Other scholars argue that corruption may in some circumstances improve the quality of 

investments when government spending is inefficient. If corruption is a means of tax evasion, it 

can reduce the revenue of public taxes. Provided the bribers can invest efficiently, the overall 

efficiency of investment will be improved. In addition to the quality of investments, some 

authors argue that corruption may also raise the level of investment.  

All the above-mentioned arguments share the presumption that corruption may positively 

contribute to FDI, because it compensates the consequences of a defective bureaucracy and bad 

policies. One may nevertheless wonder whether corruption creates or reinforces other 

inefficiencies and whether bribers are always taking more efficient decisions than public 

authority. Although corruption may have benefits in a weak institutional environment, it may as 

well impose additional costs in the same circumstances. The existence of such costs provides a 

rationale for the “sand the wheels” hypothesis. 
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b) “Sand the Wheels” Hypothesis 

The sand the wheels hypothesis emphasizes first the costs that corruption presents to 

investors and second the negative impact it has on economic growth. Scholars argue corruption 

reduces credibility and increases uncertainty. This view originates in a recent strand of empirical 

literature quantifying the consequences of corruption. The positive impact of corruption on 

slowness rests on the assumption that a civil servant can speed up an “exogenously” slow 

process. However, corrupt civil servants may cause delays that would not appear otherwise, just 

to get the opportunity to extract a bribe (Myrdal, 1968). Myrdal (1968) points out that a corrupt 

civil servant can also have incentives to cause delays where there is the opportunity to extract a 

bribe. Moreover, the ability of civil servants to speed up the process can be very limited when 

the administration is made of a succession of decision centers. In this case, civil servants at each 

stage can have some form of veto power or some capacity to slow down a project.  

Using industrial organization models, Shleifer and Vishny (1993) show that the cost of 

corruption can be higher when, say to get an authorization for a project, many independent 

agents are involved than when only one is. Bardhan (1997) reports that an Indian high official 

once declared that he could not be sure to be able to move a file faster but could immediately 

stop it. The increased number of transactions due to graft may well offset the increased 

efficiency with which transactions are carried out (Jain, 2001). Under these circumstances one 

distortion adds up to the others instead of compensating them, which is precisely the meaning of 

the “sand the wheels hypothesis” At an aggregate level, the impact of corruption on the quality 

of civil servants is questionable.  
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The argument that corruption may enhance the choice of the right decisions is also 

subject to doubt. There are reasons to believe that agents paying the highest bribe are not always 

able to improve efficiency. Rose-Ackerman (1999) argues that a firm may be able to pay the 

highest bribe simply because it compromises on the quality of the goods it will produce if it gets 

a license. Scholars Mankiw and Whinston (1986) also argue that MNC entry on a market may be 

beneficial for the firm but detrimental for state welfare. In these cases, entry is, in general, 

subject to an authorization. Although entry is detrimental for welfare, the firm can find it 

profitable to pay the bribe to get the authorization and enter the market.  

From an economic perspective corruption is argued to create additional costs and 

uncertainty for investors, leading to a reduction in FDI. Corruption becomes an additional tax on 

investors (Shleifer and Vishny, 1993; Wei, 2000a). Shleifer and Vishny (1993) construct a 

formal model in which the cost of corruption is greater when the administration is made up of 

many independent agencies rather than centrally managed.  Shleifer and Vishny (1993) argue 

that while individual bribers can indeed improve their own situation thanks to a perk, nothing is 

gained from corruption at the aggregate level.
12

   

Corruption requires firms to devote human and financial resources to manage bribes, 

although these resources could be invested more profitably in other uses (Kaufmann, 1997). The 

existence of the opportunity to extract bribes induces government officials to create additional 

bureaucratic controls and regulations with the sole objective of generating an opportunity for 

more bribes, further increasing the costs to a firm (De Soto, 1989; Krueger, 1993). Krueger 

(1993) argued that corrupt officials have an incentive to create other distortions in the economy 

                                                 

12
 Those effects can be exacerbated when the administration is made of a succession of decision centers or civil 

servants.  
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to preserve their illegal source of income. For instance, a civil servant may have an incentive to 

ration the provision of a public service just to be able to decide to whom to allocate that service 

in exchange for a bribe. Similarly a civil servant also has the incentive to limit new servants’ 

(especially competent ones) access to key positions in order to preserve the rent form of 

corruption. This particular argument was a rebuttal to Leys’ (1965) and Bailey’s (1966) 

arguments that corruption may improve the poor quality of civil servants in a low-paid 

bureaucracy. They in particular had argued that corruption perks may attract competent civil 

servants to a sector with otherwise low prevailing wages.  Moreover, the payment of a bribe 

creates additional uncertainty because it does not ensure that the promises are delivered upon. 

Since bribery is illegal, investors do not have recourse to the courts to ask for the fulfillment of 

the promise, as they do in the case of contracts. 

The result of these increases in cost and uncertainty that corruption generates is a 

reduction in the level of FDI coming into a country. Empirical research has found that corruption 

has a negative impact on FDI: Wei (2000a) analyzed bilateral FDI from 12 developed countries 

to 45 destination countries and found that corruption negatively impacted FDI; Wei (2000b) 

confirmed the negative relationship between corruption in the host country and FDI after taking 

into account government policies towards FDI. Habib and Zurawicki (2002) analyzed bilateral 

FDI flows from 7 developed countries to 89 countries and found that both the level of corruption 

in the host country and the difference in levels of corruption in the home and host countries have 

a negative impact on FDI. Lambsdorff (2003) studied investments in 54 countries and found that 

corruption has a negative impact on foreign investments. Voyer and Beamish’s (2004) analysis 
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of Japanese FDI found that corruption has a negative impact on FDI per capita in developing 

nations.  

Cuervo-Cazurra’s (2006) analysis of FDI inflows into 106 host economies found that 

corruption has a negative influence on FDI inflows, but that while investors from countries that 

have signed the OECD Convention on Combating Bribery of Foreign Public Officials in 

International Transactions are further deterred by corruption, investors from countries with high 

levels of corruption are less deterred by corruption. In addition to reducing FDI, corruption 

induces firms to change the mode of entry and select joint ventures over wholly owned 

operations (Smarzynska and Wei, 2000; Uhlenbruck, Rodriguez, Doh, and Eden 2006). 

The above analysis has shown that the core of the “grease” vs. the “sand the wheels” 

debate is on two levels. The debate on “grease the wheels” hypotheses is dependent on weak 

institutions with low qualities of governance. This indicates that corruption speeds up the 

bureaucratic process in weak institutions. The debate concerns the ill functioning of bureaucracy 

policy options by public authority. While this may be true, at an aggregate economic level 

however corruption is notably a deterrent to economic growth. Corruption has a negative 

influence on FDI because it increases costs and uncertainty. Strictly speaking though, the 

evidence does not allow us to reject the grease the wheels hypothesis but may in fact be 

consistent with it. Indeed, the hypothesis simply implies that corruption is beneficial in countries 

with deficiencies in governance. Therefore, an observation that corruption on average is 

associated with more disappointing economic outcomes does not prevent the correlation from 

being positive in those countries where there is poor governance. In some economies, the 

benefits that corruption provides in terms of bypassing misplaced institutions may compensate 



 

38 

 

 

for the additional costs and uncertainty it creates. As a result, corruption may not act as a 

deterrent to investors because it helps them deal with the misplaced regulations. This 

differentiation makes it worthwhile to include the study of political institutions in observing the 

effect of corruption on FDI. To better understand the impact of political institutions, I first 

provide a discussion on the quality of institutions. 

B. Political Institutions 

Broadly defined, political institutions refer to a country’s regime type, the national 

structure of policy-making and the judicial system. Scholarly political institutions are measured 

in two ways. The first concerns governance indicators for political institutions. Kaufman, Kraay 

and Zoido-Lobato (1999) present six governance indicators which measure: political stability, 

lack of violence, government effectiveness, regulatory burden, rule of law, and graft. Political 

stability and violence focuses on the government’s ability to carry out its declared programs and 

its ability to stay in office. Government effectiveness focuses on bureaucratic quality. Regulatory 

burden measures expropriation risk. Rule of law focuses on the institution of the judiciary, which 

is key to protecting property rights and law enforcement regulations.  

The second concerns the quality of political institutions in relations to the constraints on 

the executive measured by the number of veto players. Tsebilis defines veto players as “an 

individual or collective actor whose agreement . . . is required for a change in policy” (Tsebelis 

1995: 301).
 13

   Veto players limit opportunistic policy by requiring agreement among multiple 

                                                 

13
 Tsebelis (2003) cites veto players as follows: “In order to change policies (or as we will say from now on: change 

the (legislative) status quo) a certain number of individual or collective actors have to agree to the proposed change. 

I call such actors veto players. Veto players are specified in a country by the constitution (the President, the House, 

and the Senate in the US) or by the political system (the different parties members of a government coalition in 

Western Europe). I call these two different types of veto players institutional and partisan veto players respectively. I 
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political actors with varying constituent interests. Tsebelis (1995; 285) notes: “the potential for 

policy change decreases with the number of veto players, the lack of congruence (dissimilarity of 

policy positions among veto players), and the cohesion (similarity of policy positions among the 

constituent units of each veto player) of these players”. Therefore, high numbers of veto players 

act as a policy constraint on leaders, making it harder for leaders to change policy or engage in 

opportunistic policies. A reduction in the number of veto players thus allows governments to 

more easily change the status quo.  Every political institution has veto players; however the 

number varies depending on the type of political institution. 

2. Political Institutions and FDI 

Either way we approach political institutions, they are argued to be a key determinant to 

FDI (Acemoglu, Johnson, & Robinson, 2001, 2002). In this dissertation I will focus on the 

latter–the quality of political institutions in relations to the constraints on the executive measured 

by the number of veto players. Political institutions are important determinants for several 

reasons. Due to high sunk costs, FDI is especially vulnerable to any form of uncertainty, 

including uncertainty stemming from poor government efficiency, policy reversals, graft or weak 

enforcement of property rights, and of the legal system in general. The idea is that “good” 

institutions constrain the ability of the government to expropriate, which increases incentives for 

physical and human capital investment, which improves economic performance. For institutions 

to “matter” for outcomes such as FDI, individual actors must believe that the rules of the game 

ensure the security of their assets. Government violations of these assets may be direct—such as 

                                                                                                                                                             

provide the rules to identify veto players in each political system. On the basis of these rules, every political system 

has a configuration of veto players (a certain number of veto players, with specific ideological distances among 

them, and certain cohesion each)” Tsebelis 2003: 2-3). 
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the outright confiscation of private assets—or indirect, such as defaulting on public debt or 

debasing the currency (Clague, Keefer, Knack, & Olson, 1996). Thus the main consideration for 

political institutions is the risk of expropriation. 

Kobrin (2005), expropriation refers to the forced divestment of equity ownership of a 

foreign direct investor.  Such divestment behavior is involuntary, against the will of the owners 

and managers of the enterprise, and so must entail divestment of equity ownership across 

national borders, involving managerial control. Potential risk of expropriation makes returns 

uncertain and discourages investment for risk-averse decision makers. When property rights are 

insecure, potentially less efficient investments may also be undertaken as a means to strengthen 

the security of property rights.   Jun and Singh (1996),  regressed an aggregated indicator for 

political risk based on a number of sub-components and several control variables on the value of 

foreign direct investment inflows. For their data sample of 31 developing countries, the political 

risk index was statistically significant and the coefficient implied that countries with higher 

political risk attract less FDI.
 
 La Porta, Lopez-de-Silanes, Scheifer and Vishny (1997), showed 

risk of repudiation of contracts by government, risk of expropriation and shareholder rights to 

matter. Thus the quality of institutions is an important determinant of FDI activity because it 

concerns the importance of state capability to maintain a credible, low-risk host environment. 

Foreign investors will be reassured about political risk because the political institutions prevent 

the government from arbitrarily confiscating their assets or changing policies. 

How do governments maintain credibility? Governments’ commitments are made 

credible by the self-enforcing institutions that underlie limited governments rather than relying 

on politicians’ good faith. Policy stability depends on the number of institutional actors 

commonly known as veto players.   
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Scholars argue that executive constraints—checks and balances between the executive, 

legislative and judicial branches of the government—if safeguarded by political competition, 

should reinforce the attractiveness of current business opportunities to foreign direct investment 

by providing credible assurances about the permanence of those policies (Henisz, 2002). Studies 

look at the power of multiple domestic institutions to control heads of government from abruptly 

altering property rights, revising policies, reneging on commitments, and capriciously imposing 

new regulations and especially the risk of expropriation (Rogowski, 1999; Haggard, 2004; 

Henisz, 2002). Scholars argue that multiple institutional constraints may lead to a government 

that is less concerned with political redistribution of benefits and more concerned with enhancing 

the environment for economic activities. But, at the same time, the existence of strong checks 

and balances may lead to excessive rigidity in institutions.   

Countries with multiple veto players are said to have dispersed authority. In this type of 

political institution, governments are subject to strong institutional checks and balances.  The 

alternative is concentrated authority. This refers to the situations in which the state has the 

capacity to tax and regulate, and consequently, to play an intervening role. The advantages of 

dispersed authority and concentrated authority stand out as a pair of compelling and competing 

arguments. Dispersed authority refers to the situation in which governments are subject to strong 

institutional checks and balances. Concentrated authority refer to the situations in which the state 

has the capacity to tax and regulate, and consequently, to play an intervening role. While both 

perspectives concur that political institutions are of pivotal concern to foreign investors in the 

long run, they emphasize on the effect of different institutional features. 
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a) Dispersed Authority 

The dispersed authority argument emphasizes that policy credibility and property rights 

protection are the key factors affecting MNC decisions (Li, 2006; Li & Resnick, 2003; Jensen, 

2003, 2006). The argument is that MNC have to assess the degree of political risk before placing 

their investment.  The political risk stems from the nature of the “obsolescing bargain” between 

foreign firms and host governments, which refers to the fact that foreign firms with large 

irreversible investments are vulnerable to host governments’ opportunistic expropriation ex post 

(Jensen, 2006).
14

 Expropriation could take different forms: it could be direct where an 

investment is nationalized or expropriated through formal transfer of title or outright physical 

seizure; it could also occur through interference by a state in the use of that property or with the 

enjoyment of the benefits even where the property is not seized and the legal title to the property 

is not affected. Recent examples come from President Hugo Chaves systematic seizures of MNC 

in Venezuela. In 2009 he ordered the seizure of a unit of American food giant Cargill 10 2009 

and in 2010 he ordered the expropriation of U.S. based glass maker Owens-Illinois Inc.’s (BBC, 

2009; USA Today, 2010).  

A solution to the credibility problem is to impose effective checks and balances on 

governments, raising the hurdles to arbitrary policy change. The credible commitment literature 

emphasizes that well-developed political institutions that promote credible policy are of primary 

importance in the process of economic development (North & Weingast 1989, North 1990, Levi 

1988, Williamson 1996, Dixit 1996).  Political institutions determine the constraints and the 

distribution of de jure political power, which in turn affects policy choices and then economic 

                                                 

14
 I discuss the obsolescing bargaining model that expounds on the risk tradeoffs taken by MNC later in this chapter. 
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outcomes (Acemoglu, Daron, Johnson, and Robinson. 2005). Tsebelis (2002) argues that 

institutional configurations with multiple veto points require agreement across a broad range of 

political actors to endorse a shift in policy, increasing the effort of any given political actor to 

change the status quo, and thus will be more able to credibly commit their policy choices. These 

are considered as “good” institutions. 

Li & Resnick (2003) and Jensen (2006) apply the logic of North and Weingast (1989) on 

political institutions and argue that greater checks and balances in democracies prevent the state 

from predatory rent seeking, thereby making its commitment to private property credible, 

reducing expropriation risks for investors, and attracting more FDI to countries with democratic 

institutions.  Similarly Witold Henisz (2000) has argued that veto players act as constraints on 

policy change and thus increase the predictability of the political context in which multinational 

corporations operate. Countries with a higher number of such political constraints should 

therefore attract more FDI, ceteris paribus. Empirical analyses largely support this view (e.g., 

Bergara, Henisz, and Spiller 1997; Henisz 2000). 

Some cross-national econometric studies find that various effects of political institutions 

such as political risk, political stability, bureaucratic quality, property rights protection, and 

political capital, are significantly associated with private investment and economic growth, 

indicating that foreign investors tend to favor democratic regimes over authoritarian regimes. 
15

 

All these studies agree that existence of credible political institutions is the key factor that 

attracts FDI. 
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 See Henisz 2000b, Jensen 2003;  Feng 2001; Evans and Rauch 1999; Acemoglu and Johnson 2005 and  Gerring 

and Thacker, 2005. 
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All these studies agree that existence of credible political institutions is the key factor that 

attracts FDI. MNC want an attractive policy environment, which includes legal rights (to 

purchase local assets with foreign money, to freely sell those assets at market value, to repatriate 

profits and capital, etc.) and policies that affect the cost of operations. Second, they want 

assurance that these policies will not change for the worse after they have sunk their capital in 

the host country (North and Weingast, 1989).  This makes veto players an important aspect for 

MNC since they are a good indicator of the stability of policy and serve as credible 

commitments. Why do some countries without credible political institutions still attract private 

investment and promote economic growth? A second theory argues that concentrated political 

authority is a crucial element of the story. 

b) Concentrated Authority 

A second theory argues that concentrated political authority is a crucial element in 

attracting FDI. 
16

 In countries with few veto players such as authoritarian regimes, the 

concentrated authority perspective suggests that institutional checks and balances may not be 

necessary because alternative mechanisms are possible to create safeguards for private investors. 

The alternative safeguards could be purposively designed policy instruments or the use of 

political repression to minimize uncertainty and risk while offering generous deals to MNC. 

Robert Gilpin (1987) states “because the corporations require a stable host government 

sympathetic to capitalism, dependent development encourages the emergence of authoritarian 

regimes in the host country and the creation of alliances between international capitalism and 

domestic reactionary elites” (Gilpin 1987: 247).   

                                                 

16
 Concentrated authority is found in countries with a small number of veto players such as in authoritarian regimes. 
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In the model of the “developmental state” sketched by Chalmers Johnson (2000) he 

maintains that a centralized state interacting with the private sector contributed to the East Asian 

industrial success. A crucial component of developmental state is a political system in which the 

bureaucracy is given sufficient scope to take initiatives and provide a “helping hand” to private 

agents. This type of authoritarian state is deemed to be “developmental oriented” or to possess 

“benevolent autocrats”. By contrast another group of authoritarian leaders are found in 

“predatory states” in which the political institutions allow the minority in power to use its power 

to play a “grabbing hand” also referred to as “kleptocrats”. The term “kleptocrat” is traced to 

Andreski (1968) who defines it to mean “a ruler or top official whose primary goal is personal 

enrichment and who possess the power to further this aim while holding public office”. 

Studies that focus on development oriented authoritarian leaders focus primarily on the 

role of states to elicit higher rates of private investment.
17

 Especially when political institutions 

are inefficient for promoting economic growth, strong ruling elites have more capacity to change 

the status quo and initiate economic reforms. Haggard and Kaufman (1995) argue that 

entrenched powers can contribute to the successful initiation and consolidation of politically 

difficult economic reform measures. Using incentives, subsidies, controls, and mechanisms to 

deliberately get some prices wrong, governments in South Korea and Taiwan were able to 

change the inefficient institutions and stimulate economic activity (Amsden 1989, Wade 1990). 

In particular Haggard (1990) argues that host governments can use three levels of policy to affect 

foreign investment: environment of property rights protection, structure of macroeconomic 
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 See, for example, Amsden 1989, Wade 1990, Haggard 1990, and Evans 1995. 
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incentives, and industry specific incentives. The ability of governments to use these policy tools 

depends on their specific institutional features in different issue areas (Haggard 1990).  

These findings actually suggest a major weakness of the credible commitment literature. 

A credible commitment is only good when the status quo is efficient. If the status quo is 

inefficient, concentrated authority is better to facilitate an efficient change—but not all types of 

authoritarian states. In contrast to “development friendly states,” authoritarian states can exhibit 

“predatory” behavior towards FDI, otherwise known as a “grabbing hand”. The development-

oriented autocrat will seek to maximize society’s wealth while the kleptocrat will be concerned 

only with his own riches (and be development-oriented only to the extent that it serves his own 

interests) (Coolidge and Rose-Ackerman 2000:58-59). This type of authoritarian leader will 

provide MNC with incentives to invest to the benefit of his winning coalition and investors (Frye 

and Shleifer (1997).  Haggard (2004) argues that authoritarian governments could establish their 

credentials with foreign investors through other commitment technologies such as industrial 

policies, subsidies, rents, corruption, and particularistic ties.  Thus in the absence of democracy 

or “helping hand” authoritarian regimes, some authoritarian governments can guarantee their 

credentials with foreign investors through other commitments such as rent and corruption. In this 

type of authoritarian government, corruption becomes a tool to attract FDI as a function of the 

weak policy constraints. 

In summary of this literature, neither the dispersed authority nor the concentrated 

authority perspective alone provides a satisfactory explanation to the relationship between 

political institutions and FDI. What the literature does, however, is to provide different scenarios 

of how political institutions affect FDI. In dispersed authorities, democracies provide credible 

polices, thereby reducing the risk of expropriation, which attracts FDI. In authoritarian states the 
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risk of expropriation is relatively higher due to lack of institutional constraints; however, 

authoritarian leaders can promote FDI through specific policy instruments. The downfall of this 

advantage is that if government leaders are not development friendly and concerned with citizen 

welfare, predatory leaders can rob the state of its resources through corruption. Corruption 

becomes a tool for a governing elite—a function of weak political institutions—affirming the 

“grease the wheels” hypothesis. How then do we understand these two political environments? 

Can we know in which conditions FDI will be attracted to weak institutions with positive ends 

such as property rights protection and contracts enforcement, and in which condition investors 

will be drawn to predatory governments? For further insight on this query I turn to another group 

of literature that studies the relationship between corruption and political institutions. This group 

of literature expounds on how corruption is a function of a political institution. 

3. Political Institutions and Corruption 

This relationship is approached in two ways, by analyzing the relationship between 

corruption and political constraints measured by veto players, and by analyzing the relationship 

between regime type and corruption. 

a) Veto Players and Corruption 

The first group of scholars studying corruption in relation to political institutions pay 

attention to the levels of corruption in comparison to the numbers of veto players within an 

institution.  Scholars Andrews and Montinola (2004), in a study on the rule of law in emerging 

democracies, empirically test the argument that an increase in the number of veto players 

decreases their ability to collude on accepting bribes, which in turn increases their incentives to 
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vote for legislation that strengthens the rule of law. Their findings suggest that an increase in the 

number of veto players would make corruption less likely to occur.  

Gerring and Thacker (2004) examine the impact of territorial sovereignty (unitary or 

federal) and the composition of the executive (parliamentary or presidential) on levels of 

perceived political corruption cross-nationally. They find that unitary and parliamentary forms of 

government help reduce levels of corruption
18

. They show that the empirical relationship is a 

causal one; ceteris paribus, unitary and parliamentary polities (if at least minimally democratic) 

should experience lower levels of corruption.  These findings suggest that the levels of 

corruption are inversely related to the level of veto players.  

b) Regime Type and Corruption 

The second group focuses on regime type as it relates to corruption. Generally the 

relationship between democracy and corruption is understood as grossly negative: the less 

democracy, the more corruption. Corruption is understood as caused by political systems that are 

deficient in democratic power-sharing formulas, checks and balances, accountable and 

transparent institutions and procedures of the formal and ideal system of democratic governance 

(Doig and Theobald 2000). Widespread corruption is seen as a symptom of a poorly functioning 

state, and as a failure of ethical leadership, democracy and good governance (Hope 2000:19). 

The ‘law of democratization’, says the degree of corruption varies inversely to the degree that 

power is consensual and as stated by Friedrich (1989) corruption can only be reversed by 

democratizing the state.  

                                                 

18
 Unitarism refers to a political system where the national government is sovereign relative to its territorial units (if 

any). Parliamentarism refers to a system in which the executive is chosen by, and responsible to, an elective body 

(the legislature). 
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Most schematic theories support this notion—the level of corruption decreases with the 

level of democracy; however, a slightly more refined theory holds that the relationship between 

regime type and corruption is not linear but bell-shaped. These scholars indicate that most 

authoritarian (totalitarian) systems are able to control the levels of corruption and thus keep it at 

an economically viable level (take for instance the Southeast Asian examples of “controlled 

corruption”), while countries in a situation of political and economic transition are the most 

corrupt. When authoritarian control is challenged and destroyed through economic liberalization 

and political democratization, but is not yet replaced by democratic checks and balances, and by 

legitimate and accountable institutions, the level of corruption will increase and reach a peak 

before it is reduced with increasing levels of democratic governance (Amundsen, 1999). 

Amundsen (1999), in testing the hypothesis of a negative relationship between 

democracy and corruption—using Transparency International’s Corruption Perceptions Index 

(CPI) for corruption levels and the Freedom House’s Country Rankings for levels of 

democracy—found that there is a negative relationship between democratization and corruption 

but that this correlation is not very strong. The level of corruption was substantially reduced only 

with democratic consolidation in terms of “deep democracy” (Amundsen 1999). Paldam (1999) 

finds that corruption in general terms will decrease with increasing levels of democracy, but that 

this covariance varies much according to the different levels of democracy (or rather the different 

stages of political transition). He suggests that the direct effect of democratization on the level of 

corruption is spurious.  Treisman (2000) and Gerring and Thacker (2004) argue that while the 

degree of democracy that prevails in a country was indeed not significantly associated with 

corruption, cumulative exposure to democratic rule reduced corruption. In a comprehensive 

cross-country study, using TI’s corruption perception index as the main dependent variable in the 
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regressions, Treisman (2000) finds that the current degree of democracy in a country makes 

almost no difference to how corrupt it is perceived to be. What matters, according to Treisman, is 

whether or not a country has been democratic for decades (Treisman 2000: 439). The regression 

results suggest a painfully slow process by which democracy undermines the foundations for 

corruption. Those countries with at least 40 years of consecutive democracy behind them 

benefited from a significant, although small corruption dividend. This association was further 

investigated by Montinola and Jackman (2002), who specified the nonlinear dynamics of this 

relationship: while levels of corruption tended to be higher in partially democratized states than 

in dictatorships, they were lower in consolidated democracies than in dictatorships. This group of 

literature shows that corruption is less in established democracies as opposed to the 

democratizing state. 

In the group of literature studies that study non-democratic systems and corruption, the 

correlation between authoritarian modes of rule and high levels of corruption is confirmed 

(Amundsen 1999). This confirmation comes, however, with a caution that there is a large variety 

of non-democratic rule systems; we need to make a distinction between controlled and 

uncontrolled systems. This distinction is closely related to the distinction I mentioned earlier, 

predevelopment authoritarian leaders and predatory leaders otherwise referred to as predictable 

or unpredictable regimes or functional or dysfunctional regimes (Girling 1997; Campos and 

Kinoshita 1999). The main analytical point made by scholars is that authoritarian control over 

politics and economy also implies a strict control over corruption levels and distribution 

mechanisms.  

Controlled corruption is argued to be less damaging to the economy while less controlled 

corruption is unpredictable and inhibitive for investments and economic entrepreneurship. In the 
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former the autocrat will seek to maximize society’s wealth (and be development oriented), while 

the latter type of autocrat will be concerned only with his own riches (and be development 

oriented only to the extent that it serves his own interests) (Coolidge and Rose-Ackerman 

2000:58-59). The latter type of corruption has its roots in neo-patrimonial regimes which are 

mostly found in African nations although not limited to Africa. Scholars who look at this type of 

corruption argue that the state is merely a façade that masks the realities of deeply personalized 

political relations, clientelism and political corruption (Hope and Chikulo 2000; Chabal and 

Daloz 1999; Bayart 1993; Bratton and van de Walle 1994; Médard 1986, 1991, 1998). Neo-

patrimonial practices can be found in all polities, but it is the core feature of politics in Africa 

and in a small number of other states, including Haiti, and perhaps Indonesia and the Philippines 

(Bratton and van de Walle 1997:62). Neo-patrimonialism is by some researchers called “personal 

rule”, “the politics of the belly”, “prebendalism” and “kleptocracy”. Its core characteristics are 

personal relationships as the foundation of the political system, clientelism (sometimes also 

nepotism), presidentialism (political monopolization), and a very weak distinction between 

public and private. These are all factors that undermine the formal rules and institutions, and 

open up for both political and bureaucratic corruption. 

