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THE RESEARCH REPORTED in this paper was inspired by a plane ride I took
from China to the United States in 1996. Browsing the newspapers and
in-flight magazines, I came across one story about the high level of official
corruption in China, and another that extolled the extraordinarily large
flow of foreign direct investment (FDI) into China that year.! Later in the
flight, I struck up a conversation with the passenger sitting next to me, an
American business executive who had just visited his joint venture firm
in China. I asked him whether the corruption problem in China affected
him and his business. He said that it did and went on to explain the myr-
iad problems that his firm had encountered in dealing with corruption and
bureaucratic red tape.

During and after that flight, I reflected on whether corruption has gen-
erally worked as a beneficial “grease,” a minor annoyance, or a major
obstacle for international investors. In this paper I address three inter-
related issues. First, does corruption reduce inward FDI? Second, is China
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1. This was at a time when China was being called “the world’s strongest magnet for
overseas investment.” P. T. Bangsberg, “China Projects Another Record Investment Year,
European, Japanese, U.S. Firms Top List,” Journal of Commerce, December 27, 1996,
p- 3A. I found this quotation some time after the plane ride.
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an exceptional case in which corruption does not do much harm? Third,
does corruption distort the composition of capital inflows in a way that
might raise the likelihood of a currency crisis?

International direct investment reached $3.5 trillion in 1997. A small
number of countries in the industrial world account for the bulk—about
68 percent—of this investment.? Yet international direct investment is
especially important for developing countries, for which it is not only a
source of scarce capital but also an important conduit for the transfer of
technological and managerial know-how.?

The recent currency crises in East Asia, Russia, and Latin America have
highlighted the importance of the composition of capital flows for devel-
oping countries. Before I attempt to explain the relationship between cor-
ruption and the composition of capital inflows, it is worth noting that there
are at least two views on the causes of these crises. One increasingly wide-
spread view is that so-called crony capitalism—the misallocation of finan-
cial resources to the friends and relatives of government officials—is
partly responsible. However, there is so far virtually no systematic evi-
dence to support or reject this hypothesis.* The other view is that the con-
fidence of international creditors in developing economies is fragile, so
that small changes in the outlook can give rise to self-fulfilling expecta-
tions of a crisis.

These two explanations are typically presented as rivals, but there may
be a link between them. The extent of corruption in a country may affect
that country’s composition of capital inflows in a way that makes it more
vulnerable to shifts in international creditors’ expectations. Corruption
here refers to the extent to which firms or individuals need to pay bribes
to government officials to obtain permits, licenses, loans, or other gov-
ernment services needed to conduct business in a country.®

2. United Nations Conference on Trade and Development (1998).

3. Borensztein, De Gregorio, and Lee (1995); Eaton and Tamura (1996).

4. For surveys of the literature on corruption and economic development, see Bardhan
(1997), Kaufmann (1997), and Wei (1999). More recent papers on corruption include Wei
(2000b) and Bai and Wei (2000). None of the surveys covers any empirical study that links
crony capitalism with currency crises.

5. This paper uses the term “crony capitalism” interchangeably with “corruption.”
Although “crony capitalism” has a more limited meaning, in reality its presence almost
always implies widespread corruption, as firms and citizens in such an environment find it
necessary to pay bribes to government officials in order to get anything done.
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Several studies have shown that the composition of international capital
inflows is correlated with the incidence of currency crises.’ They have
found that the lower the share of FDI in total capital inflows, or the higher
the ratio of short-term debt to reserves, the more likely a currency crisis
becomes. One possible reason is that bank lending or other portfolio
investment may be driven more by sentiment than direct investment is.
Hence a small, unfavorable change in the recipient country’s fundamentals
may cause a large swing in portfolio capital flows, from massive inflows to
massive outflows. This can strain the country’s currency or financial sys-
tem sufficiently to cause or hasten its collapse.” To my knowledge, no stud-
ies have examined the connection between corruption (or the intrusiveness
of national bureaucracy more generally) and the composition of capital
inflows. This paper seeks to fill that void.