In an extreme version of the neo-patrimonial perspective, Chabal and Daloz (1999) argue 

that the formal institutions of the state are an empty shell, and that political disorder and de-

institutionalization are a deliberate and profitable political strategy in Africa pursued by African 

rulers. Corruption is in their view a key aspect of the African functional disorder; it is legitimate, 

practical and “a habitual part of everyday life, an expected element of every social transaction 

[and] embedded in the dominant social imperatives” (Chabal and Daloz 1999:100). An example 

of this form of corruption is seen in Uganda where Museveni’s government where patronage and 
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personal interests are key factors in business-politics linkages. Senior military officers and their 

civilian business associates have profited from military procurements largely because of their 

personal ties with the powers that be (including the President) (Kiiza, 2004) 

“The cozy relation between foreign business and local political elites is evident in 

the case of Sudhir Rupharelia, a real estate tycoon of Asian origin. Sudhir 

reportedly has strong connections with leading members of the Movement 

government. The controversial Tri-Star company (a “manufacturer” of textiles for 

export to the USA under the African Growth and Opportunity Act – AGOA) is 

also important. The company obtained unusually generous favours from the 

Movement government – start-up capital, tax holidays, labour commitments, and 

an assured external market access – leading some Parliamentarians to suggest that 

Kananathan, the formal owner of Tri-Star is perhaps a mere front of President 

Museveni” (Kiiza, 2004:94-95)  

 

The effect of regime type on corruption is arguably very strong when it comes to the neo-

patrimonial or kleptocratic mode of rule. Ethical leadership, public accountability and legitimacy 

are, for instance, seriously lacking in the great majority of African states, and these neo-

patrimonial systems are characteristically lacking the distinction between public and private 

interests (Hope 2000:19; Médard 1991). According to Coolidge and Rose-Ackerman (2000), 

neo-patrimonial regimes are characterized by rent-seeking behavior on the part of officials at the 

highest government levels, and consequently this will produce excessive state intervention in the 

national economy, inefficient rent-extracting monopolies, oversized governments, privatizations 

that benefit the ruling elite, a range of non-transparent and contradictory regulations on taxation, 

investments and government spending, overly short-term investments, and hampered economic 

growth.  

According to Doig and Theobald (2000), grand corruption, the unashamed looting of 

national riches, has hitherto not been as obvious in developed and democratic countries, 

primarily because of the existence of a large private sector that offers (better) opportunities for 
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self-enrichment than do the public sector and politics, and secondly because the state is of a 

relatively smaller scale and of a lesser strategic position, and lastly – but not least – because of 

better functioning control bodies and a higher level of transparency, which includes elections and 

the media. In as such we find the interaction of corruption, weak political institutions and FDI 

4. Political Institutions, Corruption and FDI 

In kleptocratic regimes for example, corruption is pervasive and investors will be more 

than likely to encounter corruption whenever they deal with government officials, unlike in 

counties with arbitrary corruption where the firm faces uncertainty regarding the request for and 

type of bribes and the delivery of the promised services (Uhlenbruck, Rodriguez, Doh, and Eden 

2006). An investor going to a country with pervasive corruption should expect to be asked for 

bribes, both by public employees to process paperwork and by politicians to obtain government 

contracts. This increases the costs of operating in the country. Moreover, this increase in costs is 

not a one-time event, such as paying to obtain a government contract. Instead, the firm will 

continuously have to pay to operate in the country and have permits renewed, contracts enforced, 

or customs procedures cleared. As a result, investors in countries with pervasive corruption may 

avoid or reduce their investments there, because the increase in costs may render potential 

investment projects unprofitable. Research in this triad relationship (corruption, political 

institutions and FDI) is broad and not specific to FDI but to economic growth. However, there 

are two groups of theoretical literature which can help us to understand the inter-linkage between 

political institutions, corruption and economic activity. These two groups of theoretical literature 

are state capture literature and resource curse literature. 
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a) State Capture  

Corruption that involves collusion between the government and corporate agents is 

regarded as “state capture” (Hellman, Jones, & Kaufmann, 2000). According to Hellman, Jones 

and Kaufman (2000), one of the main aspects of corruption in developing countries is the 

“phenomenon of ‘state capture’ by the corporate sector.” This is corruption that involves 

collusion between the government and private agents, although agents may differ in terms of 

their benefits from corruption (Hellman, Jones, & Kaufmann, 2000). 

“State capture is defined as shaping the formation of the basic rules of the game 

(i.e. laws, rules, decrees and regulations] through illicit and non-transparent 

private payments to public officials. Influence refers to the firm’s capacity to have 

an impact on the formation of the basic rules of the game without necessary 

recourse to private pay rents to public officials...” (Hellman, Jones and Kaufman, 

2000). 

 

Leaders promote foreign investments that are under government control, such as the 

extraction of raw materials. Most of these FDI are natural-resource seeking which requires 

government specific policies. As a result, “corruption can assist by making possible higher rates 

of investment than would otherwise have been the case” (Theobald, 1990: 111). Tanzi (1998: 

582) calls this type of corruption “speed money” and has led to the notion of the resource curse 

(Collier and Hoeffler, 2000).  

b) Resource Curse 

The idea of a ‘natural resource curse’ stems from the observation that natural resource-

abundant economies tend to be plagued by social, economic and political underachievement 

relative to those countries where natural resources are absent or scarce (Sachs and Warner 1999). 

This phenomenon was first observed between 1960 and 1990 when the per capita incomes of 
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resource poor countries grew two to three times faster than the per capita income of resource 

abundant countries, and the gap in the growth rates appeared to widen with time (Sachs and 

Warner 1999). This phenomenon continues to be observed in the developing world, where 

natural resources have played a well-established role in fuelling conflict. This has been most 

evident in Africa where some of the most tragic resource-related conflicts have occurred. 

Research by Collier and Sambanis (2005), suggests that in any given 5-year period, the chance of 

civil war in an African country ranges from less than 1 percent in countries without resource 

wealth, to almost 25 percent in countries with such wealth (Collier and Sambanis, 2005). 

There are two main mechanisms of the resource curse: institutional worsening and Dutch 

disease. “Dutch Disease” is “where perhaps through an appreciated exchange rate, resource 

booms depresses manufacturing activity” (Sachs and Warner, 2001).   Dutch Disease, natural 

resource abundance may result in high levels of export concentration, which may lead to higher 

export price volatility and hence greater macro volatility. This may lead to dependence on any 

one export, it could be copper e.g. in Chile or oil in Nigeria and can leave a country vulnerable to 

sharp and sudden declines in terms of trade with attendant channels of influence through 

volatility. The Dutch Disease occurs when earnings from natural resources that accumulate as 

foreign exchange are not deliberately reapportioned to the non-tradable sector, and thus can only 

be dispensed on tradable goods (Lane and Tornell, 1988).The result is that funds are expended 

on imports rather than on developing the indigenous economy. Scholars Lane and Tornell (1998) 

explain the disappointing economic performance after the oil windfalls in Nigeria, Venezuela, 

and Mexico by dysfunctional institutions that invite grabbing.   

The second mechanism suggests that natural riches produce institutional weaknesses. 

Tornell and Lane (1999) expound on institutional weakness. They describe a phenomenon where 
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various social groups attempt to capture the economic rents derived from the exploitation and 

call it the “voracity effect.”  Revenues from resources increase so drastically that investments 

into rent-seeking in order to  capture control of the resource turn out to be much more profitable 

than investments into production. Lobbying, dishonest competition, corruption flourish, 

hampering economic growth (Sachs and Warner, 1999). This also stimulates corruption in 

countries with poor initial quality of institutions, but not in countries with strong institutions 

(Polterovich, Popov and Tonis 2008).   

According to Doig and Theobald (2000),  looting of national riches has hitherto not been 

as obvious in developed and democratic countries, primarily because of the existence of a large 

private sector that offers (better) opportunities for self-enrichment than do the public sector and 

politics, and secondly because the state is of a relatively smaller scale and of a lesser strategic 

position, and lastly – but not least – because of better functioning control bodies and a higher 

level of transparency, which includes elections and the media.  

There are many examples of slow growth among resource-rich countries with weak 

institutions. Lane and Tornell (1996) and Tornell and Lane (1999) explain the disappointing 

economic performance after the oil windfalls in Nigeria, Venezuela, and Mexico by 

dysfunctional institutions that invite grabbing. Ades and Di Tella (1999) use cross-country 

regressions to show how natural resource rents may stimulate corruption among bureaucrats and 

politicians. Acemoglu (2004) argue that higher resource rents make it easier for dictators to buy 

off political challengers. In the Congo the “enormous natural resource wealth including 15% of 

the world’s copper deposits, vast amounts of diamonds, zinc, gold, silver, oil, and many other 

resources . . . gave Mobutu a constant flow of income to help sustain his power”. (Acemoglu 

2004: 171) Resource abundance undoubtedly increases the political benefits of buying votes 
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through inefficient redistribution. Such perverse political incentives of resource abundance are 

mitigated only in countries with adequate institutions. 
19

 

It is important to note that not all resource-rich countries are affected by the resource 

curse. Lootable resources may or may not induce entrepreneurs to specialize in grabbing. The 

resource curse depends on the quality of institutions. This hypothesis is consistent with 

observations from several countries. Botswana, with 40% of GDP stemming from diamonds, has 

had the world’s highest growth rate since 1965. Acemoglu (2002) attributes this remarkable 

performance to the good institutions of Botswana.  Another example is Norway – one of 

Europe’s poorest countries in 1900, but now one of its richest. The growth was led by natural 

resources such as timber, fish and hydroelectric power, and more recently oil and natural gas. 

Norway is considered one of the least corrupt countries in the world. Similarly, in the century 

following 1850 the US exploited natural resources intensively. Scholars Mehlum, Moene and 

Torvik (2006) support the claim that the main reason for these diverging experiences is 

differences in the quality of institutions.   

Mehlum, Moene and Torvik (2006) assert that the variance of growth performance 

among resource-rich countries is primarily due to how resource rents are distributed via the 

                                                 

19
Other examples of slow growth among resource rich countries are the many cases where the government is unable 

to provide basic security. In such countries resource abundance stimulates violence, theft and looting, by financing 

rebel groups, warlord competition (Skaperdas, 2002), or civil wars. In their study of civil wars, Collier and Hoeffler 

(2000) find that “the extent of primary commodity exports is the largest single influence on the risk of conflict” 

(Hoeffler, 2000: 26). Several African civil wars, like Sierra Leone, Sudan, Congo/Brazzaville, DRC, Liberia, and 

Somalia, have shown characteristics of warlords fighting over the single most valuable asset: the state apparatus and 

its exclusive right to tax (or “tap”) the foreign companies that exploit the country’s mineral riches. The 

consequences for growth can be devastating. Lane (1958) argues that “the most weighty single factor in most 

periods of growth, if any one factor has been most important, has been a reduction in the resources devoted to war” 

(Lane 1958: 413).  
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institutional arrangement. 
20

 The distinction they make is similar to what is seen in the 

authoritarian literature (development-friendly or predatory). They distinguish between producer-

friendly institutions, where rent-seeking and production are complementary activities, and 

grabber-friendly institutions, where rent-seeking and production are competing activities. With 

grabber-friendly institutions there are gains from specialization in unproductive influence 

activities, for instance due to a weak rule of law, malfunctioning bureaucracy, and corruption. 

Grabber-friendly institutions can be particularly bad for growth when resource abundance 

attracts scarce entrepreneurial resources out of production and into unproductive activities. With 

producer-friendly institutions, however, rich resources attract entrepreneurs into production, 

implying higher growth. Mehlum, Moene and Torvik (2006) find that the resource curse applies 

in countries with grabber-friendly institutions but not in countries with producer-friendly 

institutions. They show that the quality of institutions determines whether countries avoid the 

resource curse or not. The combination of grabber-friendly institutions and resource abundance 

leads to low growth. Pro-development institutions, however, help countries to take full advantage 

of their natural resources.  

The resource curse literature supports the “grease the wheels” hypothesis and indicates 

that this type of corruption has an affinity for resource-driven investments. This indicates that 

resource-seeking FDI may have a larger tolerance level for corruption as a function of weak 

institutions. This also indicates that not all types of FDI can flourish in such an environment and 

points to a variant behavior between FDI and corruption found in weak institutions.  

                                                 

20
  On the decisive role of institutions and economic development see  Knack and Keefer (1995), and Acemoglu 

(2001). 
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Summary 

The discussion in this chapter indicates that further empirical evidence is needed to 

understand the relationship between corruption and FDI.  Indeed some scholars argue corruption 

is an FDI catalyst while others argue corruption is an FDI deterrent. A way forward on this 

debate is to argue that the “grease the wheels” hypothesis occurs in a different situation as 

compared to the “sand the wheels” hypothesis. In particular, “grease the wheels” occurs in 

conjunction with weak political constraints. The literature on political institutions does not offer 

conclusive evidence as to whether democracies attract more FDI than autocracies. Instead, it has 

produces two pairs of competing literature that argue that dispersed authority—the situations in 

which governments are subject to strong institutional checks and balances – reduces 

expropriation risk and attracts FDI. On the other hand, concentrated authority—the situations in 

which the state has the capacity to tax and regulate, and consequently, to play an intervening 

role—can also provide incentives for foreign investors.  The literature shows that in regimes of 

concentrated authority, there are two types of authoritarian leaders: development-oriented and 

predatory leaders. The latter type is concerned only with his/her welfare, which creates a hub for 

corrupt activity to the detriment of the welfare of the state. The distinction of this type leader 

however supports the “grease the wheels” hypothesis in weak institutions and supports the idea 

of an interaction effect between corruption and FDI.   

For insight on how corruption is a function of political institutions I reviewed the 

resource-curse literature. The resource-curse literature supports the “grease the wheels” 

hypothesis in resource-rich nations.  This indicates that not all types of FDI can thrive in corrupt 

countries with weak institutions. In the next section, I expound on this further and argue that FDI 

is a firm-level decision. For us to understand how FDI behaves we need to observe the behavior 
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of corruption in the industrial level—market-seeking FDI and resource-seeking FDI.  I elaborate 

this further in Chapter 2 and also provide a theoretical argument to elaborate what propels the 

“grease the wheels” hypothesis.  I argue that corruption as a function of political institutions is 

driven by the search for credibility in authoritarian regimes. I argue that the relative capacity of 

different types of foreign investors to invest in a country as they pertain to corruption and 

political institutions is a function of credibility. Political institutions underlie policy credibility, 

which differs based on institutional constraints exerted by veto players. This means different 

regime types offer different levels of credibility as a function of institutional constraints found in 

a country.  

In strong institutions such as democracies, policy credibility is guaranteed by multiple 

veto players, whereas in weak institutions, policy credibility can be guaranteed by development 

friendly autocrats or by illegitimate means, otherwise known as corruption.  In weak institutions, 

corruption is a feature that can be used to exploit institutional weakness—necessitated by higher 

institutional flexibility found in countries with concentrated authority—to cumulate into a 

comparative advantage that enables MNC to operate in countries weak policy credibility. This 

dynamic creates multiple scenarios for different types of FDI, because not all MNC can tolerate 

illegitimate credibility. I argue that different types of FDI have different thresholds in their 

ability to tolerate high costs and risk factors associated with corruption depending on the level of 

FDI asset specificity. I argue that the level of asset specificity underwrites the outcome for FDI 

as it interacts with (1) corruption, (2) weak institutions and (3) joint effect of corruption and 

political institutions.
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CHAPTER 2 

THEORY 

Introduction 

In the previous chapter I expounded on the literature that helps build my theoretical 

argument. In this chapter I build on the notion that that investors’ perceptions of corruption are 

not all the same, and that in certain situations corruption can be an FDI catalyst and in others an 

FDI deterrent. I put forward the argument that FDI is a firm-level decision and that in order to 

understand an investor’s affinity to a particular location we have to study FDI in the 

disaggregated level. Clearly not all FDI supports the “grease the wheel hypothesis;” otherwise, 

we would not have the “sand the wheels” hypothesis, and vice versa. To understand why FDI 

behaves the way it does we have to shift the focus to industrial levels of FDI.  

1. Argument 1: Disaggregating FDI 

The preponderance of empirical studies on corruption focus on its consequences, 

including corruption’s propensity to deter the inflow of FDI as it acts like a tax on investors (Wei 

2000). These works assume that the determinants and consequences of FDI are formulated by 

two mutually independent equations, i.e. investors take corruption as given; investors and host 

economies have no influence on each other and, hence, there is no mutual relationship among 

them. A growing body of evidence, however, suggests that this might not always be the case. 
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I argue that there are economic or political factors under the control of host countries that can be 

maneuvered by host countries’ governments to attract investors and/or vice versa.  Not all 

investors play a passive role in determining the direction of FDI. Some investors actually collude 

with government officials to determine FDI flow. 

For example, consider a fledgling economy with abundant natural resource, operating 

under weak institutions wrought with corruption and is relatively closed to the rest of the world. 

Also, let’s assume that this economy is facing extreme credit constraints with no access to 

international lending institutions and has no technological capability to extract its natural 

resources. Will these unique economic and political dimensions play significant roles in 

attracting FDI? Indeed they will, and this study is fully motivated by observing some 

idiosyncratic behaviors of investors who deviate from the norm and invest in such business 

environments that are —that are traditionally considered hostile to international investors.  It has 

been a convention in FDI literature that investors react pessimistically towards widespread 

corruption and have no influence on corruption levels in host countries. Investors are being 

treated in the literature as a homogeneous group of economic agents deliberately eschewing 

paying bribes, malfeasance, and public grafts. As a result, investors tend to avoid investing in 

countries with a high level of corruption. While this may be true for a majority of investors, 

recent developments and evidence surfacing from some developing countries suggest there may 

be some cases where corruption and FDI can be jointly determined. 

Therefore, I depart from this strict assumption and assume instead that investors differ in 

their strategic goals and in their perceptions of corruption. Depending upon local economic and 

political conditions, investors will strategically adjust their operations and modes of entry, and 

ultimately become attuned to local norms—even if it means engaging in corrupt activities. If 
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promised exclusive rent-sharing opportunities and monopolistic power by host governments, 

investors will gradually become acclimatized to strategies and operational practices conducive to 

local norms, economic circumstances and political environment. The extent to which 

government officials are guaranteed rents and favorable regulatory framework not only depends 

upon the underlying economic and political systems but, I argue, on the type of FDI.  

The size of bribe payments and license fees demanded by host economies’ governments 

depends upon the asset which is being extracted. Entering a market with a high corruption level 

entails added costs; however, to some investors, it may be worth entering the market if the total 

expected returns exceed costs. Different investors’ assets guarantee returns at different levels.  

Resource-rich assets and other high capital goods can guarantee higher returns through sale of 

natural resources in foreign markets as opposed to FDI which relies on domestic prices. It is, 

therefore, conceivable that not all types of FDI can tolerate high cost environments.  

Countries like Burma, Nigeria, Algeria, Angola, and Indonesia, just to name it a few, 

offer singularly strong evidence of resource-rich countries with prevailing weak institutions 

riddled with corruption. These countries rank high in measures of corruption levels, have 

abundant natural resources, have weak institutions governed by authoritarian regimes (Burma, 

Algeria, Angola), and democratic governments (Indonesia, Nigeria) whose bureaucracies are 

fraught with corruption and excessive red tape. Yet, they remain favorite destinations for many 

MNC. Burma is ranked by Transparency International (TI) as among countries with the highest 

level of corruption in the world (TI, 2010). Yet it has been receiving a sizable inflow of FDI for 

many years from Asian nations intent on securing access to its natural resources. Indonesia offers 

another interesting paradox. Foreign investment stock in Indonesia has been growing steadily 

despite persistent high corruption. This anecdotal evidence suggests that all investors cannot be 
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treated as a homogeneous group. Their tolerance level towards corruption and their adaptability 

to corrupt environments may be flexible enough for corruption to become less of an issue if 

promises of rent-sharing opportunities exist in host economies. 

I expect rent-seeking opportunities to be higher in developing countries endowed with 

natural resources because there are many economic challenges facing less developed resource-

rich economies. First, capital access constraints affect local investors in extractive industries; 

second, lack of technological know-how prevents developing countries from exploring and 

exploiting domestic natural resource; third, low levels of human capital may not permit 

developing countries to nurture and develop domestic industries. Faced with these economic and 

technological constraints, they are forced to share rents with foreign investors in exchange for 

much-needed foreign currencies and revenues. One example is  Burma, which has entered 

contracts worth of billions dollar with countries such as China, India, and some Asian economies 

that will permit these countries to explore and exploit its natural resources in exchange for much-

needed foreign currencies. In such a situation where an under-developed economy with abundant 

natural resources exchanges economic rents for foreign revenues with foreign investors, 

corruption in host countries will not deter some investors from investing, or in the worst 

scenarios, may even facilitate economic exchange between host countries and foreign investors. 

To provide preliminary evidence to support my claim, I present a preliminary analysis of 

how corruption and FDI correlate with each other over time in resource-rich developing 

countries over a period of seven years (2000-2007). I look at two groups of countries which I call 

resource-rich countries and non-resource-rich countries
21

. Resource-rich countries are those with 

                                                 

21
See Appendix 1 resource-rich countries and Appendix 2 for Non-resource-rich countries. 
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over 50% of energy exports (resource exports/total exports) and low resource are those with less 

than 50%.
22

  

The average corruption rating for both groups varies. I use Transparency International’s 

(TI) Corruption Perception Index (CPI).
23

 The CPI ranking ranges from 0 to 10, where the latter 

indicates highly corrupt  economies. The average CPI rating in resource rich countries is 6.5, 

whereas in non-resource rich countries the average corruption rating is 4..
24

  The second 

discrepancy is observed when I plot the average CPI against average log FDI for both sets of 

economies. The results show an interesting phenomenon. The negative association between FDI 

and corruption starts to become less clear and becomes positive in high-resource countries (See 

Figure 2.1 and Figure 2.2).  Figures 2.1 and 2.2 show that the association between FDI and CPI 

has changed from being negative to positive, suggesting that high corruption is positively 

associated with high FDI activities in natural resource based economies.  

  

                                                 

22
 Fuel exports as a percentage of total exports is used as a proxy of natural resource abundance. Statistics are 

obtained from World Development Indicators, World Bank  (2010). 
23

 In order to make the values of the variable more intuitive, I will invert the CPI 0 to 10 scale (0 for very corrupt 

countries) by subtracting each country’s score from 10, making 10 the most corrupt country and 0 the least corrupt 
24

 I use the percentage of fuel exports/total exports as reported by the World Development indicators. I consider 

countries with over 50% of fuel exports resource rich countries. 
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Figure 2-1: Relationship between CPI and FDI in Resource Rich Countries 

 

 

Figure 2-2: Relationship between CPI and FDI in Non-Resource Rich countries  
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These preliminary findings are evidence that pooling FDI into a single equation is an 

inappropriate research strategy for the study of corruption and FDI. The preliminary analysis 

indicates that countries like Venezuela, Russia, and Nigeria, all endowed with natural deposits of 

oil and/or natural resources, have high FDI flow and high levels of corruption (See Table 2-1) 

While one can argue a higher inflow of FDI may be affected by other factors, and the data 

generating process may also be affected by various other factors (which I will control for in a 

subsequent section), these observation should convince us to a certain degree that the 

relationship between FDI and corruption is not holistic, as existing literature has suggested.  

A seminal work by Brouthers, Gao and McNicol (2008) supports the idea of 

disaggregating FDI. The authors perform a disaggregated study of FDI against corruption. They 

show the joint influence of corruption and market attractiveness is different for market-seeking 

and resource-seeking FDI. They found that as market attractiveness increases, differences in FDI 

levels between highly corrupt and mildly corrupt nations grow, and that higher levels of 

attractiveness do not compensate for highly corrupt environments.  Their findings are important 

in two respects. First, they support a new growing theory that suggests that FDI does not behave 

homogenously. Second, despite their contradictory finding—that corruption deters resource-

seeking FDI, but not market-seeking FDI—they suggest that there may be FDI that is positively 

stimulated by corruption. “Even though our paper found results that support the notion that 

overall levels of national resource-seeking FDI are reduced by higher levels of corruption, some 

firms may exist that seek to gain advantage by investing in such highly corrupt environments” 

(Brouthers, Gao and McNicol, 2008:678).  In their conclusion, they suggest that future 

scholarship “may wish to explore the notion of ‘speed money’ ” suggested by Tanzi (1998:582) 

in greater detail and also for future research to pay greater attention to the industry structure 
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(Brouthers, Gao and McNicol, 2008:678).  In this paper, I forward their suggestions and explore 

the notion of speed money as a function of political institutions.  

Table 2-1 Countries with High levels of FDI, and High Corruption  

Table 3  High FDI and High Corruption Countries 

COUNTRY FDI CPI 

FUEL % of 

EXPORT 

Nigeria 3.5 8.4 97 

Azerbaijan 3.0 8.0 85 

Indonesia 3.4 8.0 26 

Sudan 3.1 7.9 79 

Ecuador 2.8 7.7 50 

Venezuela 3.2 7.6 85 

Kazakhstan 3.5 7.5 63 

Russia 4.0 7.3 55 

Algeria 3.0 7.3 97 

Iran 3.2 7.2 81 
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Another reason to disaggregate FDI is the notion that different political institutions attract 

FDI differently.   Different host countries provide different incentives based on varying features 

of political institutions. Countries compete for investment along two dimensions: costs and 

credibility (Janeba, 2002). Corruption increases the cost factor while political institutions control 

policy credibility. Assessments of potential risk and returns—within a particular political 

institution—are inextricably intertwined in the MNCs’ decision whether to enter a new country 

and or undertake an expansion of an ongoing business. MNCs always face a tradeoff between 

high-return high-risk opportunities and low-return low-risk ones. The tradeoff between costs and 

credibility may lead to a variety of investment strategies by MNCs which may vary from one 

type of political institution to another. 

In the previous chapter I observed that different political institutions demonstrate unique 

strengths and weaknesses: essentially they are good at doing different things, and they all have 

weaknesses. Countries with strong institutions (defined as institutions with a large number of 

veto players) tend to have a credible policy environment that facilitates policy certainty and 

property rights protections. The downside is that strong institutions may inhibit institutional 

capacity to enforce cooperative political exchanges, and thus undermine governance efficiency.  

On the other hand, countries with weak institutions (institutions with a small number of 

veto players) tend to have a flexible policy environment in which governments are more likely to 

offer incentives or change regulations to attract MNCs. But their lack of institutional credibility 

poses a big threat to MNCs’ assets. Both institutional features provide MNCs with some 

incentives for engaging in specific types of activities in host countries, and the tradeoff between 

them makes no country have the absolute advantage to attract all investors. MNCs exploit this 
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institutional support to derive competitive advantages that cumulate into comparative 

institutional advantages at the national level. 

To offer preliminary evidence, I use a scatter plot to explore the relationship between 

political institutions and FDI. Using the data set I introduced above, I add POLCON as a 

measure of political institutions.
 25

   I average the POLCON score for each country for the period 

2000-2007 and plot the POLCON score against the average FDI flow for 2000-2007. The scatter 

plot shows a negative relationship between FDI and veto players (See Figure 2.3). I then create 

two sample groups of countries: those with high political constraints (countries with a POLCON 

score between 0.5 and 1) and those with low political constraints (countries with a POLCON 

score between 0.4 and 0).
 
The relationship between political institutions becomes unclear.  The 

negative relationship is lost in countries with a low veto players score but stays positive in 

countries with a high veto players score. See Figures 2-4 and 2-5. Furthermore, when I review 

the countries with low POLCON rates I notice a trend similar to that established in corrupt 

countries. Countries with low political constraints also exhibit high levels of corruption and 

resource-rich FDI (See Table 1). The results indicate a need for further analysis as well as more 

sophisticated forms of regression analysis.
 
  

  

                                                 

25
 The veto player index—POLCON—measures the presence of effective branches of government outside the 

executive's control, the extent to which these branches are controlled by the same political party as the executive, 

and the homogeneity of preferences within these branches. The resulting measure is a continuous variable ranging 

from 0 to 1. When the value of the variable veto player equals 0, there are no veto players in the state. Higher values 

indicate the presence of effective branches of government to balance the chief executive (Henisz, 2002) 
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Figure 2-3 Scatter Plot: Relationship Between FDI and Veto Players (2000-2007) 

 

 

Figure 2-4:  Relationship Between FDI and POLCON (0.5 and 1) (2000-2007) 
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 Figure 2-5:  Relationship Between FDI and POLCON Between 0.4 and 0  

 

 

Table 2-2 Countries with High levels of FDI, Low CPI and Low POLCON Scores 

Table 3  High FDI and High Corruption Countries 

COUNTRY FDI CPI POLCONIII 

FUEL % of 

EXPORT 

Nigeria 3.5 8.4 0.6 97 

Azerbaijan 3.0 8.0 1.0 85 

Indonesia 3.4 8.0 0.7 26 

Sudan 3.1 7.9 1.0 79 

Ecuador 2.8 7.7 0.7 50 

Venezuela 3.2 7.6 0.7 85 

Kazakhstan 3.5 7.5 1.0 63 

Russia 4.0 7.3 0.8 55 

Algeria 3.0 7.3 0.6 97 

Iran 3.2 7.2 0.8 81 
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This anecdotal evidence suggests that FDI is not necessarily homogeneous. It suggests 

FDI has differing levels of tolerance for corruption.  It is naïve to assume that all global investors 

make decisions based on the same set of criteria. The institutional background may shift the 

playing field, favoring some investors while disadvantaging others. MNCs respond strategically 

when facing the restrictions and incentives created by the institutional context, given their sector- 

or firm-specific features. They may particularly favor or dislike certain investment locations in 

which they are less likely to be harmed by political instability or more likely to receive 

preferential treatment from the host government. In an effort to better understand the impact of 

institutions on FDI at the micro level, I relax the assumption that all investors have the same 

preference in investment environment and explore how different types of MNCs respond 

differently to political determinants in a host country. I ask how we can determine what drives 

different types of FDI to different political environments? This is a fundamental question that 

that remains unsolved and is the motivation for the rest of this chapter.  I argue that MNC 

decisions to enter into a host environment are determined by the production strategy which is 

underpinned by the asset specificity of each type of FDI.  

2. Argument 2: Industrial FDI and Asset Specificity 

As indicated in the introduction chapter, FDI falls in two categories: (1) Market-seeking 

(horizontal FDI) and (2) Resource-Seeking FDI (vertical FDI). Market seeking FDI is motivated 

by the intention to supply a market with locally produced goods, and undertakes similar 

production activities in both home and abroad.  Vertical FDI is driven by motivation to take 

advantage of factor price differences for production, locates different production processes in 

different locations. It is normally export-oriented. It is further classified into raw materials-
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seeking FDI (also referred to as primary FDI) or labor-seeking FDI. Raw materials-seeking FDI 

is motivated by access to natural resources, such as petroleum or minerals while labor-seeking 

FDI aims to reduce production costs through factor price arbitrage. Most commonly this involves 

the outsourcing of some part of the production process to a location with lower labor costs. Key 

determinants of efficiency-seeking FDI include labor cost and trade barriers.
26

 I argue that these 

three classifications of FDI behave differently when they interact with corruption, political 

institutions, and the joint effects of both corruption and political institutions. This is because each 

type of FDI is driven by different motivations, which leads investors to integrate with 

governments differently, and thus affects the levels of asset specificity.  

Asset specificity is argued to be the most important dimension for describing transactions 

between government officials and MNC (Williamson 1981). Asset specificity has reference to 

the degree to which an asset can be redeployed to alternative uses and by alternative users 

without sacrifice of productive value (Williamson 1996).  Asset specificity arises in FDI in 

particular from partner-specific learning processes. Williamson (1981) identifies three ways in 

which asset specificity can arise: (1) Site or location specificity: to minimize transportation costs, 

assets are located in an area that makes them useful only to buyers or suppliers. (2) Physical asset 

specificity: investment in specialized products or equipment makes them useful to only a small 

number of buyers.  (3) Human-asset specificity: the transaction or product requires specialized 

knowledge that arises from learning and by doing. Differing types of FDI display varying levels 

of asset specificity.  Physical asset, however, remains the most critical since it increases the cost 

of MNC exit to another location. Therefore MNC holding high physical asset (such as raw 

                                                 

26
 For a full discussion on the different types of FDI see Chapter 1 
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materials seeking FDI) can be argued to tolerate high corruption and/or act to avert unfavorable 

policies.  

The reason asset specificity is critical is that, once an investment has been made, buyer 

and seller are effectively depending on one another. As FDI deepens its level of asset specificity 

a ‘fundamental transformation’ occurs: the market structure moves from ex ante competition 

between many agents to ex post bargaining between the contracting partners. Thus relationship-

specific investments often isolate the trading partners from other exchange opportunities by 

creating a situation of bilateral dependency (Williamson, 1985; 1991). Items that are 

unspecialized among users pose few hazards, since buyers in these circumstances can easily turn 

to alternative sources and suppliers if conditions are unfavorable. Such investors can sell output 

intended for one buyer to other buyers without difficulty. This is more so the case of market and 

labor-seeking FDI but not raw materials FDI. Non-marketability problems arise when the 

specific identity of the parties has important cost-bearing consequences. Transactions of this kind 

may be referred to as idiosyncratic (Williamson 1975). Idiosyncratic transactions imply that the 

identity of the parties has important cost-bearing consequences to the investment. For example, a 

corrupt transaction between government official and investor will add to the “identity” of 

transaction actors and can result in iterative bargaining.  

Williamson (1985) argues that “once an investment has been made, buyer and seller are 

effectively operating in a bilateral (or at least quasi-bilateral) exchange relation for a 

considerable period thereafter” (Williamson 1981:555).  Williamson (1981) adds  that “inasmuch 

as the value of specific in other uses is, by definition, much smaller than the specialized use for 

which it has been intended, the supplier is effectively “locked into” the transaction to a 

significant degree. This is symmetrical, moreover, in that the buyer cannot turn to alternative 
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sources of supply and obtain the item on favorable terms, since the cost of supply from 

unspecialized capital is presumably great (Williamson 1981:555)”
27

. The buyer is thus 

committed to the transaction as well. Accordingly, where asset specificity is great, buyer and 

seller will make special efforts to design an exchange that has good continuity properties.  

The central proposition is that asset specificity, particularly in uncertain environments, 

creates contractual hazards: hence, the greater the specificity, the more elaborate the governance 

mechanism required to constrain the opportunism that may result. Initially, a detailed contract, 

completely specifying contingencies and what to do when they arise, will suffice. But as 

specificity mounts, such contracts become impossible to write and—in practical terms—

impossible to enforce, especially in the presence of environmental uncertainty (Williamson, 

1981). I argue that this mechanism, theoretically, has impact on (1) the transaction cost for FDI 

(which will counteractively help predict corruption costs) and (2) the bargaining power of 

investors as they bargain with host governments for FDI friendly policies. 
28

 I elaborate my 

suppositions further. 

A. Transaction Cost 

Asset specificity is regarded as the most important dimension for describing transactions 

(Williamson, 1981). The issue concerns whether there are large fixed investments, than whether 

such investments are specialized to a particular transaction. What exactly are transaction costs?  

Transaction cost is considered the basic unit of economic analysis (John R. Commons in 1934). 

Commons (1934) recognized that there were a variety of governance structures which mediate 

the exchange of goods or services between technologically separable entities. His work was 

                                                 

27
 See Thompson (1967, pp. 32-35). 

28
 Janeba 2002 argues countries compete for investments along two dimensions: costs and credibility 
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further refined by Ronald Coase (1937) in his seminal work The Nature of the Firm. Coase 

(1937) recognized that there are costs of using the “price mechanism” (Coase, 1988:38). When 

prices allocate resources at a cost, then they compete with other allocating mechanisms like firms 

and governments. Coase (1937) argues that, at times, firms and direct management supersede the 

market, while at other times market prices are used in directing goods and services. Coase (1937) 

provides examples of what he meant by the costs of the price mechanism: discovering what the 

prices are, negotiating and closing a contract. Furthermore, he hints at problems of enforcement. 

But he stops short of any definition. He does not explicitly mention transaction costs but 

introduces the concept of price mechanisms. 
29

 

The importance of the Coase theorem is that it points to transaction costs as the necessary 

factor in any explanation of the distribution of property rights. (Allen, 2000: 905).  The “property 

rights” approach emphasizes two factors: the measurement and enforcement of property rights 

and the quality or performance of contractual agreements (Alchian and Woodword 1988; North 

1990a). The performance of contractual agreements branch is known as the “asset-specificity” 

branch spearheaded by Williamson (1975, 1979, 1985, and 1996). Williamson (1985), divides 

transactions costs into ex ante and ex post costs. Ex ante costs are the costs of drafting, 

negotiating and safeguarding an agreement. The costs of monitoring and controlling the 

execution of an agreement are ex post costs, as are possible revision costs. Transaction costs will 

differ depending on the incidence of the transactions, the degree of uncertainty that the 

individuals face, and the “asset specificity” e.g. the extent to which the good and the transaction 

                                                 

29
 Coase in his Nobel address, states that: ‘What I think will be considered in the future to have been the important 

contribution of this article is the explicit introduction of transaction costs into economic analysis’ (Coase 1992, p. 

716). 
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concerned are geared to one another.
30

 Essentially, the more business partners invest in resources 

specific to a transaction, the more they create interdependencies—bilateral dependency—that 

expose them to potential opportunistic behavior (Brouthers and Hennart, 2007).  

Bilateral dependency leads to a property rights problems (i.e., rent appropriation) arise  

between value chain activities, particularly when transaction- or relationship-specific assets are 

present at different stages of the value chain (Williamson, 1991).
31

 Due to asset specificity, the 

next-best use of resources and capabilities (that is, serving other buyers) is often not as profitable 

as their first-best application. This creates potential for opportunism, by allowing the party 

contracting for the right to use the assets to reduce payments to the level of the next-best use 

(Klein, 1978).
32

 Williamson’s (1985: 47) definition of opportunism as “self-interest with guile” 

includes blatant forms of opportunism such as lying, stealing, and cheating, but he focuses on 

more subtle types of deceit, particularly adverse selection and moral hazard as subtle forms of ex 

ante and ex post opportunism. He focuses on the forms of cheating that can arise within the 

contractual relationship and not those without this relationship (Williamson, 1985).  

The investment relationship can be characterized by appropriable quasi-rents, whose 

distribution may be contended by the trading partners. 
33

 This threat may inhibit transactions or 

encourage firms to internalize operations. Increasing asset specificity leads to larger appropriable 

quasi rents and greater incentives for trading partners to hold up the transaction to gain a larger 

proportion of these quasi-rents (Masten, 1996). Also, the expectation of ex post bargaining can 

                                                 

30
 It should be mentioned that what Williamson calls an “agreement” must be understood to include not only 

contracts, but other more extensive institutions as well. 
31

 Williamson (1991) also points to uncertainty and the frequency of transactions as contributors to transaction costs.   
32

 Similar contracting behavior and rent-seeking can also occur within the firm (see Jensen and Meckling, 1976).   
33

 Quasi-rents are the difference between an asset's value in the relationship specific use and its value in the next best 

alternative use (Milgrom and Roberts, 1992). 
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lead to inefficient ex ante pre-positioning by trading partners as they attempt to extract a larger 

share of the quasi-rents (Grossman and Hart, 1986). This leads to a “hold up” problem.  

Harstad and Svensson (2011) give a theoretical depiction of the “hold up” problem. The 

authors introduce a growth model to explain the behavior of firms when faced with a government 

regulation. They indicate that firms can either comply with the regulation or not comply. In the 

latter option, when firms do not comply, “a firm can either bribe an official to “bend the rules” 

and be exempt from the regulation, or the firms can collectively lobby the government to change 

or relax the requirements” (Harstad and Svensson, 2011:46).
34

 Firms start off bribing officials to 

circumvent regulations; however, corrupt bureaucrats demand larger and larger bribe. This is 

called the “hold-up problem”. Harstad and Svensson (2011) also note that firms have to decide 

how much capital to invest in a host country.  

The level of investment is decided by the amount of bribes. They show that firms are 

most likely to bribe when their level of capital is small.  After a firm has invested more, the 

bureaucrat demands a higher bribe (hold up problem). At some point, bribes are so high that the 

firms prefer instead to lobby for deregulation. However, if the holdup problems are severe, firms 

will never invest enough to make lobbying worthwhile. This is because the holdup problem 

reduces the firm’s incentive to invest and prevents the industry from reaching the capital level. 

“The country may then be stuck in a poverty trap with bribery forever” (Harstad and Svensson, 

2011:47). Hold-ups can be costly as they consume scarce resources and as trading partners fail to 

realize potential gains from trade because of their inability to negotiate suitable trading 

                                                 

34
  Harstad and Svensson (2011) define lobbying, “taking the form of campaign contributions or influence-buying 

through other means, as an activity that is aimed at changing existing rules or policies”. They define bribery “as an 

attempt to bend or get around existing rules or policies” (Harstad and Svensson, 2011). 
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agreements. Asset specificity is thus an important factor in affecting foreign firms’ vulnerability 

to corruption and can help us predict how corruption will affect industrial FDI.  

Bargaining Power and Policy Credibility 

The second mechanism in which asset specificity affects FDI is through the bargaining 

power of investors against the host government in ensuring policy credibility. Two bargaining 

theories support this notion: the Obsolescing Bargaining Theory (OBM) and the Political 

Bargaining Theory (PBM). OBM suggests that MNC investment decisions and strategies are 

largely contingent upon their specific bargaining power relative to host governments. The OBM 

argues that market and competitive opportunities vary according to the type of industry, and risks 

also affect them differently. The OBM supports the notion that FDI is a firm-level decision and 

that market and competitive opportunities vary according to the type of industry; risks also affect 

them differently. The OBM rests on two main assumptions that have been criticized and have led 

to an alternate theory know as the Political Bargaining Model (PBM).  

The first assumption of OBM is that the bargaining relationship between MNC and host 

government is a one-shot bargain over the initial firm-specific entry decision. The political 

bargaining model (PBM) elaborated by Eden, Lenway and Schuler (2005), by contrast, takes into 

account post-entry political strategies by illustrating that MNC can affect government policies 

toward their industries through iterative bargaining (Eden, Lenway and Schuler, 2005). In other 

words, MNC sunk costs may not necessarily become hostages but bargaining chips. This would 

be especially important for FDI which has huge sunk costs (such as resource-seeking FDI) and 

which relies on continued extraction of resources.  
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The second assumption of the OBM is that the MNC and the host government bargain 

with each other in order to pursue relative gains. Therefore, MNC and the host government 

necessarily have conflicting goals, which makes MNC intrinsically vulnerable to expropriation. 

The PBM, by contrast, assumes that the both MNC and the host government bargain to achieve 

absolute gains. This again becomes important because it opens the possibility of collusion 

between political elite and MNC. What is important of these two theories is that they both show 

that MNC have power to bargain with host country political institutions (at time of entry and post 

entry) and the bargaining power is largely driven by the motivation of the FDI.  Both PBM and 

OBM theories indicate that MNC are not the same with respect to their vulnerability to host 

governments’ opportunistic expropriation. In actuality, MNC bargaining power varies across 

issues and sectors, and so do their preferences toward policy environments in host countries. 

Similar to my earlier discussion, I argue that the bargaining power is underpinned by the asset 

specificity of the different types of FDI. 

Williamson (1985) stresses the comparative advantage of different governance structures 

in relation to the government and investor relationship. He cites that appropriation and 

sustainability of issues are starkly magnified by institutional settings (Williamson, 1985). 

Property rights systems, encompassing the definition, allocation and enforcement of rights, are 

dynamic systems unique to each location. How a country determines what should or should not 

be owned by one group or another, including the partitioning of rent streams, is determined by a 

web of formal and informal institutions (or rules), and the organizations and individuals that seek 

to influence the design and operation of these rules (North, 1990). These institutions in essence 

influence host government institutions policy credibility and/or flexibility.   
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Policy Credibility, Policy Flexibility and Veto Players 

All governments desire to have the capability of maintaining a good status quo through 

policy credibility and changing a bad status quo through policy flexibility (Zheung, 2006). 

Institutional constraints make it impossible for governments to achieve both goals. Governments 

highly credible to a large number of citizens may lack the ability to respond flexibly to certain 

small groups. Maximizing the accountability of a government by increasing competition 

(horizontal accountability) and public participation (vertical accountability) can come at the 

expense of flexibility and responsiveness. Conversely, maximizing flexibility of a government 

will generate more credibility problems. If the government is strong enough to take initiatives 

and change unfavorable policies, it is also strong enough to abrogate these policies for its own 

benefit.  

Countries with a large number of veto players tend to have a credible policy environment 

that facilitates policy certainty and property rights protections. The downside is that strong 

institutions may inhibit institutional capacity to enforce cooperative political exchanges, and thus 

undermine governance efficiency. On the other hand, countries with a small number of veto 

players will tend to have a more flexible policy environment in which governments are more 

likely to offer incentives or change regulations to attract MNC. But their lack of institutional 

credibility poses a big threat to MNC’ assets. In any case both types of governments provide 

MNC with some incentives for engaging in specific types of activities in host countries, but the 

trade-off hinges on a government’s credibility and flexibility. This results in no country having 

an absolute advantage to attract every investor. I argue that MNC exploit this institutional 

mechanism to derive the optimal location for their investment. Thus in my theory I presume that 
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MNC decisions operate under these two conditions –government credibility or government 

flexibility–when weighing their options in choosing a friendly environment.  

The potential risks and returns are inextricably intertwined in this internal characteristic 

of a host government. Due to high sunk costs, FDI is especially vulnerable to any form of 

uncertainty, including uncertainty stemming from poor government efficiency, policy reversals, 

corruption or weak enforcement of property rights and of the legal system in general. Potential 

risk of expropriation makes returns uncertain and discourages investment for risk-averse decision 

makers. When property rights are insecure, potentially less efficient investments may also be 

undertaken as a means to strengthen the security of property rights.  Thus the quality of 

institutions is an important determinant of FDI activity because it concerns the importance of 

state capability to maintain a credible, low-risk host environment.  

Credible commitment can ensure prospective private investors have a reasonable return 

on investment and avoid the possibility of arbitrary governmental discretion, but it may entail the 

risk of policy rigidity, slowing pro-competitive reforms over time. An institutional framework 

that fragments decision-making power is likely to promote policy credibility while those 

institutions that concentrate decision-making power are likely to promote policy flexibility. The 

situation is labeled by Andrew Macintyre (2003) as “the power concentration paradox.” Both 

characteristics have important implications for economic policy. On the other hand, flexibility 

could overcome collective action problems and facilitate quick decision-making, but it could also 

make policy less accountable in the absence of external checks and balances on bureaucratic 
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power.
35

Whether policy credibility or flexibility is more beneficial depends on whether the status 

quo is efficient (Haggard and Kaufman 1992, Rogowski 1999). If positive action will be required 

to change an unpopular status quo or maintain an announced policy (e.g., pro-capital economic 

reforms), concentrated authorities are superior. If the status quo suffices (e.g., property rights 

protection), multiple-veto arrangements are more effective.  

What underlies a government’s ability to provide policy credibility or policy flexibility?  

In analyzing the policy outcomes of political institutions, researchers focus on the way 

institutions define the capacity to block or to pass legislation, thus to exercise a veto. 

Governments’ ability to commit policy flexibility or policy credibility is shaped by the number 

of institutional veto players. States that have more veto players tend to be more able to commit to 

maintain a given policy whereas states that have fewer veto players tend to be more likely to 

enact and initiate policy change. Therefore, other things being equal, the more veto players, the 

stronger the political institutions, and the more stable the policy, and vice versa (Cox and 

McCubbins 2001).  

On the one hand, strong institutions encourage credible governance and produce high 

levels of policy certainty, which attracts FDI.
36

 Acemoglu and Johnson separate the effects of 

contracting institutions from property rights institutions and find that the former has less impact 

on economic development than the latter, suggesting that “economies can function in the face of 

                                                 

35
 Murtha and Lenway (1994) apply a similar framework to explain states’ industrial strategies. They argue that 

policy credibility and target specificity combine to determine states’ industrial strategy implementation capabilities. 

Target specificity, defined as the degree to which a state can disaggregate and isolate component activities of the 

national economy as objectives of policy intervention, is negatively associated with policy credibility. For example, 

command economies have high target specific and low credible industrial policy whereas pluralist regimes have 

high credible and low target specific industrial policy. 
36

 A vivid example illustrates the importance of policy certainty to foreign investors. Brazilian President Lula was 

named as Personality of the Year 2004 winners by FDI Magazine because of his pro-active stance to promote FDI: 

“We want to show to investors that we have stability and democracy and assure them that the rules are well defined 

and that no-one will be taken by surprise by a sudden new regulation.” FDI Magazine 2004. 
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weak contracting institutions without disastrous consequences, but not in the presence of a 

significant risk of expropriation from the government or other powerful groups” (Acemoglu and 

Johnson 2005: 953) 
37

 Moreover, strong institutions may reduce the “hassle” costs of doing 

business, moral hazards, and incompleteness in commercial dealings (i.e., search, negotiation, 

and enforcement costs) (Bevan Estrin and Meyer 2004). On the other hand, strong institutions 

may also inhibit institutional capacity to enforce cooperative political exchanges, and thus 

undermine governance efficiency and increase transaction costs. For example, Spiller and 

Tommasi (2003) argue that large number of key political players in Argentine policy-making 

process has moved away politics from institutional arenas, increasing the difficulty to reach 

cooperative outcomes among policy decision makers. 

In contrast, weak institutions experience bigger swings of control over policy and 

facilitate flexible governance, which produces efficiency and adaptability in policy management. 

Governments can attract FDI through specific policy instruments, investment incentives in 

particular; however, this holds only if investors are welfare-maximizing and not predatory. 

It is important to note that all governments, irrespective of their political make up, 

perform two economic functions. One is redistributive: governments transfer private goods to 

powerful interest groups. The other is allocative: governments use taxes to invest in their 

economies (McGuire and Olson 1996). That is, governments increase the welfare of their 

citizens. However, governments’ redistribution biases are shaped by their specific political 

institutions and in some institutions those who qualify for redistribution are few in number, e.g., 

authoritarian states. Furthermore, governments with weak institutions have a stronger capability 

                                                 

37
 They use expropriation risk index to measure broad property rights institutions and legal formalism indices to 

measure narrow contracting institutions. 
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to impose their redistribution biases and provide private goods to a certain interest groups. A pro-

development authoritarian regime would minimize redistribution and maximize growth, while a 

predatory government would do the opposite (Alesina and Rodrik 1994). 

This theoretical argument has its foundations in the selectorate theory. In The Logic of 

Political Survival, Bueno de Mesquita, Smith, Siverson, & Morrow (2003) explain the logic of 

how leaders stay in power through their ability to provide private goods within the selectorate 

(S).  The authors developed a formal framework for evaluating the consequences of variations in 

the size of the group to which a chief executive is ultimately accountable.  The theory is based on 

two critical assumptions. First, the goal of leaders is to survive in office. Second, in service of 

this goal, leaders choose the degree to which they will focus on policies that benefit society at 

large (public goods) versus those that exclusively benefit the winning coalition (private goods).  

The critical concept in the selectorate theory is the concept of the winning coalition—the 

section of the populace whose support is essential for the leader to survive in office. It assumes 

that leaders are driven by political survival concerns. The selectorate is the section of the 

population to which the leader is ultimately accountable. The focus of their analysis is on 

variations in the size of this accountability group. A leader stays in power by holding the loyalty 

of the winning coalition (W)
38

. The winning coalition is defined as a subset of the selectorate of 

sufficient size such that the subset’s support endows the leadership with political power over the 

remainder of the selectorate as well as over the disenfranchised members of the society 

                                                 

38
 The selectorate is the set of people whose endowments include the qualities or characteristics institutionally 

required to choose the government's leadership and necessary for gaining access to private benefits doled out by the 

government's leadership.  
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(Mesquita, Smith, Siverson, & Morrow, 2003). In other words the winning coalition holds the 

power to remove the incumbent and select a replacement.    

I assume that any government must compete against challengers over the provision of 

public goods, and that governments have redistribution biases in favor of their supporting 

groups—the winning coalition. As the institutions become stronger, the winning coalition grows 

relative to the size of the selectorate, and governments face increasing pressure to provide public 

rather than private goods, because it is less efficient to use private transfers to satisfy specific 

clients (Mesquita, Smith, Siverson, & Morrow, 2003). 

As mentioned earlier, governments with weak institutions have a strong capability to 

impose their redistribution biases and provide private goods to a certain interest groups. In small 

winning coalitions (common with authoritarian regimes) I argue the redistribution can happen in 

either of two ways.  First in a pro-development country a government can redistribute wealth to 

economically build a country.  In a pro-development country, some domestic firms may receive 

the privilege of being the major recipients of foreign capital and technology transfers.
 39

 For 

example, China and Vietnam, despite their autocratic policy-making regimes, have created 

entrepreneurial and capital-friendly policy environments that are attractive to foreign investors 

(Huang 2003; Meyer and Hung 2005).   

                                                 

39
 These pro-development politicians will have strong incentives to pursue a more capital-friendly policy and 

provide incentives to foreign firms. In a small winning coalition system, the preferences of these small interest 

groups are likely to dominate government policy making. In a large winning coalition system, by contrast, the 

politicians—to maximize electoral success—have a greater incentive to appropriate income from foreign firms 

because the majority of domestic residents do not benefit from the equity holdings held by foreign firms. Therefore, 

countries with weaker political institutions will be more likely to offer investment incentives to please their pro-

capital supporters and shift tax burdens to the rest of the society. 

 



 

88 

 

 

Second, in the case of a predatory government, the government redistributes wealth to an 

exclusive elitist group and creates a “race to the bottom” effect. The elitist group in power 

extracts as many resources as they can before dissatisfaction with the status quo leads to a 

change in regime. Mesquita, Smith, Siverson, & Morrow (2003) argue that kleptocratic leaders 

stay in power through their ability to provide private goods to the winning coalition.
40

 Foreign 

investors who are willing to discount long-term credibility can cash in on such an environment. 

They can focus on obtaining upfront benefits from the government in exchange for friendly FDI 

policy. Since a country with weak political institutions is more likely to renege on its 

commitment ex post, the political elite have an incentive to make more upfront concessions to 

the foreign firm to reach a deal.  

Ehrlich and Lui (1999), for example, postulate that autocratic regimes that can centrally 

steer administration are more likely to implement policies that are closer, if not equivalent, to 

first-best policies. They follow this path because they want to maximize their rents and 

internalize the deadweight loss associated with corruption. The autocrat has an incentive to avoid 

impairing the productivity of the private sector that is absent in decentralized regimes, since 

bureaucrats are blind to the detrimental effect of bribes on productivity. Thus, corruption 

provides an incentive to implement better policies in autocratic regimes but not in democratic 

regimes. All things being equal, corruption is more beneficial in countries that are less 

democratic.  

                                                 

40
 The theory states “the ratio W/S influences the magnitude of any leader’s discretionary budget… the smaller the 

ration the greater the degree of loyalty to the incumbent that is induced and consequently the less the incumbent 

must spend to stay in power. Therefore, a small winning coalition with a large selectorate provides the foundations 

for kleptocracy" (Mesquita, Smith, Siverson, & Morrow, 2003:129-130)  
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Corruption is a second-best option in the absence of credible institutions. While foreign 

investors prefer a long-standing stable environment, they do not rule out investing in markets 

where a long-term stable environment is absent. This is because investors can create illegitimate 

credibility through specific arrangements with government officials.  This shows that a host 

government’s preferential policies to foreign investment can offset flaws in overall environment.  

To be clear, most foreign investors are most likely to be attracted to institutions that are 

able to maintain a sufficient level of policy certainty while offering a certain level of flexibility 

to meet investors’ demands. Therefore, a modest level of institutional strength should be most 

attractive to foreign investors because extremely rigid or extremely volatile policy environment 

would undermine host countries’ attractiveness to foreign investors. However, countries with too 

weak institutions can still attract FDI because they can recapture some credibility through the 

flexible nature of the political institution, leading to illegitimate credibility. 

Illegitimate credibility is created by corruption between MNC agents and government 

officials. This type of credibility is only good as long as the political status quo does not change 

and as long as the FDI can tolerate the high costs of investing in a high risk, high cost 

environment. Thus, illegitimate credibility is not for the “faint of heart” FDI. It is costly and 

requires the investor to have a large competitive edge that will help maintain bargaining leverage 

with host government officials.  

In summary, asset specificity is important because as the level of asset specificity 

deepens, bilateral dependency occurs between investors and government officials, creating 

important cost-bearing consequences for both parties. I argue these idiosyncratic transactions 

have important two important implications: first, they help determine investors’ susceptibility to 

corruption; second, they help determine the bargaining power of investors as they bargain with 
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government officials for friendly FDI policies. I use these two mechanisms to make theoretical 

suppositions for (1) corruption and FDI, (2) veto players and FDI, and (3) the joint effect of veto 

players and corruption on FDI. I outline the theoretical predictions next. 

3. Hypotheses 

I.  Corruption and FDI. 

I argue that FDI vulnerability to corruption is not homogenous and depends on the level 

of asset specificity, in particular on the level of site, physical asset and human specificity. 