A small number of previous papers have looked at the effect of corrup-
tion on FDI. Combining corruption with twelve other variables to form a
composite indicator, Ashoka Mody and David Wheeler failed to find a sig-
nificant relation between corruption and foreign investment.® However,
this result may have been due to a high noise-to-signal ratio in their com-
posite indicator. Examining U.S. outward investment to individual coun-
tries, James Hines found that foreign investment is negatively related to
host-country corruption, which he interpreted as evidence of the effect of
the U.S. Foreign Corrupt Practices Act.” Using a matrix of bilateral inter-
national direct investment from twelve source countries to forty-five host
countries, Wei found that FDI flows from the United States were not sta-
tistically different from those from other source countries in terms of their
degree of aversion to host-country corruption.!® More important, corrup-
tion had not only a negative and statistically significant coefficient in these
analyses, but an economically large effect on inward FDI as well. For
example, in a benchmark estimation, an increase in corruption from the
level of Singapore to that of Mexico has the same negative effect on
inward FDI as raising the marginal corporate tax rate by 50 percentage

6. The first of these was Frankel and Rose (1996), followed by Radelet and Sachs (1998)
and Rodrik and Velasco (1999).

7. Radelet and Sachs (1998); Rodrik and Velasco (1999); Reisen (1999).

8. Mody and Wheeler (1992).

9. Hines (1995). The Foreign Corrupt Practices Act of 1977 makes it illegal for U.S.-
headquartered firms to pay bribes to foreign officials.

10. Wei (2000a).
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points. Using firm-level investment plan data, Beata Smarzynska and Wei
found that host-country corruption induces foreign investors to favor joint
ventures over wholly owned subsidiaries.!!

Many host countries have a variety of restrictions on the ability of for-
eign firms to operate in their territory. For example, foreign investors may
be forbidden from entering certain sectors, from exercising full control
over their foreign affiliates, or from freely engaging in foreign exchange
transactions that allow them to import intermediate inputs or repatriate
profits. Of course, many countries also have policies designed specifi-
cally to attract foreign investment. These can range from tax concessions
and subsidized loans to special incentives for export-related foreign invest-
ment. Notably absent from existing studies are empirical measures of
either these restrictions or these incentives in the relevant regressions. As
far as I know, a cross-country data set on these restrictions and incentives
has not existed before now. Yet their omission could be significant. For
example, if corruption and restrictions on FDI are positively correlated
(that is, if corrupt countries are also more likely to impose restrictions on
foreign investment), the findings of previous studies could exaggerate the
effect of corruption on inward FDI.

There are reasons to think that corruption and restrictions on FDI might
indeed be positively correlated. Andrei Shleifer and Robert Vishny pro-
vided a conceptual framework in which bureaucratic interference (such
as license requirements) is endogenously determined to extract bribes.'? In
such a setting, red tape and bribes could be positively correlated. Using
data from firm-level surveys, Daniel Kaufmann and Wei indeed found
evidence that firms that pay more bribes also face more, not less, bureau-
cratic intrusion in equilibrium.'® This could come about because both the
level of corruption and the level of red tape are endogenously determined
in response to characteristics of the sector or the firm in question. On the
flip side, if host governments systematically offer incentives to foreign
investors in an effort to compensate for corruption problems in their coun-
try, previous estimates of the effect of the corruption that do not adequately
control for these incentives could be biased downward. Together these
considerations suggest that the omission of host governments’ policies

11. Smarzynska and Wei (2000).
12. Shleifer and Vishny (1993).
13. Kaufmann and Wei (1999).
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toward FDI could have a profound influence on the estimated effect of cor-
ruption on FDL

As a first contribution to this literature, this paper presents data on a
new cross-country measure of restrictions and incentives on inward FDI.
Scoring on this measure is based on my reading of detailed descriptions
in a series of investment guides for individual countries produced by a
worldwide consulting and accounting firm.'* The paper then embeds these
two new variables in an empirical reexamination of the effect of corruption
on foreign investment.

The paper’s second contribution is an examination of the effect of cor-
ruption on the composition of capital inflows (FDI versus borrowing from
foreign banks, in particular). This is done by effectively comparing possi-
bly different effects of corruption on different forms of capital flows. I
am not aware of any previous study that has looked at this issue from an
empirical standpoint.

It is important to note how “corruption” is interpreted in the paper.
Bureaucratic corruption, excessive red tape, corruption in the judicial sys-
tem, and absence of the rule of law are all different dimensions of poor
public governance, but because they tend to be highly correlated, it is dif-
ficult to isolate their separate effects. Consequently, “corruption” in the
paper should be interpreted more broadly as “poor public governance”
rather than as bureaucratic corruption narrowly defined.

Corruption and the Volume of Foreign Direct Investment

I begin by investigating the effect of bureaucratic corruption on the
volume of inward FDI, paying special attention to measuring and con-
trolling for the effect of government policies toward this investment.

Measuring Corruption and Government Restrictions on FDI and
Incentives for FDI

The key variables in the regressions that follow are measures of the
volume of bilateral international direct investment, the composition of
capital flows, corruption, and governments’ policies toward FDI. These

14. The series is the Doing Business and Investing series published by Pricewaterhouse-
Coopers (2000).