Differing FDI types display varying levels of asset specificity, in particular in varying levels of 

site or location specificity, physical asset specificity and human-asset specificity. Market-seeking 

FDI is motivated by growth and is characterized by horizontally integrated structures which 

involve the duplication of the entire production process across multiple countries. This indicates 

a high level of site specificity but not necessarily physical asset specificity—in other words, 

market-seeking FDI is not dedicated to a particular location, as is raw-materials seeking FDI, for 

example. Furthermore, market-seeking FDI is heavily integrated in a host economy, giving it a 

higher likelihood of interaction with government bureaucrats, which would also mean a higher 

likelihood of interaction with bureaucracy and corruption. On the other hand, raw materials FDI 

is made by stand-alone affiliates. It is usually isolated from the rest of the economy and often 

operating in geographically remote regions or special economic zones, indicating that it would 

not interact with bureaucrats as frequently as market-seeking FDI. 

Alam (1995) suggests that an individual who is confronted with corruption may relocate, 

seek out officials who are not corrupt, find substitutes or private alternatives to provision by 

corrupt officials, or forego such goods and services altogether.  In other words, the individual 
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may look for a substitute product, or forego the product; or he may look for a substitute producer 

or forego the producer. If the goods/services are custom-made for the corrupt principal, or the 

bribe is tailored to the agent’s wishes, exit becomes less likely because the goods/services and 

the bribe are too valuable. Market-seeking services are easier to substitute, unlike resource-

seeking—more so in raw-materials-seeking than in labor-seeking—FDI.  This is because market-

seeking is not indebted to one specific location (i.e., it has less physical asset specificity) as 

compared to raw materials-seeking FDI.
41

 This makes market-seeking FDI less dedicated to a 

host economy than resource seeking FDI.  Raw-materials seeking FDI has large dedicated assets 

in expectation of continued resource extraction for sale in international markets.  Physical asset 

specificity has the greatest implications for cost-bearing consequences. This is because physical 

asset specificity is a specialist product found mostly in raw materials such as minerals and oil. 

Furthermore, extraction of raw materials requires specialized labor which most countries in 

developing countries do not have.  Neither do they possess the capital needed for extraction.  

This creates an avenue for high-level dependency between investors and government officials, 

which creates opportunities for rent seeking.  

Transaction costs will differ depending on the incidence of the transactions, the degree of 

uncertainty that the individuals face, and the “asset specificity” – e.g., the extent to which the 

good and the transaction concerned are geared to one another (Willamson, 1985). 
42

 The 

additional costs arising from corruption may adversely affect the degree of penetration by 

investors making prices higher (Anand, Ashforth, and Joshi, 2005), thereby restricting the market 

                                                 

41
 This supports the idea that corruption is higher in countries with pervasive resource abundance (which causes 

asset specificity) (Ades & Di Tella 1999; Leite & Weidmann 1999; Treisman 2007). 
42

 Williamson (1985) notes that “agreement” must be understood to include not only contracts, but other more 

extensive institutions as well. 
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to those who are willing to pay for the now higher-priced good or service, and thus reducing 

overall demand.  FDI that is efficiency-seeking (such as market-seeking and labor-seeking) 

cannot exist in an inefficient (high risk and low return) market. Market-seeking FDI for example 

has different pricing mechanisms as compared to vertical FDI (FDI which is export oriented). 

Since market-seeking FDI is horizontal FDI, its prices are determined within the domestic 

market as opposed to horizontal FDI. The pricing threshold for market-seeking is much lower 

than that of high capital goods traded internationally (Acemoglu, 2000). Raw materials-seeking 

FDI usually are mostly regulated by cartels, and have higher profits margins. This discussion 

leads me to the following hypotheses: 

Hypothesis 1: There is a negative relationship between market-seeking FDI and corruption. 

Hypothesis 2: There is a negative relationship between labor-seeking FDI and corruption. 

Hypothesis 3: There is a positive relationship between raw materials-seeking FDI and corruption. 

II. Veto Players and FDI 

Asset specificity—site, physical asset and human asset specificity— can be argued to 

give market-seeking, labor-seeking and raw materials-seeking FDI differing levels of bargaining 

power with the host government when deciding whether to invest in a country, or to continue 

doing business there. MNCs involved in market-seeking FDI will be more likely to interact with 

domestic firms and local workers through backward linkages. This may give MNCs more 

political leverage to influence the host government. Policies will be more likely to favor the 

group with greater lobbying abilities. Moreover, Aizenman and Marion (2004) argue that 

increases in policy risks in host countries should encourage horizontal FDI but discourage 

vertical FDI. It is because vertical production network gives MNCs less substitutability than 
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horizontal production network. Therefore, host government’s opportunistic behavior will be 

more costly to MNCs engaged in vertical FDI than horizontal FDI. 

On the other hand, some other studies suggest that high asset specificity would give 

investors more incentives to lobby the host government for more targeted protection or subsidies 

after their assets were sunk. Joskow (1987) finds that when relationship-specific investments are 

more important, coal firms tend to make longer commitments to the terms of future trade at the 

contract execution stage, and rely less on repeated bargaining. Alt (1999), finds that Norwegian 

firms with more specific physical assets (measured by R&D intensity) and human assets 

(measured by job immobility) have greater incentive to lobby for protecting themselves, because 

they face potentially greater losses from adjusting to new activities in the face of competitive 

pressure. The OBM would agree that the more specific the asset, the more costly a foreign firm 

facing unfavorable policy change would find “exit” into another location, and the more incentive 

the foreign firm will have to avert this unfavorable policy change. 

Therefore, MNCs holding highly-specific assets will be particularly attracted to countries 

that can credibly maintain long-term policy and secure their assets. FDI in infrastructure projects 

(e.g., electricity, telecommunication) has physical asset specificity: the massive up-front capital 

costs, a long payback period, non-deployable assets, and the highly politicized nature of pricing 

decisions. Since these MNCs are highly sensitive to political risks and vulnerable to host 

governments’ opportunistic policies, the OBM would predict that they favor the host country 

with strong institutions to maintain long-term policy stability and secure their assets. Therefore, 

MNCs with high asset specificity will prefer countries with strong institutions. Since physical 

asset specificity is highly associated with capital intensity, a positive correlation between 

institutional strength and capital intensity also is expected. 
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Labor-seeking FDI is also integrated in a host economy in its search for cheap labor, 

although not equally to that of market-seeking FDI. As a result, labor-seeking FDI and market-

seeking FDI would be directly affected by government policies regarding the economy at large. 

But the government does not set these policies specifically for foreign investors, and policy 

change may adversely affect market- and efficiency-seeking MNCs. Hence, the stability of the 

policy environment (e.g. that found in democracies) is of particular value to market and 

efficiency-seeking FDI. Furthermore, labor-seeking FDI is mostly in the form of cheap labor yet 

with particular attention to expertise for labor – especially with technology firms. Technology is 

an important firm-specific advantage and MNC diverge systematically in their approach to 

location (Pauly and Reich, 1997).  Technology involves large sunk costs and long pay-back 

period, thus OBM would suggest that since R&D investments normally have large sunk costs 

and long pay-back period, a long-term credible policy environment is crucial for investors. Many 

empirical studies have found that strong protections of intellectual property rights in the host 

country increase R&D investments by MNCs, as the risk of imitation is low. Therefore, R&D 

intensive MNCs should prefer a credible policy environment that is originated from strong 

political institutions. In this case I hypothesize the following: 

 

H4: Market seeking FDI will be positively correlated with countries with many veto 

players. 

H5: Labor-seeking FDI will have a positive relationship with countries with many veto 

players.  

Raw materials-seeking FDI is normally export-oriented and comprises investments that 

are extractable such as oil and diamonds. This type of FDI is location-specific and also incurs 
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large sunk costs due to the large size and high level of expertise of firms capable of extracting 

the resources. Raw materials-seeking FDI depends on policies or arrangements set specifically 

for them by the host country government (this is because extraction of natural resources is 

usually heavily regulated by the state and in many countries deemed to be state wealth). In as 

such, more veto players and other democratic institutions would limit the flexibility of the 

government to tailor policies to their need.  Furthermore, raw materials-seeking investments are 

often made by stand-alone affiliates, and are usually isolated from the rest of the economy, often 

operating in geographically remote regions or special economic zones. Their welfare depends on 

reciprocal long-term policies set specifically for them by the host country government. 

Williamson (1996) offers a hostage theory claiming that a reciprocal long-term exchange 

agreement (hostage) would provide a mutual safeguard against expropriation risk of the 

dedicated assets. Once entering the host country, large firms may be able to exert more political 

influence on the host government, not only because they may be seen as bigger contributors to 

economic growth and job creation, but also because they may derive sufficient political power 

from their high capital investments which can be used to shift government regulations to their 

preference. 

Therefore, raw materials-seeking FDI will be particularly attracted by countries with 

policy flexibility which can guarantee extraction of resources. If the investor is not able to 

acquire credible policies through legitimate means they can obtain “illegitimate credibility”.  

MNC can engage in iterative bargaining with the host governments so as to ensure a long term 

relationship.  The PBM argues that iterative bargaining is possible between MNC and host 

governments.  In this case, foreign firms with high asset specificity such as raw-materials 

seeking MNC continue to maintain bargaining power because both the MNC and the host 
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government are benefactors. In this case host governments with few political constraints are 

likely to manipulate policies to serve the interests of MNC and the ruling elite. This would also 

indicate that MNC in these industries would be more likely to desire flexible institutions that can 

create and maintain credible policies. In this case I hypothesize the following: 

 

H6: Raw materials-seeking FDI will have a negative relationship with countries with few 

veto players.  

 

III. Corruption, Veto Players and FDI 

Governments vary in their ability to make credible commitments. A more credible 

government can be attractive to foreign investors because of its ability to maintain a long-term 

stable policy environment and protect property rights, but some inefficient policies could become 

difficult to change when the institutions are rigid. A more flexible government is attractive to 

foreign investors because it has more capacity to reduce the burdens of regulation and provide 

preferential treatment to foreign investors, but may create a higher risk of government changes in 

policy.  The relative capacity of veto players to attract FDI is a function of institutional 

constraints that underlie policy credibility and flexibility. Both policy features provide foreign 

investors with some advantages for engaging in specific types of activities in host countries. In 

flexible policy environments, investors can bargain with government officials through legitimate 

means or through illegitimate means. As discussed earlier, investors can mitigate political 

flexibility through much riskier channels of government corruption which I call “illegitimate 

credibility.”  This is corruption between MNC agents and government officials. This type of 

credibility is only good as long as the political status quo does not change and as long as the FDI 

can tolerate the high costs of investing in a high-risk, high-cost environment. This has led to 
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what Hellman, Jones and Kaufman (2000) call state capture. State capture is found in regimes 

that are not pro-development and are caught up in in the “race to bottom” effect described 

earlier. The political elite extract as much rent as possible to appease their winning coalition, 

leading to state capture of FDI. 

According to Hellman, Jones and Kaufman (2000), one of the main aspects of corruption 

in developing countries is the “phenomenon of ‘state capture’ by the corporate sector.” Because 

of the extensive capital and technology required for natural resource prospecting and extraction, 

a number of states have become dependent on foreign multinational companies to conduct 

operation in their territory, and thus, exploration and marketing have remained in the hands of 

foreign ownership (Hellman, Jones, & Kaufmann, 2000). Leaders promote foreign investments 

that are under government control, such as the extraction of raw materials. Most of these FDI are 

natural-resource seeking which requires government-specific policies. Corruption creates 

resource allocation efficiencies for private investors.  As a result, “corruption can assist by 

making possible higher rates of investment than would otherwise have been the case” (Theobald, 

1990: 111). Tanzi (1998: 582) calls this type of corruption “speed money” and has led to the 

notion of the resource curse (Collier and Hoeffler, 2000).  

The government receives significant revenues from taxes, licenses, profit-sharing 

arrangements, etc. These funds may positively benefit the host country economy through 

expenditure programs, but in countries with few political constraints and weak institutions, these 

funds may be directed towards personal use by the ruling coalition through kleptocratic practices. 

Mesquita, Smith, Siverson, and Morrow(2003) argue that in kleptocratic regimes rulers use 
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government income to appease the winning coalition
43

. This is because corrupt leaders are less 

constrained in policy making, and use the weak institutional constraints and political power to 

fund their political ambitions to appease their faithful few. Based on this discussion I argue that 

corruption acts as a catalyst in countries with weak institutions and significant raw materials 

endowment. 

 

Hypothesis 7: The joint effect of corruption and political institutions will negatively affect the 

positive relationship between corruption and market-seeking FDI. 

 

Hypothesis 8: The joint effect of corruption and political institutions will negatively affect the 

positive relationship between corruption and labor-seeking FDI. 

 

Hypothesis 9: The joint effect of corruption and political institutions will positively affect the 

positive relationship between corruption and raw materials-seeking FDI. 

 

In summary, MNC decide whether to enter a country or undertake an expansion of an 

ongoing business based on the assessment of investment opportunities. What makes a country 

attractive to one investor is not the same for another investor. MNC respond strategically when 

facing the restrictions and incentives created by corruption and or weak or strong institutions or a 

combination of both. They may particularly favor or dislike certain investment locations in 

which they are less likely to be harmed by corruption, or more likely to receive preferential 

treatment from the host government.  

                                                 

43
 The winning coalition is defined as a subset of the selectorate of sufficient size such that the subset's support 

endows the leadership with political power over the remainder of the selectorate as well as over the disenfranchised 

members of the society (Mesquita, Smith, Siverson, & Morrow, 2003). 
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CHAPTER 3 

RESEARCH DESIGN TEST 1 

RELATIONSHIP BETWEEN CORRUPTION AND FDI 

 

In this section I offer empirical support for my predictions.  I use time-series cross-

section dataset and regression analysis to test my hypothesis. The main interest of this exercise is 

the sign and magnitude of 1 (the marginal effect of corruption), while the effect of the control 

variables are of secondary interest. I use several data sources to compile my dataset. They are as 

follows.  

1. Dependent Variables 

Foreign Direct Investments 

I compile four FDI data sets from the International Trade Center (INTRACEN/ITC). 

International Trade Center is a joint collaboration of the World Trade Organization (WTO) and 

the United Nations Conference on Trade and Development (UNCTAD).
44

   The data is reported 

in net FDI inflows and is a measure of the change in the position of foreign investors in a 

country. A country with a positive FDI inflow position is attracting new FDI investment, while a

                                                 

44
 For more details see www.intracen.org. 
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country with a negative position is experiencing an outflow of foreign capital. The net inflows 

measure of FDI is the best measure to examine a country’s ability to attract FDI. The paper uses 

a sample of 173 countries for total FDI, but data for industrial FDI is available for an average of 

85 countries (See Appendix 4).  The time range is 2000-2007, and is limited by the industrial 

FDI data availability. FDI multiple year data is preferred as it provides more accurate and stable 

estimates than single year data sets and is consistent with what has been done in previous 

corruption studies (Habib and Zurawicki, 2001; Brouther, Gao and McNicol, 2008).  

The FDI industrial data reported by INTRACEN is categorized in primary, secondary and 

tertiary data (this is consistent with UNCTAD industry-level classifications). The classifications 

are as follow: Horizontal FDI is categorized as market-seeking (wholesaling, retailing, 

transportation, storage, communications, real estate, and financial services), and vertical FDI is 

reported in sets FDI: tertiary (labor-seeking) which includes textiles, machinery and equipment 

manufacturing and clothing; primary (raw material-seeking) which includes mining, quarries, 

and petroleum FDI. This classification of FDI industrial data is consistent with Brouthers, Gao 

and McNicol (2008).  

2. Independent Variables 

i. Corruption 

It is important to note the empirical complications that govern corruption studies. Given 

its secretive nature, corruption is inherently an extremely difficult phenomenon to measure, thus 

presenting a large obstacle for researchers. If corruption could be measured, it could probably be 

eliminated. It is not surprising that, until recently, corruption research has been largely 

descriptive rather than empirical. To measure corruption, researchers use subjective data, as it is 
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almost impossible to measure the actual incidence of corruption. Early scholars in corruption 

attempted to measure corruption based on official police and court records. One measure simply 

counted the number of arrests and convictions for corruption in a given country (Jain, 2001a). 

The main difficulty with that approach, of course, was the spuriousness of the measure; the more 

vigilant the authorities, the more arrests and convictions, producing a corruption index that was 

almost completely independent of the corruption level itself.  

In order to overcome the measurement problem inherent in using official records, 

subjective measures that rely on questionnaire-based surveys become a compromise.
45

 An 

example is the Transparency International’s (TI) Corruption Perception Index (CPI). CPI is 

produced by a Berlin based think-tank group committing to fighting corruption around the world. 

CPI relies on averaging all available corruption indexes. The main advantage of averaging all 

available information is that it reduces the amount of variation associated with personal bias. The 

CPI assesses the degree to which public officials and politicians are believed to accept bribes, 

take illicit payment in public procurement, embezzle public funds, and commit similar offences. 

The index ranks countries on a scale from 10 to zero, according to the perceived level of 

corruption. A score of 10 represents a reputedly totally honest country, while a zero indicates 

that the country is perceived as completely corrupt. 

Therefore, a negative correlation between the CPI and FDI has to be interpreted as a 

positive relationship between corruption and FDI.  To make the findings more intuitive I invert 

the CPI 0 to 10 scale (0 for very corrupt countries) by subtracting each country’s score from 10, 

making 10 the most corrupt country and 0 the least corrupt. This is consisted with other studies 

                                                 

45
 For example, it is very difficult to measure how much bribes have been paid. Or, how many bureaucrats have been 

arrested on charges of fraught or embezzlement. 
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(Brouthers, Gao and McNicol, 2008).  I use a sample of scores for the years 2000-2007. For 

missing data I use an aggregate score because CPI (from 1995 to present) tends to remain 

relatively constant over time. 

For robustness, I use control of corruption published by International Country Risk 

Group (ICRG). The ICRG measure is a preferred alternative to other corruption measures, 

because of its widespread country coverage. The measure is an assessment of corruption within 

the country’s political system, which may be a threat to foreign investment, since it distorts the 

economic and financial environment and reduces the efficiency of government and business by 

enabling people to assume positions of power through patronage rather than ability. The ICRG 

index ranges from 0 (most corrupt) to 6 (least corrupt). In the ICRG index higher corruption 

indicates that “high government officials are likely to demand special payments” and “illegal 

payments are generally expected throughout lower levels of government” in the forms of “bribes 

connected with import and export licenses, exchange controls, tax assessment, police protection, 

or loans.” I rescale the index by subtracting country scores from 6 so that higher values 

correspond with higher levels of corruption ICRG index by multiplying it by 10/6 so that both 

indexes range from 0 to 10. This is consistent with other studies.
46

  

ii. Economic Variables 

To control for industrial FDI I use four measures as suggested by Habib and Zurawicki, 

(2002) and Brouthers, Gao and McNicol (2008). FDI is positively influenced by the size of the 

host country’s economy as measured by GDP or population (Habib and Zurawicki, 2002). 

Market Size is regarded as the most significant determinant of FDI flows (Brouthers, Gao and 
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 See Tanzi and Davoodi (1997) 
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McNicol, 2008).  The market size hypothesis holds that a large market is necessary for the 

efficient use of resources and exploitation of economies of scale. Conceptually, I hypothesize 

that market size will have a positive relationship with vertical FDI. For this study, country size is 

measured by population. I also use a countries’ growth rate of GDP which shows the demand for 

local market-oriented FDI. GDP growth is included in this study. I obtain this data from World 

Development Indicators, (World Bank, 2010). 

Given that most investment projects are directed towards the tradeable sector, a country’s 

degree of openness to international trade should be a relevant factor in attracting FDI. Habib and 

Zurawicki (2002) suggest Trade/GDP ratio as a proxy for the international orientation of a 

country; larger ratios point to attractive environments for foreign investment. However, openness 

may have a different effect on the inflows of different kinds of FDI. On the one hand, as usually 

argued by the “protection jump” hypothesis, some market-oriented FDI is encouraged by high 

trade barriers. In this case, then, openness would have a negative effect on the inflows of this 

kind of FDI. On the other hand, a higher degree of openness of an economy indicates not only 

more economic linkages and activities with the rest of the world, but also a more open and 

liberalized economic and trade regime. As a result, it is expected to attract more FDI inflows, 

particularly the inflows of resource-seeking or export-oriented FDI. In this study I am unable to 

say a priori the expected sign of the coefficient of openness because of the aggregate nature of 

FDI flows. Lastly, I control for the level of development using GDP per capita which is a proxy 

for personal wealth in the host market.  I use GDP per capita to measure the level of 

development in a country as it reflects consumption potential in a host country. A high level of 

GDP per capita indicates high consumption potential. I log FDI, GDP and energy production.   
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Heteroskedasticity, contemporaneous correlation, and serial correlation are potential 

concerns in TSCS data. Following Beck and Katz’s (1995) suggestion, I use a panel-corrected 

standard-errors (PCSEs) model to capture the unbiased effects of corruption on FDI. The major 

difference between OLS and PCSE models is that the latter assumes the existence of 

heteroskedasticity and cross sectional contemporary correlation. Since I am also concerned about 

serial correlation, I use AR (1) correction to get refined outcomes. All the right-hand-side 

variables are lagged by one period to reduce the concern of endogeneity.
47

  

  

                                                 

47
 Reverse causality is also a concern when we examine the causality between governance and FDI. It is possible 

that FDI affect the quality of governance. More FDI inflows can generate incentives to reform and improve property 

rights. Moreover, the governance quality measures are constructed ex post, analysts might have a natural bias toward 

assigning better institutions to countries with higher capital inflows. One solution is to find variables not subject to 

reverse causality that can account for the institutional variation. However, since I do not have appropriate 

instrumental variables, I lag all of the independent and control variables by one period of time to reduce the concern 

of reverse causality. 
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Table 3-1: Variables, Measures and Sources 

Variables Measure  Source  

Total FDI  FDI Flow  UNCTAD  

Market-Seeking FDI  Tertiary FDI International Trade Center   

Resource-Seeking FDI Primary FDI International Trade Center  

Labor/Efficiency-

Seeking FDI 
Secondary FDI International Trade Center   

Corruption 
Corruption Perception Index 

(CPI) 
Transparency International 

Control of Corruption Control of Corruption 
 International Country Risk Group 

(ICRG). 

Market Size Population World Bank Indicators (2010) 

Natural Resources Energy Production World Bank Indicators (2010) 

Level of Development GDP Per Capita World Bank Indicators (2010) 

Market FDI Growth World Bank Indicators (2010) 

International Openness Trade World Bank Indicators (2010) 

Labor/Efficiency Wages International Labor Organization (ILO) 

Regime Type Polity index Marshall, Gurr and Jaggers, 2010 

Political Stability Political Stability The Political Risk Services, Inc. (2000)  

Rule of Law Rule of Law The Political Risk Services, Inc. (2000)  

Political Risk Risk of Expropriation The Political Risk Services, Inc. (2000)  

Developed Country OECD 
Organisation for Economic Co-

operation and Development (OECD) 

Political Institutions 
Political Constraints Index 

(POLCON) 
Henisz (2002). 

Political Institutions checks Keefer (2000) 
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3. Findings 

i. Corruption and Total FDI 

I begin the regression analysis by running a base line model. I regress total FDI against 

the major determinants of corruption. The results indicate that Total FDI flow has a negative 

significant relationship with corruption while controlling for level of development, economic 

growth rate, market size and trade openness. The coefficient of corruption is negative and 

significant at the 1 percent level, supporting the findings of Wei (2000a, 2000b) and Habib and 

Zurawicki (2002), who find a statistically significant negative relation between the corruption 

level in the host country and the amount of FDI it receives. The results reported in Model 1 show 

that a one-point increase in the corruption level causes a reduction in per capita FDI inflows by 

about 3 percent. Thus, ceteris paribus, countries with high levels of corruption over the period of 

2000-2007 have received less FDI per capita.  The results are robust but indicate a large variation 

in percentage effect of corruption.  ICRG control of corruption shows that a one-point increase in 

the corruption level causes a reduction in per capita FDI inflows by about 40 percent. This 

indicates a variation in both measures that could be explained by the number of countries 

included.  

All the control variables have the expected effects and are significant at the 1 percent 

level. The results are consistent with the existing literature. The host country’s market size 

measured by per capita GDP is positive and highly significant at the 1 percent level. The growth 

rate of GDP, which is a proxy for market potential, is also positively and statistically significant 

at the 1 percent level, which implies that foreign investors are forward-looking. This finding is 

consistent with the hypothesis that market-seeking FDI is attracted to a country with large market 
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size and its economy is growing over time. Population is found to have a positive effect 

indicating growing population is a catalyst to FDI. The effect of the degree of openness is also 

positive and statistically significant at the 1 percent level. These results hold for all models.  

Indeed, the cross-sectional regressions show that the levels of corruption have a negative 

effect on FDI inflows, including economic variables used in the determinants of FDI location. 

Although the cross-sectional analysis is useful in studying a long-run relationship, I cannot 

control for unobserved country-specific effects which may be correlated with the included 

independent variables in the model. Therefore, my results, as well as previous existing studies on 

the influence of the level of corruption on FDI inflows, which employ cross-sectional 

regressions, may well reflect other unmeasured influences that vary across countries but not over 

time.  

a. Controlling for Regime Type, Political Stability and Rule of Law 

To control for other unmeasured influences I introduce institutional variables that I 

argued earlier affect FDI. I introduce democracy in the model.  I use the Polity index. Polity is an 

index for democracy and authoritativeness ranging from a value of -10 to 10 (-10 represents the 

most authoritarian regime, 10 the most democratic regime and 0 being neutral). 
48

 I expect the 

variable to indicate a positive relationship.  As expected, the results indicate as the level of 

democracy increases, so does the level of FDI. The coefficient is statistically significant for both 

models. 

                                                 

48
  I use Polity2 data which is a variation of Polity “to facilitate the POLITY regime measure in time-series analyses. 

It modifies the combined annual POLITY score by applying a simple treatment, or ““fix,” to convert instances of 

“standardized authority scores” (i.e., -66, -77, and -88) to conventional polity scores (i.e., within the range, -10 to 

+10)” (Marshall, Gurr and Jaggers, 2010).  
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In Model 2 and 3 the coefficient decreases to 2% but increases to 4% when I control for 

political stability. This indicates political stability has a significant negative effect on the 

relationship between corruption and FDI. As expected, the relationship between the traditional 

economic variables and FDI hold.  

Political stability strongly affects FDI (Kobrin, 2005). It is considered an imperative for 

planning, profitability, and long-run success. The Political Risk Services, Inc. (2000) publishes 

Political Risk Index, which is on a scale of 0 to 100, with 100 being the most politically stable. I 

use this index to control for political stability and the lack of violence. Results in both models 

indicate a country that has government stability without internal, external or ethnic tensions will 

have a positive relationship with FDI. 

To assess business operation conditions of the host country for investors, I use “rule of 

law.” Rule of Law is an assessment of the strength and impartiality of the legal system. It is 

hypothesized that in countries with legal systems that do not punish or prosecute corruption or 

judicial systems that are corrupted will deter foreign investors (Campos and Kinoshita, 2003). As 

expected, the relationship is positive. Efficient judiciary systems promote FDI. The results are an 

indication of the importance of the quality of institutions. In other words, as I discussed above, 

corruption is an illegal activity and so the willingness to engage in corrupt activities depends on 

the penalty imposed and on the probability of being caught (Becker 1968). Therefore, if a 

country has good-quality institutions, it may still be able to attract more FDI inflows despite its 

level of corruption.
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Table 3-2: Relationship between Corruption and Total FDI (2000-2007) 

Dependent  

Variable Total FDI Flow 

Variables 

Model1a 

PCSE 

Model1b 

PCSE 

Model 3a 

PCSE 

Model 3b 

PCSE 

Model 4a 

PCSE 

Model 4b 

PCSE 

Model 5a 

PCSE 

Model 5b 

PCSE 

Corruption 

 -0.03    

0.013**   

  -0.02   

0.01    

 -0.04   

0.01***   

 -0.02 

0.02***   

Control of 

Corruption   

 -0.40 

  0.09***   

  -0.39 

0.10***    

 -0.37   

0.10***   

 -0.19 

0.11** 

Level of 

Development 

 1.00 

0.04*** 

 0.92 

0.03***    

 1.023 

0.04***   

0.92 

  0.03*** 

0.85 

0.05*** 

 0.90 

0.03*** 

0.85    

0.04*** 

0.86 

0.03*** 

Growth 

0.15 

0.04*** 

0.22 

   0.04*** 

0.20 

0.05*** 

 0.23 

  0.05***  

0.22 

0.05*** 

 0.22  

0.05*** 

0.20    

0.05*** 

 0.20   

0.05*** 

Size 

0.90 

0.03*** 

0.89 

0.03***  

 0.92 

0.03*** 

0.90 

0.03***   

0.92 

0.03***     

0.91 

0.03***   

 0.90   

0.03*** 

  0.89    

0.02*** 

Open to Trade 

0.00 

0.00*** 

0.00 

0.00***  

0.00 

0.00***  

 0.00 

  0.00*** 

 0.00 

0.00*** 

0.00 

0.00*** 

0.00  

0.00*** 

 0.00  

0.00*** 

Polity2     

0.01 

 0.00*** 

0.00 

0.00*** 

 0.01 

0.00*** 

0.00 

0.00*** 

 0.00   

0.00***  

0.01    

0.00*** 

Political Stability         

0.40 

0.14***  

0.36 

0.14*** 

0.32   

0.13*** 

 0.31  

0.14*** 

Rule of Law             

0.40 

0.01***    

0.39 

0.09*** 

Cons  -7.28***  -6.88***  -7.68***  -6.97***  -7.10***  -7.24***  -7.26***  -7.22*** 

R2 0.92 0.95 0.92 0.95 0.95 0.95 0.96 0.9562 

No of countries 167.00 127.00 142.00 120.00 120.00 120.00 120 120 

Obs. 1214.00 828.00 1092.00 788.00 786.00 786.00 786 786 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 

Note: All models use OLS with panel-corrected standard errors (PCSEs) with AR1 (Panel Specific) correction 
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b. Are developed countries inherently different? 

Some studies strongly suggest that FDI decisions are driven by different considerations in 

developed countries and developing countries so it may not be appropriate to pool developed and 

developing countries in the same regression equation. 
49

 I create OECD, a dummy variable: (1) if 

a member of OECD and (0) if not a member of the OECD.  First I add OECD to the baseline 

model, expecting to see a positive relationship with FDI. My predictions hold and are statistically 

significant for both models. To further analyze whether there is an inherent difference in 

developing and developing countries as they relate to FDI, I create two data sets: the first 

includes OECD member states and the second non-OECD member states. The independent 

variable is still total FDI.  I apply the baseline model regression first to OECD countries and 

second to non-OECD countries. I expect to see a variation between developing and developed 

countries. Results are tabulated in Table 3-3.  

Results confirm that in countries that are OECD members, corruption has a negative 

relationship to FDI. These results are statistically significant when I measure corruption using 

CPI but not significant when I measure corruption using control of corruption. The difference 

can be explained by the difference in the number of observations. Control of corruption (reported 

by PRS) does not cover as many countries as CPI (reported by TI). In all models the economic 

variables are positively correlated (as expected) and they maintain statistical significance. In the 

non-OECD model (3a and 3b), results are mixed.  When I measure corruption using CPI, results 

indicate a positive non-significant relationship. In model 3b, where I use the control of 

corruption as a measure of corruption, results indicate a negative and statistically significant 

                                                 

49
 See, for example, Mosley 2003, Buthe and Milner 2005. 
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relationship.  This again can be explained by the difference in the number of cases.  This could 

also indicate there is a variation of FDI within the country level. Needless to say, this is further 

support for my argument that we need to look at industrial level FDI to better understand the 

relationship between corruption and FDI. 
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Table 3-3: Relationship between Corruption and Total FDI in Developed and Developing Countries (2000-2007) 

Dependent  

Variable Total FDI 

Variables Model1a Model1b 

Model2a 

(OECD) 

Model2b 

(OECD) 

Model3a 

(Non-OECD) 

Model3b 

(Non-OECD) 

Corruption 

 -0.01 

0.02   

  -0.05   

0.02**   

 0.01 

0.02    

Control of 

Corruption   

 -0.29 

   0.10***    

 -0.17   

.20    

 -0.31  

0.14**  

Level of 

Development 

0.10    

0.04*** 

0.88 

0.03*** 

0.83 

0.13*** 

 0.96   

0.11*** 

 1.03   

0.05*** 

 0.87  

0.04*** 

Growth 

 0.15 

  0 .04*** 

0.23 

0.04*** 

 0.18 

 0.07*** 

0.22  

0.08*** 

0.15  

0.05***  

0.87   

0.04*** 

Size 

0.88 

0.03*** 

0.87 

0.03*** 

0.95    

0.09*** 

0.88   

0.08*** 

0.89    

0.03***  

0.25   

0.06*** 

Open to Trade 

0.00 

0.00*** 

 0.00 

0.00*** 

 0.00    

0.00*** 

 0.00   

0.00*** 

0.00    

0.00***  

0.00   

0.00*** 

OECD 

 0.14 

0.06*** 

 0.14 

0.05***         

Cons  -7.29***  -6.68*** -6.79 -6.91  -7.54***  -6.53*** 

R2 0.92 0.95 0.95 0.97 0.8861 0.93 

No of countries 167.00 127.00 31 30 136 96 

Obs. 1214.00 828.00 239 211 975 617 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 

Note: All models use OLS with panel-corrected standard errors (PCSEs) with AR1 correction. 
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ii. Corruption and Industrial FDI 

a. Disaggregating FDI 

In order to examine whether industry-specific FDI has variant effects to corruption I ran 

separate models with firm-specific FDI as an independent variable. I expected to see a variation 

in the coefficient of CPI.  To check for robustness, I use control of corruption. I start with an 

analysis for market-seeking FDI, which is reported as tertiary FDI by INTRACEN.  The results 

indicate that market-seeking FDI has a negative significant relationship with corruption while 

controlling for level of development, economic growth rate, size and trade openness. Market-

seeking FDI is motivated by expansion into new markets, and thus size and growth should be 

indicators of the host environment potential. Both indicate a positive relationship; however, 

growth is not statistically significant. See Table 3-4. 

In the second model, I test the relationship between corruption and raw-materials-seeking 

FDI. Raw-materials-seeking FDI is reported as primary FDI by INTRACEN. Results indicate a 

positive relationship between corruption and primary FDI. Primary FDI has the ability to 

mitigate the negative impact of corruption in countries that are endowed with oil and other 

natural resources. This supports my hypothesis that primary FDI has high levels of physical asset 

specificity which makes changing the host institution a less likely option. Raw-materials-seeking 

investors are more likely to pay more to engage in corruption than relocate to a cleaner 

environment. Size and level of development are as expected and statistically significant. Results 

indicate that growth and trade openness have a negative relationship; however, the results are not 

statistically significant. The results for growth may indicate support for the resource curse. The 
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resource curse argues that countries that are high in corruption do not exhibit economic growth, 

as would be expected (Sachs and Warner, 1999) 

In the third model, I test the relationship between corruption and labor seeking-FDI. 

Results indicate a negative relationship with corruption. This leads me to accept my second 

hypothesis. This indicates that labor-seeking FDI is sensitive to host country corruption and is 

not able to mitigate the negative consequences of corruption. Both corruption coefficients for 

labor-seeking FDI have strong statistical significance.  The results  hold likewise for the 

economic variables.  
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Table 3-4: Model for Relationship between Corruption and Industrial FDI (2000-2007) 

Dependent  

Variable Market FDI Primary FDI Labor FDI 

Variables 

Model 1a 

PCSE 

Model 1b 

PCSE 

Model 2a 

PSCE 

Model 2b 

PSCE 

Model 3a 

PCSE 

Model 3b 

PCSE 

Corruption 
 -0.03 

0.02*  

0.06 

0.04*   

 -0.08 

0.02***   

Control of Corruption   

 -0.14 

0.13   

0.27 

   0.27    

 -0.54 

    0.13*** 

Level of Development 

 0.91    

0.09*** 

0.97 

  0.07*** 

0.70 

0.14*** 

 0.46 

   0.13***  

  0.90 

0.07***  

 1.02 

   0.04*** 

Growth 

 0.08 

0.07 

0.08 

   0.08 

 -0.02 

0.09 

 -0.01 

   0.12 

0.19 

0.07*** 

0.14 

   0.09** 

Size 

 1.00 

0.05*** 

0.99 

   0.04***   

0.86 

0.07*** 

0.62 

   0.08*** 

0.84 

0.05*** 

 0.84 

   0.06*** 

Open to Trade 

0.00 

0.00***  

 0.00 

   0.00*** 

 -0.00 

0.00 

 -0.00 

    0.00* 

0.00 

0.00*** 

0.00 

0.00*** 

Cons  -8.01***  -8.29***  -7.27***  -4.25***  -6.27***   -6.81*** 

R
2
 0.89 0.92 0.68 0.7 0.92 0.9501 

No of countries 88.00 77.00 88 77 59 78 

Obs. 560.00 459.00 527 436 568 464 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 
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a. Controlling for Regime Type, Political Stability and Rule of Law in 

Industrial FDI 

Similar to the test performed in the aggregated model, I test for the effects of regime type 

in the composition of FDI.  Earlier in this document, I presented the argument that predatory 

authoritarian regimes have an affinity for raw-materials-seeking FDI.  I look for the idiosyncratic 

behavior expected to result in high levels of dependency in primary FDI, introduce democracy in 

the model, and use the Polity Index  The Polity Index is an index for democracy and 

authoritativeness ranging from a value of -10 to 10 (-10 represents the most authoritarian regime, 

10 the most democratic regime and 0 being neutral). 
50

 I expected the variable to indicate a 

positive relationship with market-seeking FDI and negative with labor-seeking and primary FDI.   

In market-seeking FDI, tests including the Polity Index exhibit surprising findings. The 

results indicate that market-seeking FDI has a negative significant relationship with polity (Table 

3-5). These results hold even after I control for political stability but lose their significance when 

I control for rule of law. Despite the lack of statistical significance and the odd coefficients, my 

hypothesis is inconclusive, not necessarily invalid. There are several reasons that model might be 

inconclusive. Industrial FDI data is far from perfect; missing values make analysis less precise 

and may bias the results. Another possibility is that other variables are at work which could be 

addressed in future studies. 

 In my labor-seeking FDI model (see Table 3-6), polity exhibits a positive non-significant 

relationship with FDI, political stability has a positive and significant relationship, and rule of 

                                                 

50
  I use Polity2 data which is a variation of Polity “to facilitate the POLITY regime measure in time-series analyses. 

It modifies the combined annual POLITY score by applying a simple treatment, or ““fix,” to convert instances of 

“standardized authority scores” (i.e., -66, -77, and -88) to conventional polity scores (i.e., within the range, -10 to 

+10)” (Marshall, Gurr and Jaggers, 2010).  
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law has a positive and non-significant relationship. These results indicate that the major 

indicators for labor-seeking FDI are low corruption and politically stable countries with lack of 

violence.  Corruption continues to exhibit a positive relationship with FDI in all three models. 

Clearly, raw-materials seeking FDI has an affinity for authoritarian states. In labor-seeking FDI, 

all three models indicate a positive relationship with no statistical significance. This could 

indicate a missing variable or missing data. In the next chapter I include institutional measures to 

improve on this model.  

In my raw materials-seeking FDI model (see Table 3-7), polity is negatively correlated 

with FDI, and corruption continues to exhibit a positive relationship with FDI in all three 

models. Clearly raw-materials seeking FDI has an affinity for authoritarian states. Political 

stability exhibits a negative relationship with FDI, which supports the idea that raw materials 

linked with conflict while rule of law has a positive yet non-significant relationship. 
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Table 3-5: Relationship between Corruption, Regime Type and Market-Seeking FDI (2000-2007) 

Dependent 

Market-Seeking Variable 

Variables 

Model 1a Model 1b Model 2a Model 2b Model 3a Model 3b 

PCSE PCSE PSCE PSCE PCSE PCSE 

Corruption 

-0.03 

  

-0.02 

  

-0.01 

  0.02* 0.02 0.02 

Control of 

Corruption   

-0.12 

  

-0.07 

  

0.02 

0.14 0.14 0.16 

Level of 

Development 

0.89 0.97 0.94 0.98 0.92 0.94 

0.09*** 0.07*** 0.09*** 0.07*** 0.10*** 0.09*** 

Growth 

0.08 0.05 0.07 0.06 0.06 0.06 

0.08 0.09 0.09 0.09 0.09 0.09 

Size 

0.99 0.96 0.95 0.95 0.95 0.95 

0.05*** 0.05*** 0.06*** 0.06*** 0.06*** 0.06*** 

Open to Trade 

0.00 0.00 0.00 0.00 0.00 0.00 

0.00 0.00*** 0.00*** 0.00*** 0.00*** 0.00*** 

Polity 

-0.01 -0.01 -0.01 -0.01 0.00 0.00 

0.00* 0.00* 0.00* 0.00* 0.00 0.01 

Political 

Stability     

0.13 0.13 0.08 0.09 

0.31 0.31 0.31 0.31 

Rule of Law         

0.22 0.24 

0.19 0.20 

Constant  -7.89***  -8.07***  -7.95***  -8.13***  -8.09***  -8.2*** 

R
2
 0.89 0.92 0.92 0.92 0.92 0.92 

No of countries 81 73 73 73 73 73 

Obs. 528 437 435 435 435 435 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 
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Table 3-6: Relationship between Corruption, Regime Type and Labor-Seeking FDI (2000-2007) 

Dependent 

Labor Seeking Variable 

Variables 

Model 1a Model 1b Model 2a Model 2b Model 3a Model 3b 

PCSE PCSE PCSE PSCE PCSE PCSE 

Corruption 

-0.07 

  

-0.05 

  

-0.04 

  0.02*** 0.02*** 0.02*** 

Control of 

Corruption   

-0.43 

  

-0.41 

  

-0.39 

0.13*** 0.13*** 0.15*** 

Level of 

Development 

0.92 1.02 0.93 1.01 0.93 1.00 

0.07*** 0.05*** 0.07*** 0.05*** 0.07* 0.06*** 

Growth 

0.15 0.13 0.12 0.14 0.13 0.14 

0.08*** 0.09* 0.09* 0.09* 0.09*** 0.09* 

Size 

0.81 0.78 0.76 0.78 0.76 0.77 

0.05*** 0.05*** 0.05*** 0.05*** 0.05*** 0.05*** 

Open to Trade 

0.00 0.00 0.00 0.00 0.00 0.00 

0.00*** 0.00*** 0.00*** 0.00 0.00*** 0.00*** 

Polity 

0.01 0.00 0.01 0.00 0.01 0.01 

0.01 0.00 0.01 0.00 0.01 0.01 

Political Stability     

0.42 0.37 0.41 0.38 

0.24* 0.24* 0.25** 0.25* 

Rule of Law         

0.1 0.06 

0.19 0.18 

Constant  -6.19***  -6.39***  -6.20***  -6.65***  -6.3***  -6.67*** 

R2 0.92 0.95 0.95 0.95 0.95 0.95 

No of countries 82 74 74 74 74 74 

Obs. 536 442 440 440 440 440 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 
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Table 3-7: Relationship between Corruption, Regime Type and Raw Materials-Seeking FDI (2000-2007) 

Dependent 

Raw Materials-Seeking FDI Variable 

Variables 

Model 1a Model 1b Model 2a Model 2b Model 3a Model 3b 

PCSE PCSE PSCE PSCE PCSE PCSE 

Corruption 

0.05 

  

0.01 

  

0.03 

  0.04 0.04 0.05 

Control of Corruption   

-0.23 

  

-0.39 

  

-0.45 

0.22 0.25* 0.27* 

Level of Development 

0.87 0.63 0.71 0.63 0.72 0.65 

0.14*** 0.11*** 0.15*** 0.11*** 0.15*** 0.11*** 

Growth 

0.11 0.2 0.21 0.23 0.17 0.2 

0.11 0.12* 0.12* 0.12* 0.12* 0.13* 

Size 

0.64 0.47 0.46 0.46 0.46 0.48 

0.09*** 0.07*** 0.09*** 0.08* 0.07*** 0.07*** 

Open to Trade 

0.00 0.00 0.00 0.00 0.00 0.00 

0.00 0.00* 0.00* 0.00 0.00* 0.00 

Polity 

-0.05 -0.05 -0.05 -0.05 -0.05 -0.06 

0.01*** 0.01*** 0.01 0.01*** 0.01 0.01*** 

Political Stability     

-0.3 -0.44 -0.32 -0.44 

0.42 0.41 0.41 0.4 

Rule of Law         

0.22 -0.13 

0.35 0.3 

Constant  -5.86***  -3.25***  -3.5***  -2.84***  -3.73***  -2.93*** 

R
2
 0.72 0.74 0.74 0.74 0.75 0.75 

No of countries 81 73 73 73 73 73 

Obs. 495 414 412 412 412 412 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 
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4. What can we learn from the evidence? 

So far, I have shown that investors’ response to corruption may not be uniform across 

industrial FDI sectors, contrary to what existing literature assumes. If we randomly take a sample 

of economies and run a regression, we are likely to observe a negative relationship between FDI 

and corruption. However, as has been shown, this may not be the case for all economies. 

Depending on investors’ strategic goals, asset specificity, the political regime, and available 

resource levels in the host economy, corruption can positively promote FDI. These findings 

suggest that the influence of political institutions cannot be discounted. The results provided 

show that bilateral dependency found in natural resources creates room for rent-seeking 

opportunities especially in authoritarian states. This highlights some real and fundamental 

challenges facing developing countries that are naturally endowed with resources yet unable to 

extract the resources due to financial and technological constraints.  

As developing countries struggle to attract MNCs, it is important for researchers and 

policy makers to take into account the type of FDI that is prevalent in a country and implement 

policies that are specific to it. This will facilitate effective policies for fighting corruption.  Take 

for example the case of two African countries, Kenya and Rwanda. Both countries have 

implemented anti-corruption campaigns in the past decade, with varying results. Both Kenya and 

Rwanda do not have significant mineral resources—so, intuitively, much of their FDI goes to 

agriculture, manufacturing, and services, which fall mainly in market seeking and efficiency-

seeking FDI (KIPPRA, 2004). These two countries’ ability to attract investors would require low 

corruption (clean countries) due to their service and or labor-seeking FDI.  

Rwanda and Kenya at the turn of the century were two countries suffering from stagnated 

economies and high corruption ratings.  However in 2002, Kenya had its first democratic 
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election in over twenty years with a multi-party election that saw the end of the President Moi 

era and brought in power President Kibaki, an economist by profession. President Mwai Kibaki 

was elected on a strong anti-corruption platform, and expectations for the new government were 

high. Rwanda was going through a similar transition. In March of 2000, President Kagame was 

appointed president of Rwanda. He too emphasized fighting corruption and rebuilding Rwanda’s 

economy following the genocide. Both leaders implemented economic vision strategies shortly 

after they came into office: in Rwanda, vision 2020, and in Kenya, vision 2030. 
51

 Both visions 

have economic strategies with strong emphasis on attracting foreign investors and reforming 

government institutions with a goal of becoming corruption free.
52

 Pillar 4 of Rwanda’s Vision 

2020 states, “The State will ensure good governance, which can be understood as accountability, 

transparency and efficiency in deploying scarce resources. But it also means a State respectful of 

democratic structures and processes and committed to the rule of law and the protection human 

rights in particular” (Ministry of Finance and Economic Planning, Rwanda). 

In the years following the implementation of Vision 2020 and Vision 2030, both 

economies evidenced decreased levels of corruption. However, by the mid-2000’s,  it was 

evident that Kenya had not made much headway in eliminating corruption as compared to 

Rwanda (see Figure 3). Rwanda is now considered East Africa’s “cleanest” country, and 

according to the 2010 East African Bribery Index (EABI), produced by Transparency 

International-Kenya, Rwanda is the least corrupt country in East Africa.  

                                                 

51
 Rwanda Vision 2020 is anchored in six pillars: reconstruction of the nation; building an efficient State that unites 

and mobilizes her people; human resource development; development of basic infrastructure; the development of 

entrepreneurship and the private sector; and the modernization of agriculture and animal husbandry. Kenya’s vision 

2030 has three pillars: a economic goal of achieving a sustained growth of 10 per cent per annum; a social target of a 

just and cohesive society, and a political goal of a transparent democratic system (Ministry of State for Planning, 

National Development (www.planning.go.ke) and Ministry of Finance and Economic Planning, Rwanda). 
52

 See Appendix 5 and 6. 

http://www.planning.go.ke/
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Rwanda’s commitment to fight corruption has seen Rwanda become the most committed 

country of all its East African partners. EABI reports it is 97.1% committed to fighting 

corruption, followed by Uganda with 30.5%, Tanzania with 29.4%, Burundi with 22.2%, and the 

least committed being Kenya with 22.1%. Rwanda’s corruption prevalence is at 6.6% while 

Kenya’s is 31.9%. Rwanda also tops the report’s projected level of corruption decrease in the 

next one year, after scoring 90.3%, followed by Burundi with 23.5%, Kenya with 22.9%, 

Tanzania with 21.1% whereas Uganda is with 18.9% projection. 

Figure 3-1: Corruption in Kenya and Rwanda 

 

 

Rwanda attributes its achievement to the government’s implementation of several 

measures aimed at tackling corruption within both public and private sectors. The EABI states a 

number of reasons Rwanda has succeeded in fighting corruption, among which is the 

establishment of the Office of the Ombudsman in 2004 to monitor transparency and compliance 

to laws in all government sectors. “The Ombudsman’s office regularly exposes cases of fraud, 

malpractice and corruption at the top, middle and bottom levels of the public sector. This is 

evident through the stern action taken against a number of senior government officials implicated 

in corruption” (East African Bribery Index, 2010).  
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In Kenya several measures were implemented. The first was the Anti-Corruption and 

Economic Crimes Act, enacted in 2003. This legislation expanded the definition of corruption 

and economic crimes to cover various forms of abuse of office, conflict of interest, 

misappropriation, theft and plunder of public resources. The legislation also established an anti-

corruption commission with investigative, prevention, public education and asset recovery 

functions (KIPPRA, 2010).  This act was soon followed by the Public Officer Ethics Act which 

prohibits dishonesty, conflict of interest, tribalism, and nepotism in the public service. The Act 

also made it mandatory for all public officers to declare their assets and liabilities at the end of 

every financial year. Despite these acts, corruption continued in Kenya.
 53

 Why so? Unlike 

Rwanda, Kenya did not create an office of the Ombudsman; neither did it give the Attorney 

General a legal mandate to prosecute economic crimes. This indicates the importance of 

controlling for Rule of Law in corruption studies. Corruption thrives in environments where the 

legal system is not effective in achieving convictions in crimes of corruption. 

Rwanda’s clean environment has paid off. Rwanda has seen increased FDI that are 

attributed to its institutional reforms. In 2008, Rwanda outperformed Kenya in attracting FDI 

(see Figure 3).
 54

 International firms interviewed by the World Bank Enterprise Survey 

conducted in Rwanda in 2006 indicate that only 4.4 % of firms identify corruption as a major 

constraint to doing business in the country while in Kenya it is a staggering 49% (WEBS, 2006).  

This case analysis indicates that reduction in corruption levels depends on more than anti-

corruption measures but on effective governments that can positively increase the rule of law.  

                                                 

53
 See BBC News, “Corruption Besets Kenya”. Article based on a survey by World Bank and Institute of Public 

Policy Research. Can be accessed via http://news.bbc.co.uk/2/hi/africa/4206229.stm 
54

 FDI data obtained from UNCTAD. 

http://news.bbc.co.uk/2/hi/africa/4206229.stm


 

125 

 

 

5. Conclusion 

The effects of corruption on economic activities have received attention in recent 

literature. The level of corruption in the host country has been introduced as one factor among 

the determinants of FDI location. Some empirical studies provide evidence of a negative link 

between corruption and FDI inflows, while others fail to find such a relationship. Most existing 

studies are largely based on a cross-sectional analysis that cannot account for unobserved 

industrial level effects as well as country-specific effects with which the corruption level is 

correlated. The panel data results show the negative impact of corruption does not hold for raw 

materials-seeking FDI Results also indicate the importance of the quality of institutions 

especially to market-seeking FDI. Furthermore this analysis shows the importance of 

disaggregating FDI.  

Results show that foreign investors operating within the same host country may have 

different degrees of sensitivity to changes in the host country’s corruption level, so one should 

examine the effects of corruption on FDI inflows based on the nature of different sectors and 

industries. The effect of corruption market-seeking and labor seeking is negative, indicating 

these two types of FDI have low physical asset specificity and can easily relocate to less corrupt 

environments. Dealing with corrupt bureaucrats increases the marginal costs of doing business 

and investments aimed at producing to the local market and investment that are efficient seeking 

than investments aimed at exporting to other markets. In this case, primary FDI is relatively less 

deterred by corruption than other types of investments. Using Kenya and Rwanda, I showed how 

two countries with relatively large market-FDI economies have been affected by corruption. The 

countries also indicate the importance of controlling for other country-specific variables such as 
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rule of law and institutions. In the next chapter, I conduct an in-depth analysis of political 

institutions and FDI.
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CHAPTER 4 

RESEARCH DESIGN TEST 2 

POLTICAL INSTITUTIONS AND FDI 

 

1. Dependent Variables 

Using a time-series cross-section (TSCS) dataset, this section tests the relationship 

between political institutions and FDI. The dataset includes 172 countries and territories from 

2000 to 2007. I have four dependent variables as follows:  (1) Total FDI (2) Market FDI (3) 

Primary/Natural Resources FDI (4) Labor FDI. The classifications are as follow: 

Horizontal/market-seeking FDI is reported as secondary data which includes wholesaling, 

retailing, transportation, storage, communications, real estate, and financial services. Vertical 

FDI (also referred to as resource-seeking FDI) is reported in two groups: tertiary (labor-seeking) 

which includes textiles, machinery, and equipment manufacturing; primary (raw material-

seeking) which includes mining, quarries, and petroleum FDI. This classification of FDI 

industrial data is consistent with other studies. 
55

                                                 

55
 See Brouthers, Gao and McNicol (2008). 
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All four data sets capture the time period between 2000 and 2007. FDI year data is 

preferred as it provides more accurate and stable estimates than single year data sets and is 

consistent with what has been done in previous corruption studies (Habib and Zurawicki, 2001; 

Brouther, Gao and McNicol, 2008). The data is reported in net FDI inflows which is a measure 

of the change in the position of foreign investors in a country. A country with a positive FDI 

inflow position is attracting new FDI investment, while a country with a negative position is 

experiencing an outflow of foreign capital. This net inflows measure of FDI is the best measure 

to examine a country’s ability to attract FDI. 

FDI data is obtained from the International Trade Center (INTRACEN/ITC). 

International Trade Center is a joint collaboration of the World Trade Organization (WTO) and 

the United Nations Conference on Trade and Development (UNCTAD).
56

   Total FDI is obtained 

for 173 countries but industrial data sets are obtained for an average of 80 countries.   

2. Independent Variables 

My main explanatory variable is veto players, measured by the Political Constraints 

Index (POLCON), and developed by Henisz (2002). Henisz (2002) measures the presence of 

effective branches of government outside the executive’s control, the extent to which these 

branches are controlled by the same political party as the executive, and the homogeneity of 

preferences within these branches. The resulting measure is a continuous variable ranging from 0 

to 1. When the value of the variable veto player equals 0, there are no veto players in the state. 

Higher values indicate the presence of effective branches of government to balance the chief 

                                                 

56
 For more details see www.intracen.org. 
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executive. In cases where effective branches exist, these variables take on larger values as party 

control across some or all of these branches diverge from the executive’s party.  

The Henisz veto player index (political constraints) measure echoes produced in similar 

work by Tsebelis (1995; 1999), and is theoretically derived from a single-dimensional, spatial 

model of policy choice that allows the status quo and the preferences of veto players to vary 

across the entire space. More specifically, Henisz (2002) finds that (1) each additional veto point 

(a branch of government that is both constitutionally effective and controlled by a party different 

from other branches) provides a positive but diminishing effect on the total level of constraints 

on policy change, and (2) homogeneity (heterogeneity) of party preferences within an opposition 

(aligned) branch of government is positively correlated with constraints on policy change. 

Another advantage of the Henisz data is the data coverage. Henisz data of political constraints 

covers almost all countries from 1960 to 2004. 

An alternative measure of institutional strength checks, developed by Keefer (2000), is 

also derived from a model of veto players, based on whether the executive and legislative 

chambers are controlled by different parties in presidential systems and on the number of parties 

in the government coalition for parliamentary systems. The checks index also takes account of 

the fact that certain electoral rules (closed list vs. open list) affect the cohesiveness of governing 

coalitions. In addition, the index is explicitly incremented when a party in the government has an 

economic policy orientation closer to that of the main opposition party than to that of the party of 

the executive (Keefer and Stasavage, 2003) The checks index ranges from 1 to 18. High score of 

checks is associated with high policy credibility and low flexibility. Low score indicates low 

policy credibility and high flexibility. 
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Conventional wisdom as well as scholarly work suggests that FDI may be primarily 

affected by location-specific economic factors. Following some baseline econometric models on 

FDI locations, I include a number of control variables in order to capture key factors that may 

impact FDI (Habib and Zurawicki, 2002). These factors include level of economic development, 

country size, economic growth and openness to trade. The likely impacts of all these control 

variables on FDI are discussed below.  

A host country’s size and level of economic development are most likely to affect foreign 

investors’ decisions. More developed countries and larger countries tend to attract more FDI. I 

thus use per capital and population to measure economic development and size respectively. 

Both variables are logged to reduce skew. I expect that both control variables have positive 

effects on FDI. I also include real growth rate as a control. Since firms in countries with high 

economic growth tend to have high rate of return, the net impact of growth on FDI should be 

positive. Another factor that is likely to have an impact on FDI is openness to trade, measured by 

the ratio of imports and exports to GDP. It is also expected to be positively associated with FDI. 

Heteroskedasticity, contemporaneous correlation, and serial correlation are potential 

concerns in TSCS data. Following Beck and Katz’s (1995) suggestion, I use a panel-corrected 

standard-errors (PCSEs) model to capture the unbiased effects of political institutions on FDI. 

The major difference between OLS and PCSE models is that the latter assumes the existence of 

heteroskedasticity and cross sectional contemporary correlation. Since I am also concerned about 



 

131 

 

 

serial correlation, I use AR (1) correction to get refined outcomes. All the right-hand-side 

variables are lagged by one period to reduce the concern of endogeneity.
57

  

I begin with a baseline model to observe for the relationship between FDI and political 

institutions. The central hypothesis is that political institutions have a nonlinear effect on FDI 

and are in fact belled curved (discussed in literature review). I expect to see that political 

institutions are positively associated with FDI when the level of institutional strength is low, and 

that political institutions have a negative effect on FDI when the level of institutional strength is 

high.  I include a quadratic term of the independent variable (polcon and checks). If the 

relationship between institutional strength and FDI is an inverted U-shape, the linear term of the 

independent variable should be positive and the quadratic term negative. 

Next I control for policy certainty and investment incentive—through which political 

institutions affect FDI. If the effects are channeled, political institutions should have an effect on 

both policy certainty and investment incentive and its effect on FDI should attenuate after the 

two variables are included in the model. The first causal channel is between institutional strength 

and policy certainty. To test it, I use the same TSCS dataset and same regression models in Table 

1 add two indicators—rule of law and regulatory control (also referred to as expropriation 

risk)—into the baseline specification to reflect a country’s level of policy certainty. These two 

                                                 

57
 Reverse causality is also a concern when we examine the causality between governance and FDI. It is possible 

that FDI affect the quality of governance. More FDI inflows can generate incentives to reform and improve property 

rights. Moreover, the governance quality measures are constructed ex post; analysts might have a natural bias 

toward assigning better institutions to countries with higher capital inflows. One solution is to find variables not 

subject to reverse causality that can account for the institutional variation. However, since I do not have appropriate 

instrumental variables, I lag all of the independent and control variables by one period of time to reduce the concern 

of reverse causality. 
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indicators are from International Country Risk Group (ICRG).
58

 The dependent variable is 

logged value of FDI lows. Again, I use both PCSE. 

  

                                                 

58
 ICRG variables include six indicators, including corruption, rule of law, bureaucratic quality, ethnic tension, 

repudiation of contracts by government, and expropriation risk. Level of corruption reflects the degree of 

government transparency. Rule of law reflects the degree to which the citizens of a country are willing to accept the 

established institutions to make and implement laws and adjudicate disputes. High scores of bureaucratic quality 

indicate an established mechanism for recruitment and training. Ethnic tension measures the degree of tension 

within a country attributable to racial, nationality, or language divisions. Risk of expropriation measures the risk of 

confiscation and forced nationalization of foreign enterprises. Risk of repudiation of contracts by government is a 

measure of the risk that the governments will repudiate or unilaterally change the terms of contracts with foreign 

investors. The first four variables range from 0 to 6 and the last two ranges from 0 to 10, with higher values 

indicating better ratings, e.g., less corruption, low risk of expropriation, etc. The variables cover the largest number 

of countries between 1982 and 1997. See Knack and Keefer 1995. 
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Table 4-1: Summary Statistics 

Variable Obs Mean Std. Dev Min Max 

FDI 1392 2.6 1.15 -1 5.5 

Market FDI 593 2.6 1.01 -1 5.1 

Raw Materials FDI 566 1.96 1.15 -1 5 

Labor FDI 604 2.97 1 -0.5 5.3 

Veto Players 1392 0.72 0.22 0.3 1 

Institution Checks 1309 2.83 1.58 1 17 

Corruption 1392 6.06 2.06 0.3 10 

Level of Development 1359 3.37 0.7 1.9 4.9 

Natural Resources 1011 4.12 0.93 0 6.3 

Growth 1258 0.64 0.34 -1 1.8 

Population 1398 6.8 0.82 4.9 9.1 

Trade 1327 88.58 45.74 0.3 457 
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3. Findings 

i. Political Institutions and Total FDI 

As shown in Table 4.1, the regression outcomes in the PCSE and show an inverted U-

shape relationship between political institutions and FDI. For both measures of institutional 

strength (checks and polcon), the coefficients are positive on the linear term and negative on the 

quadratic term, and their effects are statistically significant in all models. This implies a 

diminishing marginal effect of institutional strength on FDI. Therefore, the relationship between 

institutional strength and FDI is non-linear: for low levels of institutional strength the 

investment-institution relationship is positive while for high levels of institutional strength it is 

negative. With respect to the control variables, the coefficients on the economic determinants of 

FDI market size, growth, population, and trade openness have the expected positive signs and 

their effects are statistically significant, suggesting that countries with higher level of economic 

development, larger size, and more connections with international market tend to attract more 

FDI.  

Model 3 and 4 show results between political institutions and FDI when policy certainty 

is controlled. Both indicators have the expected positive effects on FDI flow in all models and 

the coefficient of rule of law is statistically significant in all models. More importantly, the 

inclusion of two indicators of political risks results in smaller coefficients and declining 

significance of both the linear and quadratic terms of checks and polcon, indicating that it is 

plausible that political institutions shape foreign investors’ decisions by affecting the level of 

policy certainty (For comparison see Models 1-4 in Table 4-2 and Models 1-4 in Table 4-3). 
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Table 4-2: Relationship Between FDI and Political Institutions (2000-2007) 

Dependent  

Variable Total FDI Flow 

Variables 

Model 1 

PCSE 

Model 2 

PCSE 

Model 1 

PCSE 

Model 2 

PCSE 

Polcon 

0.58 

0.28**    

0.34 

0.30*   

Polcon
2
 

 -0.77 

0.47*   

  -0.26 

0.51   

Checks   

0.07 

 .022***   

0.07 

0.02*** 

Checks
2
   

 -0.00** 

0.00   

  -0.00 

0.00** 

Level of Development 

 1.08 

0.03*** 

1.06 

.033*** 

0.92 

0.04*** 

0.92 

0.04*** 

Growth 

0.16  

0.04*** 

0.17 

0.04*** 

 0.22 

0.06*** 

0.23 

0.06*** 

Size 

 0.88 

0.02***  

0.89 

.030*** 

 0.85 

0.03*** 

0.84 

0.03*** 

Open to Trade 

0.00   

0.00*** 

0.00 

0.00*** 

0.00 

0.00*** 

0.00    

0.00*** 

Risk of Expropriation   

 .09 

0.13* 

0.04 

0.13* 

Rule of Law   

0.31    

0.11*** 

0.30 

0.11*** 

Cons  -7.56***  -7.62***  -6.94***  -6.91*** 

R
2
 0.68 0.69 0.74 0.74 

No of countries 167 162 127 127 

Obs. 1214 1160 830 819 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 
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ii. Relationship Between Industrial FDI and Political Institutions  

Second, I test for the relationship industrial FDI (market-seeking FDI, labor-seeking FDI 

and primary FDI) and political institutions.  In order to examine whether industry-specific 

features have significant impact on firms’ preferences on political institutions, I use three 

different models to observe if the effect of political institutions varies. Since I argue that political 

institutions have different impacts on FDI given their industry-specific features, I expect to see a 

varied effect on polcon and checks and the variables that test for policy certainty.  

I add an industry specific control for raw-materials—energy—which measures natural 

resource endowments in a country. Raw materials-seeking FDI is highly immobile because of a 

lack of investment alternatives and significant sunk cost. A growing literature on the “political 

resource curse” shows that countries rich in natural resources tend to have authoritarian regimes. 

These states use the large rents generated by natural resource exploitation to buttress their 

political position, either by co-opting or by repressing various social groups, thus reducing 

pressures for regime change (Ross 2001, Smith 2004, Ross 2008, Morrison 2009). The 

immobility of raw materials FDI and the tendency of resource-rich countries to have 

authoritarian regimes combine to produce a positive correlation of raw materials FDI and 

authoritarianism in the absence of controls for natural resources. This correlation obtains 

regardless of whether authoritarian regimes provide more favorable business conditions for 

foreign investors than democracies.  

Similarly, I control for policy certainty and investment incentive—through which 

political institutions affect FDI in the industrial level. 1 add two indicators—rule of law and 

regulatory control (also referred to as expropriation risk)—to reflect a country’s level of policy 

certainty. These two indicators are from International Country Risk Group (ICRG). 
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Results for Industrial FDI 

a. Market Seeking 

Results show that market-seeking is attracted to high levels of policy credibility and low 

levels of expropriation risk. Market-seeking is highly integrated in a host environment indicating 

the integration only happens—high asset specificity—in environments that are highly credible. 

In model, 1 and for both measures of institutional strength (checks and polcon), the coefficients 

are negative on the linear term and positive on the quadratic term. This implies an increasing 

marginal effect of institutional strength on market-seeing FDI. The relationship is U shaped. For 

low levels of institutional strength the investment-institution relationship is negative while for 

high levels of institutional strength it the relationship is positive. This relationship, however, 

changes when we control for policy certainty. In this case the relationship is in the shape of an 

inverted U. This again shows how important policy credibility is to market-seeking FDI, 

especially in weak institutions. The economic determinants behave as expected, and with the 

exception of growth, they are statistically significant. The coefficients of the level of 

development and size indicate a strong positive relationship. In model 2 and for both measures of 

institutional strength (checks and polcon), the coefficients are positive on the linear term and 

negative on the quadratic term. 

b. Labor Seeking 

Table 4-4 displays the results for labor-seeking FDI. Labor seeking FDI has a statistically 

significant relationship in both models. The coefficients are positive on the linear term and 

negative on the quadratic term. This implies a diminishing marginal effect of institutional 

strength on FDI. Therefore, the relationship between institutional strength and labor seeking-FDI 
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is non-linear: for low levels of institutional strength the investment-institution relationship is 

positive while for high levels of institutional strength it is negative. 

What is interesting is that the co-efficient of polcon increases in all, indicating that policy 

certainty does not have a strong effect as compared to  market-seeking FDI. For both measures 

of institutional strength (checks and polcon), the coefficients are positive on the linear term and 

negative on the quadratic term and their effects are statistically significant in all models. This 

implies a diminishing marginal effect of institutional strength on labor-seeking FDI. Therefore, 

concerning the relationship between institutional strength and labor-seeking FDI: for low levels 

of institutional strength the relationship is positive, while for high levels of institutional strength 

the relationship is negative, indicating that labor-seeking FDI is attracted to government 

institutions that have moderate levels of policy flexibility. 

The coefficients of level of development, market size growth and trade openness have 

positive and significant relationship with for labor-seeking FDI. Labor-seeking FDI is vertical in 

nature and requires countries that have export-friendly policies.  

c. Raw Materials FDI 

Table 4-5 displays the results for the relationship between political institution and primary 

FDI.  Results indicate that for measures of institutional strength polcon, the coefficients are 

negative on the linear term and positive on the quadratic term. This implies an increasing 

marginal effect of institutional strength on primary FDI. The relationship is U shaped.   Results 

show that primary FDI is attracted to institutions that have flexible policies. This relationship is 

increased when I control for policy certainty (see Table 4-5, Model 3). In fact, policy certainty 

exhibits a negative relationship with primary-seeking FDI. The economic determinants results 
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vary. Level of development and market size indicate a positive relationship with primary FDI 

while growth and openness to trade indicate a negative relationship.   
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Table 4-3: Relationship between Market FDI and Political Institutions (2000-2007)  

Dependent 

Market-Seeking FDI  Variable 

Variables 

Model 1a Model 1b Model 2a Model 2b 

PCSE PCSE PCSE PCSE 

Polcon 

-0.65 

  

0.05 

  0.5* 0.54 

Polcon
2
 

0.93 

  

-0.07 

  0.63* 0.78 

Checks   

-0.03 

  

0.01 

0.03 0.03 

Checks
2
   

0.00 

  

-0.00 

0.00 0.00 

Level of Development 

1.01 1.03 1.00 0.94 

0.04*** 0.05*** 0.08*** 0.09*** 

Growth 

0.07 0.07 0.10 0.05 

0.06 0.06 0.09 0.08 

Size 

1.00 1.01 0.99 0.99 

0.05*** 0.05*** 0.05*** 0.04*** 

Open to Trade 

0.00 0.00 0.00 0.00 

0*** 0.00*** 0.00*** 0.00*** 

Rule of Law     

0.29 0.45 

0.18* 0.17*** 

Risk of Expropriation     

-0.22 0.45 

0.2 0.17* 

Cons  -8.51***  -8.60***  -8.56***  -8.40*** 

R
2
 0.89 0.63 0.66 0.66 

No of countries 88 88 77 77 

Obs. 560 559 457 456 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01  

Table Reports Coefficient (top) and standard errors (bottom) 
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Table 4-4: Relationship between Labor FDI and Political Institutions (2000-2007)  

Dependent  

Variable Labor/Efficient-Seeking FDI 

Variables 

Model 1a 

PCSE 

Model 1b 

PCSE 

Model 2a 

PCSE 

Model 2b 

PCSE 

Polcon 

0.70 

0.48*    

0.89 

0.51*   

Polcon2 

 -0.52 

0.70    

 -0.58 

0.72      

Checks   

0.09 

0.04**   

 0.13 

0.04*** 

Checks2   

 -0.00 

0.00*   

 -0.00 

0.00** 

Level of Development 

1.12 

0.05***   

 1.16 

0.05*** 

0.96 

0.06*** 

0.92 

0.07***  

Growth 

0.20   

0.09**  

  0.19 

0.09**   

 0.16 

0.10**  

0.16 

0.10* 

Size 

0.81 

0.06*** 

 0.79 

0.06***    

0.83 

0.06*** 

0.80 

0.05*** 

Open to Trade 

0.00 

0.00** 

  0.00 

0.00** 

0.00 

0.00*** 

0.00 

0.00** 

Risk of Expropriation     

0.47 

0.19*** 

0.43 

0.19** 

Rule of Law     

0.13 

0.18***  

0.23 

0.19 

Cons  -7.4***  -7.21***  -7.4***  -7.2*** 

R2 0.65 0.65 0.67 0.68 

No of countries 89 89 78 78 

Obs. 568 564 462 459 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 
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Table 4-5: Relationship between Raw Materials-Seeking FDI and Political Institutions (2000-2007)  

Dependent 

Primary FDI  Variable 

Variables 

Model  1a Model 1b Model 2a Model 2b Model 3a Model 3b Model 4a Model 4b 

PCSE PCSE PCSE PCSE PCSE PCSE PCSE PCSE 

Polcon 

-2.66   -2.45   -2.89   -2.78   

0.74***   0.761***   0.75***   0.77***   

Polcon2 

3.42   3.96   3.54   4.46   

1.08***   1.12***   1.091***      1.13***   

Checks 

  -0.01   0.00   -0.03   0.00 

  0.06   0.06   0.07   0.06 

Checks2 

  0.00   0.00   0.00   0.00 

  0.00   0.00   0.00   0.00 

Level of Development 

0.54 0.48 0.054 0.04 0.47 0.37 0 -0.09 

 0.11*** 0.12*** 0.13 0.13 0.13***  0.15*** 0.15 0.16 

Growth 

-0.04 -0.01 -0.11 -0.09 -0.04 0 -0.13 -0.1 

0.13 0.13 0.13 0.13 0.17 0.18 0.17 0.17 

Size 

0.76 0.76 -0.01 -0.02 0.62 0.63 -0.08 -0.09 

0 .10*** 0.10***  0.15 0.15 0.11***  0.11*** 0.15 0.15 

Open to Trade 

0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

Energy 

    0.84 0.84     0.86 0.85 

    0.11*** 0.11***     0.11*** 0.11***  

Risk of Expropriation 

        -0.08 -0.09 0.14 0.14 

        0.33 0.35 0.32 0.33 

Rule of Law 

        -0.01 0.18 -0.16 0.09 

        0.31 0.32 0.29 0.31 

Cons  -5.05***  -5.26*** -1.69 -1.69  -3.57***  -3.82***  -0.86*  -0.86* 

R2 0.16 0.14 0.23 0.22 0.22 0.19 0.31 0.29 

No of countries 88 88 79 79 77 77 74 74 

Obs. 527 524 499 496 434 431 422 419 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 
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The results highlight the importance of analyzing FDI flows on the industry level. The 

determinants of resource-, market-, and efficiency-seeking FDI differ, so analyzing aggregate 

FDI flows masks the causal relationships between political institutions and FDI. These results 

provide empirical support for both sides in the debate about the link between institutions and 

FDI. The negative effect of POLCON on primary sector FDI is consistent with the view that 

MNCs have a preference for investing in authoritarian regimes. The positive effect of POLCON 

on manufacturing and service sector FDI supports the argument that strong political constraints 

provide a better environment for FDI. The results thus suggest that both views are correct, but 

that they apply to different types of FDI – the “autocracy is good for FDI” view applies to 

resource-seeking FDI, whereas the “democracy is good for FDI” view pertains to market- and 

efficiency-seeking FDI. 

4. What can we learn From the Evidence? 

Foreign investors normally prefer a long-standing stable environment, but they do not 

rule out investing in markets where a stable environment is absent. Market-seeking FDI is most 

likely to be attracted to institutions that are able to maintain a sufficient level of policy certainty 

while offering enough flexibility to meet investors’ demands. Therefore, a modest level of 

institutional strength should be most attractive to foreign investors in search of efficiency and 

market growth. Results indicate that resource-seeking FDI is not deterred by weak political 

institutions. This is because governments with weak institutions have a strong capability to 

impose their redistribution biases and provide private goods to certain interest groups.  

Every government, irrespective of its political make up, performs two economic 

functions. One is redistributive: governments transfer private goods to powerful interest groups. 
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The other is allocative: governments use taxes to invest in their economies (McGuire and Olson, 

1996).  Any government must compete against challengers over the provision of public goods, 

and governments have redistribution biases in favor of their supporting groups—the winning 

coalition. As the institutions become stronger, and the winning coalition grows relative to the 

size of the selectorate, governments face increasing pressure to provide public rather than private 

goods, because it is less efficient to use private transfers to satisfy specific clients (Mesquita, 

Smith, Siverson, & Morrow, 2003).  Politicians may get political credit by attracting more FDI. 

In a small winning coalition system, the preferences of these small interest groups are likely to 

dominate government policy making. In a large winning coalition system, by contrast, the 

politicians—to maximize electoral success—have a greater incentive to appropriate income from 

foreign firms because the majority of domestic residents do not benefit from the equity holdings 

held by foreign firms.  

5. Conclusion 

This chapter examines the nuanced relationship between political institutions and FDI by 

disaggregating FDI based on the production strategy and three types of asset specificity. The 

conventional wisdom suggests a linear relationship between veto players and FDI, with stronger 

institutions being superior to weaker institutions in attracting FDI, other things being equal. My 

theory challenges the conventional wisdom by arguing that both strong and weak institutions can 

provide foreign investors with advantages for engaging in specific types of activities. In general, 

foreign investors are most likely to be attracted by countries that are able to create credible 

policy environments while maintaining some latitude to adjust policy. Countries with very weak 
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or very strong institutions are likely to suffer from either rigidity or instability problems that 

discourage potential investors.  

This chapter has two main contributions.  I have found robust statistical evidence to 

support an inverted U-shape relationship between political institutions and FDI in developing 

countries. For low levels of institutional strength the FDI-institutions relationship is positive, 

while for high levels of institutional strength the effect of institutions on FDI becomes negative. 

Second I have found that strong institutions are associated with market-seeking FDI and labor-

seeking FDI while weak institutions are associated with raw materials-seeking FDI. The central 

message is that the effect of political institutions on FDI may be conditioned upon some firm-

specific features. The regression results show that strong institutions, given their ability to make 

long-term credible policy, will be more likely to attract FDI that concentrates on horizontal 

production and has highly specific physical assets, all other things being equal. In contrast, weak 

institutions, given their ability to make more flexible policy, tend to attract FDI that focuses on 

vertical production and has large dedicated asset, all other things being equal. 

The statistical results suggest that the ways in which MNC interact with the state has 

important implications for our understanding of the dynamics of FDI. The rising integration of 

world markets through trade has brought with it a disintegration of multinational firms, which 

indicates that FDI could take widely varying forms in different countries. By disaggregating 

composites of FDI flows, this chapter suggests that the variation of FDI distribution is more 

complex than conventional wisdom would predict.
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CHAPTER 5 

RESEARCH DESIGN TEST 3 

RELATIONSHIP BETWEEN CORRUPTION POLITICAL INSTITUTIONS AND FDI 

  

In this chapter I test for the joint effect of corruption and political institutions on FDI. In 

chapter 3 I showed that corruption may have positive effects on FDI in a host country that scores 

low in democracy and has natural resources, by “greasing the wheels” of FDI. However, the 

willingness to engage in corrupt activities depends on the penalty imposed and on the probability 

of being caught. If a country has good institutions, the probability of getting caught is very high, 

and government officials may find it difficult to engage in corrupt activities. Thus, my robustness 

hypothesis is concerned with the interaction terms that occur between institutional quality and 

corruption (polcon*cpi), and between democratic institutions and corruption (polity*cpi). 

Essentially, I am testing whether the effects of corruption are significantly different in countries 

with a high level of institutional quality such as in democratic institutions. I would expect the 

interaction terms to exacerbate the effect of corruption on FDI. For instance, if the coefficient of 

(polcon*cpi) is negative and significant, then it is interpreted that corruption negatively affects 

FDI inflows via the interaction with the quality of institutions. 
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I use the dataset introduced in Chapters 3 and 4. I include the following economic 

variables to capture key factors that may impact FDI: level of market potential, level of 

development, country size, economic growth and openness to trade. A host country’s size and 

level of economic development are most likely to affect MNCs’ decisions. More developed 

countries and larger countries tend to attract more FDI. I thus use per capita real GDP and 

population to measure for market development and size, respectively. Both variables are logged 

to reduce skew. I expect that both control variables have positive effects on FDI. Another factor 

that is likely to have an impact on FDI is openness to trade (trade). All control variables are 

expected to be positively associated with FDI. 

As mentioned earlier, heteroskedasticity, contemporaneous correlation, and serial 

correlation are potential concerns in TSCS data. Similar to my other analysis I use a panel-

corrected standard-errors (PCSEs) model to capture the joint effect of corruption and political 

institutions. The major difference between OLS and PCSE models is that the latter assumes the 

existence of heteroskedasticity and cross sectional contemporary correlation. Since I am also 

concerned about serial correlation, I use AR (1) correction to get refined outcomes.  

1. Interaction Effect and Total FDI:  

a) Corruption and Veto Players 

Results in Table 1 show that (Model 2) the interaction term (corruption*polcon) is 

positively related to FDI inflows, and its effect is statistically significant at 5% level and the 

effect of corruption of corruption is negative and statistically significant. 
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b) Corruption and Regime Type 

Model 4 shows that the interaction term (corruption*polity) is positively related to FDI 

inflows, and its effect is statistically significant at 1% level but the effect of corruption, positive 

and insignificant. 

Table 5-1: Total FDI Interactions: Corruption and Veto Players, Corruption  

Dependent 

Total FDI Variable 

Variables 

Model 1 Model 2 Model 3 Model 4 

PCSE PSCE PCSE PSCE 

Corruption 

-0.02 -0.06 -0.02 0.03 

0.01 0.03** 0.01 0.02 

Veto Players 

0.20 0.70     

0.08*** 0.30***     

Corruption*Veto Players   

0.08 

  

  

0.04*   

Polity 

    0.01 0.04 

    0.00*** 0.02*** 

Corruption*Regime Type 

      0.00 

      0.00** 

Level of Development 

1.02 1.03 1.03 1.04 

0.04*** 0.04*** 0.04*** 0.05*** 

Growth 

0.16 0.16 0.2 0.2 

0.04*** 0.04*** 0.05*** 0.05*** 

Size 

0.90 0.89 0.92 0.91 

0.03*** 0.03*** 0.03*** 0.03*** 

Open to Trade 

0.00 0.00 0.00 0.01 

0.00*** 0.00*** 0.00*** 0.00*** 

Constant  -0.21***  -7.67***  -7.68***  -8.01*** 

R2 0.92 0.92 0.92 0.92 

No of countries 167 167 148 148 

Obs. 1214 1214 1092 1092 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table reports coefficient (top) and standard errors (bottom) 
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2. Interactions and Industrial FDI 

a) Corruption and Veto Players 

In the industrial level I test first for the joint effect of corruption and the number of veto 

players. I test for whether the effects of corruption are significantly different in countries with a 

high or low number of veto players.  I expect that the interaction terms will have a negative 

relationship on FDI in market-seeking and labor-seeking FDI. To be precise, if the coefficient of 

(veto players*corruption) is negative and significant, then it is interpreted that corruption 

negatively affects FDI inflows via the interaction with the quality of institutions. Results in Table 

5-2 indicate that in all industrial FDI types the interaction effect of veto players*corruption is 

negative with statistical significance in primary FDI only at the 1% level. This confirms the 

“grease the wheels” hypothesis that corruption negatively affects primary seeking FDI via the 

interaction of institutional constraints.  

b) Corruption and Regime Type 

Second, I test for the joint effect of regime type and corruption. If the coefficient of 

(regime type*corruption) is negative and significant, then I interpret that corruption negatively 

affects FDI flow via the interaction with regime type. Results in Table 5-3 indicate that regime 

type*corruption has negative coefficients for all models with no statistical significance. This 

does not necessarily  mean that corruption does not affect industrial FDI via regime type, but it 

indicates that institutional constraints capture the interaction effect necessary for the “grease the 

wheels” hypothesis.  
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Table 5-2 Industrial FDI Interactions: Veto Players and Corruption  

Dependent  

Variable Market-Seeking Primary Labor-Seeking 

Variables 

Model 1 

PCSE 

Model 2 

PSCE 

Model 3 

PCSE 

Model 4 

PSCE 

Model 5 

PCSE 

Model 6 

PCSE 

Corruption 

 -0.03 

  0.02* 

 -0.06 

0.05* 

0.04 

0.04 

 -0.06 

   0.08 

 -0.07 

 0.02*** 

  -0.10 

  0.05*** 

Veto Players 

 0.03 

    0.12  

 0.42 

0.56 

 -0.63 

  0.21*** 

  0.73 

  0.91 

0.46 

 0.14*** 

  0.78 

  0.59* 

Corruption *Veto Players   
-0.06 

0.08   

  -0.20 

 0.13*   

  -0.05 

  0.09 

Level of Development 

0.91 

  0.08*** 

0.91 

0.09*** 

 0.71 

   0.14*** 

  0.75 

  0.14*** 

0.90 

  0.06***  

0.90 

  0.06*** 

Growth 

 0.08 

 0.07 

 0.08 

 0.07 

  -0.00 

   0.10  

  -0.01 

 0.10 

0.20 

 0.07*** 

 0.20 

   0.07***  

Size 

 1.00 

   0.05*** 

1.00 

  0.05*** 

0.81  

0.08*** 

  0.79 

0.09*** 

0.86 

0.05*** 

 0.87 

   0.05*** 

Open to Trade 

0.00 

   0.00*** 

0.00 

 0.00*** 

 -0.00 

   0.00   

 -0.00 

0.00 

0.00 

  0.00*** 

0.00 

 0.00*** 

Cons  -8.11***  -8.30***  -6.58***  -7.24***  -6.72***   -7.01*** 

R2 0.89 0.89 0.67 0.65 0.89 0.92 

No of countries 88 88 88 88 89 89 

Obs. 560 560 527 527 568 568 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom)   



 

 

151 

 

Table 5-3 Industrial FDI Interactions: Corruption and Regime Type 

Dependent  

Variable Market FDI Raw Materials Labor FDI 

Variables 

Model 1a 

PCSE 

Model 1b 

PCSE 

Model 2a 

PCSE 

Model 2b 

PCSE 

Model 3a 

PCSE 

Model 3b 

PCSE 

Corruption 

-0.03 

  0.02* 

-0.02 

   .023 

0.045 

 0.04 

0.06  

 0.05* 

-0.07   

 0.02*** 

-0.06     

0.03** 

Level of Development 

0.89 

   0.09*** 

0.90 

   0.09*** 

0.87 

 0.14*** 

0.89 

0.14*** 

0.92  

0.07*** 

0.93   

 0.07*** 

Growth 

0.08 

   0.08 

0.08 

  0 .08*** 

0.11 

  0.11 

0.11  

 0.11 

0.15 

0.08** 

0.15 

0.08 ** 

Size 

0.99 

   0.05*** 

0.10 

  0 .05*** 

0.64 

 0.09*** 

0.65  

  0.09*** 

0.81 

 0.05*** 

0.81  

  0.05*** 

Open to Trade 

0.00 

   0.00*** 

0.00 

   0.00 

-0.00 

  0.00 

-0.00   

 0.00 

0.00 

0.00*** 

0.00 

0.00*** 

Regime Type 

-0.00 

   0.00* 

0.00 

  0 .01 

-0.05 

   0.01*** 

-0.04   

 0.02** 

0.01 

 0.00 

0.01 

 0.01 

Regime Type*Corruption  

-.00 

   .00  

-0.00  

 0.00  

-0.00 

0.00 

Cons -7.90 -8.03*** -5.86*** -6.09*** -6.19*** -6.28*** 

R2 0.89 0.89 0.72 0.71 0.92 0.92 

No of countries 81.00 81.00 81.00 81.00 82.00 82.00 

Obs. 528.00 528.00 495.00 495.00 536.00 536.00 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 
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Describing the nature of Interactions: Veto Players and Corruption 

To elaborate the interaction effect I utilize graphs as displayed in Figure 5.1, 5.2 and 5.3. 

Cohen and Cohen (1983) suggest that values of one standard deviation above and below the 

mean can be used to plot an interaction. In my analysis of the interaction I use a similar approach 

only I elaborate the interaction using four level of veto players (low {veto .2}, medium low {veto 

.4}, medium high {veto .6} and high} veto .8}) scaling each as it deviates from the mean 

positively and negatively.  

Total FDI interactions displayed in Figure 5.3 show that the impact of veto players on the 

relationship between total FDI and corruption is negative. This indicates that more veto players 

in an economy promote FDI. This confirms Hypothesis 1b. The negative relationship has a 

greater impact on the negative relationship between total FDI and corruption in countries with 

low corruption rankings as opposed to countries with high corruption. As countries become more 

corrupt the negative influence of veto players (on the relationship between corruption and FDI) 

in countries with few institutional constraints becomes greater than in countries with high 

institutional constraints. This shows that as corruption increases, veto players are not able to 

mitigate the negative influence of corruption as they would in less corrupt environments. Results 

show that this phenomenon is unique to total FDI. 
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Figure 5- 1: Total FDI: Veto and Corruption Interaction

 

Figure 5-2:  Market-seeking-FDI: Veto and Corruption Interaction 
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Figure 5-3: Raw Materials-Seeking-FDI: Veto and Corruption Interaction 

 

Figure 5-4: Labor-Seeking-FDI: Veto and Corruption Interaction 
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In industrial FDI results market-seeking FDI graphical analysis show that the impact of 

veto players on the relationship between total FDI and corruption is negative. This confirms 

Hypothesis 2b: veto players in a country exacerbate the negative relationship between corruption 

and market-seeking FDI.  As observed in total FDI, the negative impact is higher in less corrupt 

environments as compared to highly corrupt environments. The raw materials interactions found 

in Figure 5.3 show that corruption attractiveness is mostly observed in countries with a low 

number of veto players, and as veto players increase, they mitigate the positive effect of 

corruption on raw materials-seeking FDI. If we revisit the argument presented by Harstard and 

Svennson (2011) presented in Chapter 2, we see their model can help explain this phenomena. 

MNC will prefer a large number of veto players, but at high levels of corruption, it stops 

mattering because the hold-up problems are so severe that MNC are unlikely to invest at all the 

notable exception being raw-materials FDI which shows much less sensitivity to corruption.  

What is also important to note is that the incremental change of corruption does not have 

as much of an effect as the number of veto players does. In labor-seeking FDI, the interactions 

show that high numbers of veto players have the greatest impact on the negative relationship 

between labor-seeking FDI and corruption.  

c) Further Discussion on Policy Credibility 

Results from the interactions above show the importance of policy credibility, especially 

in attracting raw-materials-seeking FDI. In the long run, the impact of institutions—both weak 

and strong—has a greater impact on primary FDI level as compared to the impact of corruption. 

This indicates that policy credibility is of great importance to raw-materials FDI, in 

environments with high corruption or low corruption. Corruption can guarantee some type of 
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temporary or short-term policy credibility, “illegitimate credibility” but in the long run 

corruption, has less of a positive impact. This shows that investors use corruption as a limited 

tool but still look for other tools to signal for policy credibility. 

Theses finding provides further insight as to why raw-materials-seeking FDI are found in 

both highly corrupt and mildly corrupt countries such as Botswana and Nigeria respectively. In 

countries with strong institutions, legitimate political institutions promote FDI but in corrupt 

countries, corruption becomes a tool for illegitimate credibility. Bottom line investors are after 

the raw materials and they find tools—be it legitimate institutions or illegitimate institutions—to 

aid in extraction of resources. These findings also indicate that all  foreign investors are in search 

of  countries that can  commit to credible FDI policies. Multiple veto players signal policy 

credibility at the onset and in the future. In the absence of multiple veto players policy credibility 

can be assured through particularistic arrangements, but due to political upheavals that may 

happen in a country, few veto players are not time-consistent predictors of policy stability.  In the 

case of time-inconsistent policies with fixed preferences, it is difficult for a government to 

commit to refrain from altering policy in the future (Simons 2000a). The literature further shows 

that the time-inconsistency problem – that is, if the government has discretion over policy, it has 

an incentive to renege on its ex ante policy promise and enact a different policy ex post. If the 

public does not anticipate that the government will renege, the government will derive a short-

term benefit. The public will not be consistently fooled, however, and will adjust their 

expectations to account for the possibility of reneging (Hicks and Kim, 2010). Discretionary 

policy will therefore not be efficient. The government can overcome this problem by delegating 

policy to an external agent or by committing itself to follow a policy rule, both of which tie the 

government’s hands and limit its discretion over policy. To the extent that the actions force a 
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government to be “constrained to obey a set of rules that do not permit leeway for violating 

commitments” the actions act as a credible commitment, as defined by North and Weingast 

(1989: 804). By limiting the ability to renege on a policy choice, credible commitments assure 

economic actors of a government’s actions. In other words, investors require a firm commitment 

that has accountability beyond the state. 

According to Simmons (2000a), resolving the credibility problem requires a government 

to be able to signal its "true type." A credible signal “helps private actors separate true 

liberalizers from governments that are more committed to other goals, such as redistribution” 

(Simmons 2000a:821). Credible signals can be sent by a country’s commitment to international 

treaties. (Simmons 2000a; 2000b) argues that international institutions more effectively tie their 

participants’ hands and are more credible in their commitments than are domestic institutions, 

because the costs of reneging on international institutions are greater. For example, bilateral 

trade agreements (BITs) can provide credible signals because they ascertain a government’s 

credibility to investors on the government’s ability or willingness to maintain current policies 

into the future. BITs are agreements establishing the terms and conditions for private investment 

by nationals and companies of one country in the jurisdiction of another (Elkins, Guzman and 

Simmons, 2006). Lipson (1991) argues that treaties are designed, by long-standing convention, 

to raise the credibility of promises by staking national reputation on adherence to them (see also 

Abbott and Snidal 2000). BITs involve direct negotiations with the government of potential 

investors. In this way, BITs up the political ante for the host government and raise expectations 

of performance. For example, BITs typically require national treatment and most-favored-nation 

treatment of foreign investments in the host country, protect contractual rights, guarantee the 

right to transfer profits in hard currency to the home country, and prohibit or restrict the use of 
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performance requirements (Elkins, Guzman and Simmons, 2006).  Büthe and Milner (2008) 

argue that trade agreements increase FDI in developing countries because they act as a visible 

commitment to liberal economic policies. The visibility of a trade agreement makes reneging on 

them less likely, so investors are more certain that governments will maintain liberal economic 

policies. As such, BITs can act as an indicator of a leader’s ability to commit to foreign 

investments in the long run. Thus BITs can also predict a leader’s flexibility in promoting FDI 

friendly policies. However once investments are sunk, veto players still serve as a predictor of 

policy stability and or credibility.   

To evaluate the importance of long term policy signaling, I include BITs in my model. To 

measure BITs, I create a count variable that sums up the total number of BITs a country has with 

an OECD country. I obtain this data from UNCTAD (2011). My main interest is to test whether 

BITs as measure for long term policy credibility has an effect on industrial FDI, and in particular 

if future signaling is a better predictor for raw-materials FDI than are veto players. Second, I am 

interested to see if the joint effect of veto players has an incremental positive effect on industrial 

FDI. I would presume that in raw-materials-seeking FDI, the effect of BITS would be positive 

especially with low numbers of veto players. 
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Table 5-4: Interaction, Bilateral Trade Agreements and Veto Players and FDI outcome 

Variables Total FDI Market-Seeking FDI Raw Materials FDI Labor-Seeking FDI 

BITs 

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 Model 8 

0.00 0.00***  -0.00  0.01*  -0.00*  -0.01** 0.00** 0.01*** 

0.00 0.00 0.00 0.00 0.00 0.01 0.00 0.00 

Veto Players 

0.12 0.31*** -0.05 0.23 0.11*  -0.34* 0.31** 0.76*** 

0.10 0.13 0.14 0.23 0.25 0.40 0.16 0.25 

BITs*Veto Players 

   -0.01***    -0.01*   0.01*    -0.01*** 

  0.00   0.01   0.01   0.01 

Corruption 

-0.02  -0.02* -0.03 0.06 0.04 0.04  -0.05**  -0.05*** 

0.02 0.02 0.03 0.05 0.05 0.05 0.02 0.02 

Level of 

Development 

1.03*** 1.01*** 0.94*** 0.75*** 0.22 0.20 0.93*** 0.92*** 

0.05 0.05 0.08 0.16 0.18 0.18 0.08 0.08 

Growth 

0.20 0.19*** 0.09 -0.08 -0.14 -0.12 0.22*** 0.20** 

0.05*** 0.05 0.08 0.13 0.14 0.14 0.09 0.09 

Size 

0.85*** 0.83*** 1.03*** 0.83*** 0.07 0.07 0.75*** 0.72*** 

0.03 0.03 0.05 0.12 0.17 0.17 0.06 0.06 

Open to Trade 

0.00*** 0.00*** 0.00*** 0.00*** 0.00* 0.00* 0.00* 0.00* 

0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 

Energy 

 -0.05* -0.04     0.82*** 0.83***     

0.04 0.04     0.12 0.12     

Cons 

-7.01*** -6.89*** -8.42*** -6.70*** -3.08*** -2.89***  -5.94***  -5.91*** 

0.36 0.36 0.63 1.22 1.47 1.43 0.62 0.61 

R
2
 0.69 0.70 0.63 0.15 0.22 0.23 0.66 0.66 

No of countries 158 158 86 86 78 78 87 87 

Obs. 1160 1160 551 519 498 492 559 559 

Significance levels: * = P<0.1;   ** = P<0.05;   *** = P < 0.01 

Table Reports Coefficient (top) and standard errors (bottom) 
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Regression results displayed in Table 5-4 indicate that Bilateral Trade Agreements (BITs) 

are a significant predictor for FDI. Statistically significant effects show that bilateral trade 

agreements have positive statistical effects for Total FDI and labor-seeking FDI (models 1, and 

7) while the co-efficient for raw materials-seeking FDI yields a negative sign in both Models 5 

and 6.  When I include the interaction variable (bits*polcon), results indicate BITS have positive 

statistically significant results for total FDI, market-seeking FDI and labor-seeking FDI (models 

2, 4 and 8).  

Describing the Nature of Interactions: BITs and POLCON 

To elaborate the interaction effect I utilize graphs as displayed in Figure 5.4, 5.5, 5.6 and 

5.7 As indicated earlier, Cohen and Cohen (1983) suggest that values of one standard deviation 

above and below the mean can be used to plot an interaction. I use the same analytical approach 

described above.  

Graphical results shown below yield the following results. In total, FDI Bilateral Trade 

Agreements have a strong positive in countries with low numbers of veto players. However, in 

countries with a large number of veto players, the positive effect gradually decreases. In market-

seeking FDI and labor-seeking FDI, BITS have a consistently positive effect on FDI flow in 

countries with few and many veto players.  On the other hand, for raw materials-seeking FDI, 

my predictions do not hold; instead, BITs have a surprisingly negative effect when there are few 

veto players and a positive effect when there are many. As the number of veto players increases, 

the negative relationship turns into a positive relationship.  The predicted long-term credible 

commitment signals by BITs gain more credibility for raw-materials-seeking FDI as the number 

of veto players in a government increase. BITs can predict the likelihood that leaders will offer 
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flexible policies for investors interested in entering a country; however, what matters most is 

policy credibility as guaranteed by multiple veto players even in the absence of corruption. In 

labor-seeking FDI, BITs have a positive effect on FDI, and the positive effect increases with 

greater numbers of veto players.   
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Figure 5-5: Total FDI: BITS and Veto Interaction 

 

Figure 5-6: Market FDI: BITS and Veto Interaction 
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Figure 5-7: Raw Materials-Seeking-FDI: BITS and Veto Interaction 

 

 

Figure 5-8: Labor-Seeking-FDI: BITS and Veto Interaction 
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BITs can predict in the long run a leader’s affinity or flexibility to international investors, 

but once investments are sunk, veto players act as an important source of policy credibility and 

stability. In countries where veto players are few, policy flexibility is much higher and so is the 

possibility of leaders being manipulated through acts of corruption to guarantee FDI-friendly 

policies. This is especially true in kleptocratic regimes commonly found in Africa.  

d) What can we learn from the evidence?  

The results show that countries with low corruption exert fewer arbitrary taxes and are 

more likely to attract market- and efficiency-seeking FDI. This, however, does not mean that 

corruption deters raw-materials-seeking FDI, but instead, raw materials-seeking FDI mitigates 

the assumed negative relationship. This is because all FDI requires some type of policy 

credibility and in countries with high corruption raw materials-seeking, investors can manipulate 

the flexible nature of weak institutions through corrupt practices to achieve positive FDI flows. 

Political Institutions become of great importance to investors because policy predictability is 

paramount for FDI. Countries can signal to investors that they are willing to commit to credible 

policies in multiple ways: most especially via a large number of veto players and a commitment 

to Bilateral Trade Agreements. Since not all countries with a small number of veto players have 

high levels of corruption, not all countries exhibit evidence supporting the “grease the wheels” 

hypothesis or the “resource curse”; but in fact, countries that have strong institutions can evade 

the downfall of state capture. Take the example of Botswana and Nigeria. 

“Thirty years ago, Botswana and Nigeria – both dependent on primary FDI – had 

comparable per capita incomes. Today, Botswana’s per capita income is four times that of 

Nigeria. Both are rich in diamonds. Yet Botswana averaged 8.7% annual economic growth over 
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the past thirty years, while Sierra Leone plunged into civil strife” (Stiglitz, 2004). Nigeria is 

located in West Africa while Botswana is located in South Africa. Botswana is one of the most 

diamond-rich countries in the world and has experienced remarkable economic growth for 

several decades. This growth has been applauded for its good governance, political stability, 

strong fiscal discipline, and for escaping the “resource curse” (Acemoglu, Johnson, and 

Robinson, 2005). Nigeria, on the other hand, is commonly understood to be a state afflicted with 

the “resource curse” (Warner, 2001). The evidence is found in Nigeria’s energy consumption, 

which has been stagnant over the past 20 years, demonstrating a failure to diversify economically 

(Oyeleran-Oyeyinko, 2006). Nigeria is further plagued by high levels of corruption. Corruption 

in Nigeria is rampant; Nigeria is ranked by TI as one of the most corrupt countries. Ojide (2003) 

says, “decades of bad governance and ineffective leadership style have depleted the national 

economy, with corruption and misappropriation of funds becoming the norm rather than the 

exception” (Ojide, 2003: 75-76). Corruption in Botswana is not a serious problem despite the 

fact that 70 per cent of the profits of the diamond industry are paid to government (Hazleton, 

2000).  As a matter of fact Botswana is ranked as the least corrupt country in Africa 

(Transparency International).  This shows that institutions matter. 
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Table 5-5: Corruption Perception Index Scores for Nigeria and Botswana (2002-2010) 

 Year Nigeria Botswana 

2010 2.4 5.8 

2009 2.7 5.6 

2008 2.2 5.8 

2007 2.2 5.4 

2006 1.9 5.6 

2005 1.6 5.9 

2004 1.4 6 

2003 1.6 5.7 

2002 - 6.4 

 

Analytical studies on the extent of corruption in Nigeria before the recent reforms were 

often very negative. A survey of Nigerian firms in 2002 revealed widespread bribery across 

various public institutions. About 70 percent of firms surveyed reported the need for bribes to 

obtain trade permits. About 83 percent paid bribes to obtain utility services. Approximately 65 

percent paid bribes when paying taxes. An estimated 90 percent paid bribes during procurement, 

and 70 percent of firms acknowledged the need for bribes to obtain favorable judicial decisions. 

In addition, there was widespread perception of the leakage of public funds (Kaufmann, Kray 

and Mastruzzi, 2005).  

Despite high corruption ratings, Nigeria, has the highest FDI flow in Africa, with 

numbers rivalled only by South Africa. The bane of Nigeria's FDI is its oil industry, which has 

the reputation for corruption, largely justified, but also partly the result of perception. High levels 

of corruption are attributed to low levels of FDI in the market-seeking industry. Many investors 

are doubtful about the value of installing a factory in a corrupt and politically unstable country 
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with small domestic markets unless they can achieve a critical mass for their product (ODI, 

1997).   

Botswana's growth in the last decade indicates that Botswana has great potential to be an 

African FDI leader as well (See Figure 5.9). This growth is attributed to the diamond trade. In 

2002, Botswana exported $2 billion of diamonds, nickel, copper, gold, and other minerals—over 

80 percent of its total exports.  Similar to its GDP growth, Botswana’s FDI has increased 

exponentially in the past decade. In 2000, Botswana had close to $57 million in FDI inflow, and 

by 2008 this had increased to $500 million (UNCTAD) (See Table 5.5).  

To understand the different FDI outcomes that we see in Botswana and Nigeria, it is 

important to look at the history of resource exploitation in both countries. As Botswana gained 

her independence in 1966, it became increasing important to build Botswana's economy. The 

solution was to find foreign investors to find mineral deposits. Despite the high risks for MNC, 

DeBeers struck gold (literally).  The government and DeBeers struck a mutually profitable 

arrangement for sharing the mineral rents between the host government and the foreign investor 

(Leith 2004).
59

  According to Leith (2000), the rapid growth of the mineral sector generated 

substantial rents for Botswana government and, with the passage of time, the successful 

experience of the foreign investor helped to make the security of property rights more credible 

for all. 
60

 

  

                                                 

59
  In technical terms, given the low discount rate for each of Botswana and DeBeers, the present value of the future 

benefit stream from the sharing arrangement vastly outweighed any alternative for each, such as confiscation (by 

Botswana) or abandoning the country (by DeBeers). 
60

 The government's incentive to engage in time-inconsistent policies was reduced even more by this success.  The 

government’s credibility was later reinforced when it bought into the foreign investor 
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 Figure 5-9: Botswana and Nigeria FDI 2000 - 2009 

 

 

Table 5-6: Botswana FDI 2000 - 2009 

Year Botswana Nigeria 

2000 57.2 1,309.70 

2001 30.7 1,277.40 

2002 403.4 2,040.20 

2003 418 2,171.40 

2004 391.1 2,127.10 

2005 278.6 4,978.30 

2006 486.4 13,956.50 

2007 494.6 6,086.70 

2008 520.9 6,814.40 

2009 234.5 5,850.70 
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Botswana's government was faced with the choice of what to do with the proceeds of the 

mineral rents.  Interestingly, the broadly based government of the Botswana Democratic Party 

(BDP) decided to use the proceeds initially to finance widely popular expenditures on broad 

national priorities such as infrastructure and human capital. The expenditures, in turn, served to 

reinforce national support for the BDP. But how did this broad support and decision-making 

begin? How did Botswana develop political institutions that were not elitist and easily 

manipulated by a select group of veto players?   

As in other African countries at independence, political power in Botswana was passed 

over to a petty bourgeoisie that was weak in relation to the greater social configuration. In 1966, 

when the BDP took power, kgotlas, traditional forums for consultation between tribal leaders and 

their people, were preserved and incorporated into the system of government (Samatar, 1999). 

The decision to retain the kgotla system circumvented the potential for opposition from chiefs or 

discontent from within the peasantry (Samatar, 1999). This gave tribal institutions an important 

role in connecting Batswana society to the political center (Boone 2003). This difference 

reshaped the institution-building strategies of Botswana's government from a ruling class, into a 

coalition of various regional interests; this increased the number of veto players, greatly 

dispersing political power from an original select few.   This experience was unlike Nigeria’s 

(and many other African nations) which saw political power handed from colonialists to a group 

of Nigerians who continued to use the same colonial tactics of "divide and rule".  

The oil industry in Nigeria dates back to the 1960's. After Nigeria gained independence, 

the discovery of oil in the Nile Delta sent oil companies scrambling for rights to drill. Companies 

befriended the Nigerian ruling class, and vied for the extraction rights. Companies such as Shell 

Oil were given royalties to extract oil. The government collected rents primarily through taxation 
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and royalties. Nigeria's government took a hands-off approach, which led to enclave economies. 

Over the years, Nigeria's government has developed many methods of obtaining oil revenue 

from the MNC's , including petroleum profit taxes and production shares (NEITI, 2007). These 

arrangements between the government and the oil companies, accompanied by lack of 

institutional integrity, led to powerful Nigerian elite embezzling millions of dollars of oil 

revenues in a classic example of what is commonly known as the “resource curse.”  

Following political instability, and under influence from the international community, 

Nigeria has instituted economic growth policies and anti-corruption policies (Ribadu, 2006). In 

1999, the first administration of President Olusegun Obasanjo (1999-2003) focused on ensuring 

political stability, strengthening democratic practices, and tackling corruption. But not until the 

second Obasanjo administration (2003 – 2008) did Nigeria see a comprehensive economic 

reform program. Obasanjo launched the National Economic Empowerment and Development 

Strategy (NEEDS), an anti-corruption campaign with two main elements.
61

 First, it embedded 

anti-corruption measures in a comprehensive reform program. Second, it conducted diagnostic 

studies to identify specific areas in which corruption had a high negative impact on the public 

purse. By embedding anti-corruption programs in the reform agenda, the battle against 

corruption was perceived to be an integral part of a broader exercise of economic reform needed 

to stimulate growth and address poverty in Nigeria (Ribadu, 2006). 

                                                 

61
 The development of NEEDS at the federal level was complemented by individual State Economic Empowerment 

and Development Strategies (SEEDS), which were prepared by all 36 Nigerian states and the Federal Capital 

Territory (FCT). The NEEDS program emphasized the importance of private sector development to support wealth 

creation and poverty reduction in the country. The objectives of NEEDS were addressed in four main areas: 

macroeconomic reform, structural reform, public sector reform and institutional and governance reform. 
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The anti-corruption reform adopted by the Obasanjo created two main institutions: the 

Economic and Financial Crimes Commission (EFCC) and the Independent Corrupt Practices and 

other Related Offenses Commission (ICPC). The EFCC and ICPC started with much vigor, but 

stalled much like other African anticorruption bodies.  This phenomenon was labeled by Daniel 

Kaufman (2009) as the "era of major backtracking on the anti-corruption drive" in Africa. 

Dugger noted the sad fate of anticorruption leaders: “[T]hey are either embattled or dead" 

(Dugger, 2009).  

This stall in anti-corruption has left many wondering what is amiss in transparent 

countries such as Nigeria and Kenya. This leads me to a second lesson we can derive from this 

study. Anticorruption forces in countries which are heavily endowed with resource-seeking-FDI 

need to include institutional political reform in their strategies. This is because there is a great 

deal of consensus that good governance has been the driving force behind Botswana’s progress. 

In Botswana we see a case where state society relations are broadly dispersed through the tribal 

institutions. For a country to be considered a regime that displays sufficient attributes of good 

governance, “it must have a relationship with society which connotes a two-way exchange of 

representation and acceptability, coupled with an ability to get things done,” in the absence of the 

frequent arbitrary exercise of power (Haynes, 1991). This is extremely lacking in Nigeria. 

Rather than being subject to the dilemmas frequently associated with resource 

exploitation, often revolving around questions of investments, ownership, price stability, 

economic diversification, and public spending or regional inequality, Botwsana’s government, 

after the discovery of Botswana’s diamond resource,  undertook a number of initiatives to direct 

revenues derived from diamond sales towards building immobile and social capital (Limi, 2007). 

All this is attributed to Botswana's good governance. In fact, by the early 1980's, revenues from 
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diamonds allowed the government in Botswana to pay off all outstanding debt; the state resolved 

in its fiscal policy thereafter to no longer incur debt in excess of projected state earnings (Lange, 

2004). Botswana government has offset physical depletion of mineral assets by management 

schemes aimed at increasing the value of its mineral resources, and by reinvesting all resource 

revenues into other assets (Lange, 2004). To this end, Samatar (1999) proposes that “in the 

absence of a conscientious and disciplined leadership, no amount of diamond revenues would 

have been sufficient to make Botswana an African Miracle” (Samatar, 1999). 

What is of interest is how the Government of Botswana has succeeded in developing and 

exploiting its resources while maintaining ample political, economic and social stability. To 

offset corruption, Botswana instituted an independent anticorruption authority in 1994, the 

Directorate of Corruption and Economic Crime. This office reports corruption cases directly to 

the executive office. The constitution also makes the attorney general independent of the 

government and politicians. This sound anticorruption framework is considered to be conducive 

to proper resource management in Botswana. The arrangement between the government and the 

mineral revenues was enriched by the institutional political institutions of Botswana.
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CHAPTER 6 

CONCLUSION 

Policy Implications 

Over the last decade, transparency has become a hot topic on the international agenda. 

This has led to many corruption studies offering a policy discussion as an afterword. In this 

dissertation, I follow the tradition and offer a brief discussion on transparency and anti-

corruption. The international community has developed a conceptualization of transparency in 

which transparency is understood to be the antithesis of corruption, and where improving 

transparency results in reduced corruption (Kaufman, Kraay and Mastruzzi, 2006). Corruption is 

used to measure transparency, And has led to the introduction of corruption indexes such as the 

one used in this study – Corruption Perception Index produced by Transparency International. 

The role that non-transparency plays is deemed important, as illustrated by Robert Klitgaard’s 

formula “corruption = monopoly + discretion – accountability” (Klitgard, 1988). In light of his 

formula, removing monopoly through privatization and democratization combined with 

transparency should create accountability and reduce corruption (Brown and Cloke, 2004). 

International organizations are keen to promote transparency, and the United Nations has 

recently created United Nations Office on Drugs and Crime (UNODC) to be a central body for 

anticorruption. The UN’s General Assembly passed a resolution in December 2000 to initiate the
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design of a new international legal instrument against corruption. An ad hoc committee was 

established to negotiate a legal anti-corruption instrument to be based in Vienna at the 

headquarters of the United Nations Office on Drugs and Crime. The United Nations Convention 

against Corruption under article 68 (1) resolution 58/4 entered into force in a signing ceremony 

in Merida, Mexico on 14 December 2005 (UNDOC, 2011). 

The most important mechanism by UDOC is institutional reform, visualized to rest on 

four pillars: (a) economic development; (b) democratic reform; (c) a strong civil society with 

access to information and a mandate to oversee the state; and (d) the presence of rule of law (See 

Figure 6-1). The governance program facilitates, at the request of client Governments, a series of 

anti-corruption/anti-integrity workshops, seminars, and surveys involving broad segments of 

society, and national and local government.  

Figure 6-1: UNODC Pillars of Integrity 

 

Source: United Nations Office on Drugs and Crime (2011)  
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UNDOC corruption toolkit has led to aid agencies focusing on good governance and institutional 

reform as evidenced by the World Bank and USAID. Good governance is defined by the IMF as 

a form of rule that promotes "transparency, accountability, the effective rule of law, and the 

empowerment of local communities"(Limi, 2007). 
62

 Governance alludes to governmental 

power, influence, and legitimacy in relation to state-society interactions (Haynes, 1991).  Good 

governance is associated with the characteristics of democratic political systems: transparency, 

accountability, rule of law, political stability and government effectiveness (Kaufman, 2000). In 

fact, good governance (public voice, accountability, high government effectiveness, good 

regulation, and powerful anticorruption policies) is argued to link natural resources with high 

economic growth (Limi, 2007). The capacity of the state to control corruption (i.e. the strength of 

the institutions) is a defining characteristic of the countries that avoided the “resource curse” 

(MacIntyre, 2003).
63

  Thus, eliminating corruption and institutional reform is seen as an essential 

contribution to eradicating the resource curse.  

This has led to many countries implementing anti-corruption strategies in their economic 

growth policies as illustrated in the examples of Kenya and Rwanda. Improving transparency is 

associated with corruption abatement and is considered the first step in reducing the negative 

effects of corruption. In this study I have shown that corruption negatively affects FDI in market-

seeking and labor-seeking FDI. However, in natural resource-seeking corruption, the evidence 

                                                 

62
 Governance determines the extent to which the growth effects of resource wealth can materialize. In developing 

countries in particular, the quality of regulation, such as the predictability of changes of regulations, and 

anticorruption policies, such as transparency and accountability in the public sector, are most important for effective 

natural resource management and growth (Limi, 2007) 
63

All countries that have avoided the resource curse rate relatively well on the CPI except Indonesia (MacIntyre, 

2003).  
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shows that there is a positive relationship with FDI which is further strengthened by weak 

institutions. This latter finding should not be translated as an FDI vice, as the resource curse 

literature shows the detrimental effects, such as poor economic growth and conflict to name but 

two. The findings instead should be interpreted to indicate the importance of institution building. 

Strong institutions evidenced by effective rule of law could also explain the divergent effects of 

Kenya’s Vision 2030 and Rwanda’s Vision 2020. The case analysis in Chapter 3 indicate that the 

main difference between Kenya and Rwanda’s anti-corruption strategies was the creation of an 

ombudsman office in Kenya. 

The UNODC anti-corruption toolkit mandates the creation of an ombudsman office as an 

essential component of anti-corruption (UNDOC, 2011). The term ombudsman is derived from 

the office of the Justitieombudsmannen, created by the Swedish Parliament in 1809 to "supervise 

the observance of statutes and regulations by the courts and by public officials and employees" 

(UNODC, 2011:103). Ombudsmen usually consist of individuals or agencies with very general 

powers that allow them to receive and consider a wide range of complaints not clearly falling 

within the jurisdiction of other more structured forums, such as law courts or administrative 

bodies. Ombudsmen fulfill several important functions. They provide a means for obtaining an 

impartial and independent investigation of complaints against Government agencies and their 

employees. They educate Government insiders about appropriate standards of conduct and serve 

as a mechanism whereby the appropriateness of established codes or service standards can be 

considered and, if necessary, adjusted. They raise awareness among the population about their 

rights to prompt, efficient and honest public services. They provide remedies in some cases and 

help to identify more appropriate forums in others (UNODC, 2011).  
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In the case analysis of Nigeria and Kenya, instituting anti-corruption commissions did not 

provide change in governance or change in political institutions, but instead both anti-corruption 

strategies omitted effective rule of law measures -- effective judicial systems to try corruption 

perpetrators. This raises the question: is transparency possible without altering the institutional 

environment? The evidence in this study suggests institutions are a key component in eradicating 

the detrimental effects of corruption in FDI, especially in raw materials-seeking FDI. In a 

discussion of solutions proposed to remedy the resource curse which includes transparency, 

Weinthal and Luong say 

“In sum, (the solutions) amount to either asking a weakly 

institutionalized state to employ capacities that it has not yet 

developed or relying on non-state actors (who often have 

little willingness or ability to do so) to monitor and constrain 

the state’s behavior.…This is particularly ironic given the 

broad consensus that weak institutions are perhaps the 

greatest impediment to escaping the resource curse. Despite 

this consensus, none of the aforementioned solutions are 

intended to rectify institutional weakness, but rather, to 

either simply ignore or circumvent it” (Weinthal and Luong, 

2006;39) 

 

The evidence suggests that by ignoring institutional reform, supporters of transparency 

initiatives may be ignoring an important causal linkage. If transparency in governance relies 

upon governance, then it relies upon the institutions. To have efficient anti-corruption strategies 

they will need to have proper institutions. The case of Nigeria and Kenya demonstrate that 

transparency does not necessarily create accountability.  According to the IMF, transparency 

ensures that information is available that can be used to measure the authorities’ performance 

and to guard against any possible misuse of powers. In that sense transparency serves to achieve 

accountability, which means that authorities can be held responsible for their actions. 
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Accountability occurs when civil servants and politicians have the means to question and shape 

government policies. 

Summary 

This dissertation has studied the relationship between corruption, political institutions and 

FDI. In Chapter 1, I review the literature on corruption, political institutions, and FDI.  Some 

scholars argue corruption is an FDI catalyst while others argue corruption is an FDI deterrent. A 

theoretical suggestion on the way forward in this debate is to argue that the “grease the wheels” 

hypothesis occurs in a different situation from the “sand the wheels” hypothesis. In particular, 

the “grease the wheels” effect occurs in conjunction with weak political constraints. To 

understand political institutions better, I review the political institutions and FDI literature. The 

literature on political institutions does not offer conclusive evidence as to whether democracies 

attract more FDI than do autocracies; instead, it has produced two pairs of competing literature 

that argue dispersed authority (the situation in which governments are subject to strong 

institutional checks and balances) reduces expropriation risk and attracts FDI. On the other hand 

concentrated authority (the situations in which the state has the capacity to tax and regulate, and 

consequently, to play an intervening role) can also provide incentives for foreign investors. 

However, in concentrated regimes, there are two types of authoritarian leaders: development-

oriented leaders and predatory leaders. The latter is concerned only with his/her welfare, which 

creates a hub for corrupt activity to the detriment of the greater welfare. The distinction of this 

type leader gives evidence for the “grease the wheels” hypothesis in weak institutions and gives 

evidence for an interaction effect between corruption and FDI.   
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Further support for my theoretical notion is found in the literature that looks into the 

relationship between corruption and political institutions. This literature confirms that corruption 

is a function of political institutions. The “resource curse” literature further supports my enquiry, 

and indicates that the “grease the wheels” hypothesis is mostly found in resource-rich nations.  

This indicates that not all types of FDI can thrive in corrupt countries with weak institutions. In 

the next section I expound on this further, arguing  that FDI is a firm-level decision. For us to 

understand how FDI behaves, we need to observe the behavior of corruption in the industrial 

level—market-seeking FDI and resource-seeking FDI.   

In Chapter 3 I elaborate further on how corruption acts as a function of political 

institutions in the “grease the wheels” hypothesis.  I argue that corruption is a function of 

political institutions and is driven by the search for credibility in authoritarian regimes. I argue 

that the relative capacity of different types of foreign investors to invest in a country as they 

pertain to corruption and political institutions is a function of credibility. Political institutions 

underlie policy credibility which is different depending on institutional constraints exerted by 

veto players. This means different regime types offer different levels of credibility as a function 

of institutional constraints found in a country. In strong institutions such as democracies, policy 

credibility is guaranteed by multiple veto players, whereas in weak institutions, policy credibility 

can be guaranteed by development-friendly autocrats or by illegitimate means, otherwise known 

as corruption.  In weak institutions, corruption is a feature that can be used to exploit institutional 

weakness—necessitated by higher institutional flexibility found in countries with concentrated 

authority—to cumulate into a comparative advantage that enables MNC to operate in countries 

with weak policy credibility. This dynamic creates multiple scenarios for different types of FDI 

because not all MNC can tolerate illegitimate credibility. I argue that different types of FDI have 
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different thresholds in their ability to tolerate high costs and risk factors associated with 

corruption depending on the level of FDI asset specificity. I argue that the level of asset 

specificity underwrites the outcome for FDI as it interacts with:  

(1) Corruption: I argue that the level of asset specificity determines the integration level 

of FDI into a host economy and more importantly the level of physical asset specificity. I argue 

that market-seeking and labor-seeking FDI have low physical asset specificity as compared to 

raw materials FDI and thus the former will be negatively correlated with corruption.  

(2) Political institutions: I argue horizontal integrated investments (market-seeking) and 

labor-seeking FDI will be more sensitive to political risks and vulnerable to host governments’ 

opportunistic policies, and I would predict that they favor the host country with strong 

institutions to maintain long-term policy stability and secure their assets.  On the other hand I 

argue that primary FDI will be attracted to political institutions that can ensure specific policy 

considerations.   

(3) Joint effect of corruption and political institutions: I argue that corruption acts as a 

catalyst in countries with weak institutions and which are endowed in raw materials only. 

In Chapter 3 I test my first set of theoretical predictions. To gauge the variant effects of 

corruption and political institution on FDI I disaggregate FDI by the production strategy 

(horizontal and vertical production) and different aspects of asset specificity. I use INTRACEN 

country data for the time period 200-2007. Using a cross-sectional panel data analysis, I show 

that the relationship between corruption and total FDI is indeed a negative one. In the 

disaggregated level, my predictions hold, although results indicate that market-seeking FDI is 

affected negatively by corruption once we control for country-specific variables. Results indicate 
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that in raw-materials-seeking FDI, corruption is indeed a catalyst even after I control for regime 

type, indicating the need to control for other attributes of political institutions. 

In Chapter 4 I show that political institutions control for policy credibility and or 

flexibility. The statistical results provide strong support to the hypothesized mechanisms through 

which political institutions affect FDI. On the one hand, more veto players increase the level of 

policy certainty and rule of law, both of which independently have strong positive effects on 

FDI. On the other hand, the number of veto players is negatively associated with provision of 

investment incentives to foreigners, suggesting that countries with weak political institutions are 

more likely to offer selective incentives, particularly to foreign investors. In the disaggregated 

level I show a more credible government is attractive to foreign investors because of its ability to 

maintain a long-term stable policy and protect property rights, whereas a more flexible 

government is attractive to foreign investors because of its ability to provide preferential 

treatment to foreign investors. The regression results have shown that countries with strong 

institutions, given their ability to make long-term credible policy, will be more likely to attract 

FDI in which MNCs produce and sell products in host countries or are driven by efficiency, i.e. 

market-seeking FDI and labor-seeking FDI. In contrast, countries with weak institutions, given 

their ability to make more flexible policy, tend to attract FDI that requires special policy 

arrangements—primary FDI. 

In Chapter 5, I study the joint effect of corruption and political institutions. The 

selectorate theory shows that countries with a small selectorate can pursue particularistic policy 

goals by providing incentives to their winning coalition.  Fewer veto players within the decision-

making body enables the government to move more swiftly (Tsebelis 2002).  A small winning 

coalition within the selectorate creates an incentive for the government to provide private 
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benefits to a certain group (Mesquita, Smith, Siverson, & Morrow, 2003). These two factors 

make less credible governments more flexible in providing state goods. This leads to state 

capture of FDI, especially in resource-seeking FDI. This has also led to the “resource curse” and 

the “Dutch disease.” I test this hypothesis by creating two interaction variables: polcon*cpi and 

polity*cpi. I affirm that it is possible for politically corrupt countries to create illegitimate 

commitment with foreign investors. Corruption as a tool for FDI however should not be viewed 

as the preferred alternative, but rather as “a necessary evil” by investors who have no viable 

alternatives. Foreign investors seeking to invest in extracting raw materials “follow” the natural 

resource to its geographical habitat and sometimes these destinations are wrought government 

inefficiencies and high corruption. Unlike other types of FDI, investors in this category do not 

usually have location alternatives and as such they are forced to adopt to the political culture 

even if it involves corruption.  

Governments with centralized authority offer more flexibility—in terms of averting 

unfriendly policy to the benefit of investors—however flexibility comes at the price of 

credibility.  Foreign investors’ ability and preferences to invest in a more credible or more 

flexible investment environment depends on the firm-specific features underpinned by the asset 

specificity. Asset specificity refers to the extent to which the assets have relatively little use 

beyond their use in the context of a specific transaction. Asset specificity helps determine the 

transaction costs and the bargaining power of investors in averting FDI policy. The more specific 

the asset, the more it would cost for a foreign firm facing unfavorable policy change to “exit” 

into another location, and the more incentive the foreign firm will have to avert this unfavorable 

policy change. Therefore, foreign firms holding highly specific assets will be particularly 
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attracted by countries that could credibly maintain long-term policy and secure their assets. Raw 

materials have a high level of physical asset specificity and enabling such investments to 

investment in non-traditional host environments (i.e. environments with weak institutions and 

high corruption) 

However, it is important to note that all investors—regardless of their investment type—

desire a high level of policy security and protection of property rights. Foreign investors need to 

know that once they have invested in a host country their investments are secure. Weak 

institutions heighten expropriation risk and even though corruption can be used as a tool to 

access raw materials and potentially even offer some expropriation risk protection corruption 

does not serve as an effective tool for policy credibility or offer long term protection from 

expropriation risk. Graphical results indicate that this type of  policy security is short term and in 

the long run diminishes.  This led me to investigate an alternative tool—bilateral agreements—as 

an effective long term credible signal.  

Results indicate that BITS are a credible tool for investment and depict positive 

relationships for the most part in the industrial level. In raw materials-seeking FDI, graphical 

results show that BITs are a credible tool in countries with a large number of veto players. The 

predicted long-term credible commitment signals by BITs gain more credibility for raw-

materials-seeking FDI as the number of veto players in a government increase. This indicates 

that we cannot underestimate the role of strong institutions as a signal for policy credibility, and 

or substitute the role political institutions as credible signals with BITS because the effectiveness 

of BITS is after all underpinned by domestic policy mechanisms. 
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This study can thus be used as a resource tool for anti-corruption strategies and as a 

resource tool for promoting strong institutions as a foundation for economic growth. Both 

political institutions and corruption have significant effects on FDI. Governments interested in 

combating corruption can use this research to create more transparency within the framework of 

investment to reduce potential abuses that include institutional reforms. If governments have an 

understanding that corruption and institutions are interactive as they relate to FDI, they can 

create policies that ensure that the investments are transparent and institutions that ensure 

effective rule of law. By doing this, both FDI and countries will benefit as a whole, and the 

issues concerning wealth, inequality, and poverty will be diminished. 

Limitations of this study 

A significant limitation to this study is the data available for industrial FDI. Total FDI 

flows data is available for 172 countries but this sample drops to almost half for market-seeking, 

labor-seeking, and raw materials-seeking FDI analyses. This study is not conclusive, but rather 

exploratory. Further research should continue to examine how political institutions and 

corruption impact different types of investments.  Future studies may wish to explore some 

issues highlighted in this study. The joint effect of corruption and political institutions indicates 

that political constraints are an effective catalyst for corruption but not regime type. I would 

suggest further studies on this phenomenon, especially at the industry level.  Thus, this paper is 

research-opening and not conclusive. By addressing these and other questions, scholarship will 

be able to provide guidance to investors and government officials alike.  
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APPENDIX 1 

RESOURCE RICH COUNTRIES AVERAGES (2000-2007) 

 

  
COUNTRY FDI CPI POLCONIII Fuel Export 

Algeria 3.0 7.3 0.6 97 

Nigeria 3.5 8.4 0.6 97 

Kuwait 1.7 5.3 0.8 94 

Saudi Arabia 3.3 6.7 1.0 90 

Venezuela 3.2 7.6 0.7 85 

Oman 3.1 4.2 1.0 85 

Azerbaijan 3.0 8.0 1.0 85 

Iran 3.2 7.2 0.8 81 

Sudan 3.1 7.9 1.0 79 

Bahrain 2.8 4.2 1.0 75 

Gabon 2.2 6.9 1.0 73 

Syria 2.5 6.9 0.7 64 

Norway 3.5 1.2 0.5 64 

Trinidad and Tobago 2.9 5.8 0.6 64 

Kazakhstan 3.5 7.5 1.0 63 

Russia 4.0 7.3 0.8 55 

Cameroon 2.4 7.9 1.0 52 

Ecuador 2.8 7.7 0.7 50 
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APPENDIX 2 

NON-RESOURCE RICH COUNTRIES AVERAGES (2000-2007) 

 

COUNTRY FDI CPI POLCONIII Fuel Export 

Egypt 3.3 6.7 0.8 45 

Colombia 3.6 6.3 0.7 39 

Bolivia 2.5 7.6 0.4 35 

Papua New Guinea 1.6 7.7 0.4 29 

Belarus 2.4 6.6 1.0 27 

Indonesia 3.4 8.0 0.7 26 

Mauritania 2.1 7.2 1.0 26 

Viet Nam 3.3 7.6 0.9 23 

Australia 4.3 1.4 0.5 23 

Côte D´Ivoire 2.4 7.8 0.9 22 

Kyrgyzstan 1.5 7.8 0.8 19 

Canada 4.3 1.3 0.5 17 

Argentina 3.6 7.1 0.5 16 

Dominican Republic 3.0 6.9 0.6 16 

Mozambique 2.4 7.3 0.7 14 

Senegal 1.9 6.9 0.7 14 

Tajikistan 1.8 8.0 0.7 14 

Mexico 4.3 6.5 0.7 12 

Tunisia 3.0 5.1 1.0 12 

Malaysia 3.5 5.0 0.5 11 

Kenya 1.7 8.0 0.6 11 

South Africa 3.3 5.3 0.6 10 

Greece 3.0 5.6 0.6 10 

Singapore 4.2 1.4 1.0 10 

Bulgaria 3.4 6.1 0.5 10 

United Kingdom 4.9 1.4 0.6 9 

Peru 3.3 6.3 0.5 9 

India 3.9 7.1 0.6 8 

Denmark 3.7 0.5 0.5 8 

Ukraine 3.3 7.7 0.6 8 
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Romania 3.5 7.0 0.5 8 

Estonia 3.0 4.0 0.5 7 

Guatemala 2.6 7.4 0.7 7 

Netherlands 4.4 1.2 0.4 7 

Zimbabwe 1.3 7.5 1.0 6 

Jamaica 2.8 6.4 0.6 6 

Belgium 4.5 2.9 0.3 6 

Georgia 2.6 7.6 0.7 5 

Brazil 4.3 6.2 0.5 5 

South Korea 3.7 5.1 0.6 5 

Albania 2.4 7.2 0.6 5 

Poland 4.0 6.2 0.6 5 

Finland 3.8 0.7 0.5 4 

Armenia 2.3 7.2 0.4 4 

Ghana 2.2 6.5 0.7 4 

Sweden 4.1 0.8 0.5 4 

Mongolia 2.1 7.1 0.8 4 

Latvia 2.7 6.0 0.5 4 

Spain 4.5 3.5 0.5 4 

Thailand 3.8 6.6 0.6 3 

Uganda 2.5 7.6 0.9 3 

France 4.8 3.0 0.5 3 

Pakistan 0.5 7.7 1.0 3 

Madagascar 2.1 7.3 0.6 3 

Portugal 3.6 3.6 0.6 3 

Austria 3.8 1.9 0.5 3 

Panama 2.9 6.7 0.7 3 

Turkey 3.6 6.5 0.6 3 

Italy 4.3 4.9 0.6 3 

USA 5.2 3.1 0.6 3 

Morocco 3.1 6.5 0.3 3 

China 4.8 6.6 1.0 2 

El Salvador 2.5 6.1 0.5 2 

New Zealand 3.2 0.5 0.5 2 

Hungary 3.6 4.9 0.6 2 

Mali 2.1 7.1 0.7 2 

Germany 4.6 2.2 0.6 2 

Switzerland 3.9 1.9 0.5 2 

Niger 1.3 7.8 0.5 2 

Philippines 3.1 7.4 0.7 2 

Chile 3.8 2.7 0.5 2 
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Burundi -1.2 7.6 0.9 1 

Nicaragua 2.4 7.4 0.6 1 

Rwanda 1.0 7.2 0.8 1 

Zambia 2.5 7.3 0.8 1 

Honduras 2.7 7.5 0.6 1 

Iceland 2.8 0.6 0.5 1 

Guinea-Bissau 0.5 7.8 0.7 1 

Swaziland 1.7 7.2 1.0 1 

Japan 3.9 2.9 0.4 1 

Costa Rica 2.9 5.4 0.7 1 

Burkina Faso 1.4 6.9 0.7 1 

Bangladesh 2.7 8.7 0.7 1 

Togo 1.7 7.5 1.0 1 

Ireland 4.2 2.6 0.5 0 

Jordan 2.9 5.1 0.9 0 

Moldova 2.1 7.3 0.6 0 

Gambia 1.6 7.4 1.0 0 

Guinea 1.7 8.1 0.7 0 

Israel 3.7 3.4 0.4 0 

Tanzania 2.6 7.3 0.8 0 

Central African Republic 1.1 7.8 0.7 0 

Malawi 1.6 7.0 0.7 0 

Benin 1.7 7.1 0.5 0 

Botswana 2.4 4.1 0.8 0 

Paraguay 1.8 8.0 0.7 0 

Mauritius 1.8 5.5 0.8 0 

Sri Lanka 2.4 6.8 0.6 0 

Lesotho 1.7 6.7 0.8 0 

Ethiopia 2.5 6.5 0.9 0 

Comoros -0.2 7.4 0.9 0 

Guyana 1.8 7.5 0.6 0 

Nepal 0.6 7.4 0.8 0 

Cambodia 2.3 7.9 0.6 0 
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APPENDIX 3 

SAMPLE OF COUNTRIES USED IN REGRESSION ANALYSIS 

 

Afghanistan Cameroon Eritrea Ireland Mauritania Qatar Switzerland 

Albania Canada Estonia Israel Mauritius 

Republic of 

Korea 

Syrian Arab 

Republic 

Algeria Cape Verde Ethiopia Italy Mexico Romania Tajikistan 

Angola 

Central African 

Republic Fiji Jamaica 

Republic of 

Moldova 

Russian 

Federation Tanzania 

Argentina Chad Finland Japan Mongolia Rwanda Thailand 

Armenia Chile France Jordan Morocco Saint Lucia Togo 

Australia China Gabon Kazakhstan Mozambique 

Saint Vincent 

and the 

Grenadines Tonga 

Austria Colombia Gambia Kenya Myanmar Samoa 

Trinidad and 

Tobago 

Azerbaijan Comoros Georgia Kiribati Namibia 

Sao Tome and 

Principe Tunisia 

Bahrain Congo Germany Kuwait Nepal Saudi Arabia Turkey 

Bangladesh Costa Rica Ghana Kyrgyzstan Netherlands Senegal Turkmenistan 
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Barbados Côte d'Ivoire Greece 

Lao People's 

Democratic 

Republic New Zealand Seychelles Uganda 

Belarus Croatia Grenada Latvia Nicaragua Sierra Leone 

United Arab 

Emirates 

Belize Cuba Guatemala Lebanon Niger Singapore 

United 

Kingdom 

 

Benin Cyprus Guinea Lesotho Nigeria Slovakia Ukraine 

Bhutan Czech Republic 

Guinea-

Bissau Liberia Norway Slovenia United States 

Bolivia 

Democratic 

Republic of the 

Congo Guyana 

Libyan Arab 

Jamahiriya Oman Solomon Islands Uruguay 

Bosnia and 

Herzegovina Denmark Haiti Lithuania Pakistan Somalia Uzbekistan 

Botswana Djibouti Honduras Macedonia Panama South Africa Vanuatu 

Brazil 

Dominican 

Republic Hungary Madagascar 

Papua New 

Guinea Spain Venezuela 

Brunei 

Darussalam Dominica Iceland Malawi Paraguay Sri Lanka Viet Nam 

Bulgaria Ecuador India Malaysia Peru Sudan Yemen 

Burkina Faso Egypt Indonesia Maldives Philippines Suriname Zambia 

Burundi El Salvador 

Iran, Islamic 

Republic of Mali Poland Swaziland Zimbabwe 

Cambodia 

Equatorial 

Guinea Iraq Malta Portugal Sweden   
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APPENDIX 4 

SAMPLE OF INDUSTRIAL FDI COUNTRIES 

 

Market-Seeking FDI 

Sample Countries 

Raw Materials FDI Sample 

Countries 

Labor-Seeking FDI Sample 

Countries 

Afghanistan Afghanistan Afghanistan 

Albania Algeria Albania 

Algeria Argentina Algeria 

Argentina Armenia Argentina 

Armenia Australia Armenia 

Australia Austria Australia 

Austria Bangladesh Austria 

Bangladesh Belarus Bangladesh 

Belarus Belgium Belarus 

Belgium Bolivia Belgium 

Bolivia Bosnia and Herzegovina Bolivia 

Bosnia and Herzegovina Brazil Bosnia and Herzegovina 

Brazil Bulgaria Brazil 

Bulgaria Cambodia Bulgaria 

Cambodia Canada Cambodia 

Canada Cape Verde Canada 

Cape Verde Chile Cape Verde 

Chile China Chile 

China Colombia China 

Colombia Costa Rica Colombia 

Costa Rica Croatia Costa Rica 

Croatia Cyprus Croatia 

Cyprus Czech Republic Cyprus 

Czech Republic 

Democratic Republic of the 

Congo Czech Republic 

Denmark Denmark Denmark 

Dominican Republic Dominican Republic Dominican Republic 

Ecuador Ecuador Ecuador 
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Egypt Egypt Egypt 

El Salvador El Salvador El Salvador 

Estonia Estonia Estonia 

Finland France Finland 

France Gabon France 

Germany Germany Germany 

Greece Greece Greece 

Guatemala Guatemala Guatemala 

Honduras Honduras Honduras 

Hong Kong (SAR China) Hungary Hong Kong (SAR China) 

Hungary Iceland Hungary 

Iceland India Iceland 

India Israel India 

Ireland Italy Ireland 

Israel Jamaica Israel 

Italy Japan Italy 

Jamaica Kazakhstan Jamaica 

Japan Kyrgyzstan Japan 

Kazakhstan Latvia Kazakhstan 

Kyrgyzstan Lithuania Kyrgyzstan 

Latvia Madagascar Latvia 

Lithuania Malaysia Lithuania 

Macao (SAR China) Mauritius Macao (SAR China) 

Madagascar Mexico Madagascar 

Malaysia Morocco Malaysia 

Malta Mozambique Malta 

Mauritius Netherlands Mauritius 

Mexico Nicaragua Mexico 

Morocco Norway Morocco 

Mozambique Oman Mozambique 

Netherlands Pakistan Netherlands 

Nicaragua Paraguay Nicaragua 

Norway Peru Norway 

Oman Philippines Oman 

Pakistan Poland Pakistan 

Panama Republic of Korea Panama 

Paraguay Romania Paraguay 

Peru Russian Federation Peru 

Philippines Slovakia Philippines 

Poland Spain Poland 
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Portugal Tajikistan Portugal 

Republic of Korea TFYR of Macedonia Republic of Korea 

Romania Thailand Romania 

Russian Federation Trinidad and Tobago Russian Federation 

Saudi Arabia Tunisia Saudi Arabia 

Slovakia Turkey Slovakia 

Spain Uganda Spain 

Sweden United Kingdom Sweden 

Switzerland United States Switzerland 

Tajikistan Venezuela Tajikistan 

TFYR of Macedonia   TFYR of Macedonia 

Thailand   Thailand 

Trinidad and Tobago   Trinidad and Tobago 

Tunisia   Tunisia 

Turkey   Turkey 

Uganda   Uganda 

United Kingdom   United Kingdom 

United States   United States 

    Venezuela 
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APPENDIX 5 

RWANDA VISION 2020 

 

Pillars of the Vision 2020 and its crosscutting areas 

Pillars of the Vision 2020 

 Cross-cutting areas of Vision 

2020 

1. Good governance and a capable state 
1. Gender equality 

2. Protection of environment 

and sustainable natural 

resource management 

3. Science and technology, 

including ICT 

2. Human resource development and a knowledge based 

economy 

3. A private sector-led economy 

4. Infrastructure development 

5. Productive and Market Oriented Agriculture 

6. Regional and International Economic integration. 

 

Source: Ministry of Finance and Economic Planning, Rwanda 
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APPENDIX 6 

KENYA VISION 2030 

 

 

Source: Ministry of State for Planning, National Development (www.planning.go.ke) 

http://www.planning.go.ke/

