
. Economic Review – Journal of Economics and Business, Vol. X, Issue 2, November 2012          /// 

 

 * Doctoral Student of University of Montenegro, Faculty of Economics, elvip_p@yahoo.com  
 

 
 13      /// 

 
CORRUPTION'S EFFECT ON FOREIGN DIRECT INVESTMENT – THE CASE OF  
MONTENEGRO 

Elvira Pupović * 
 

 

ABSTRACT 

All investments and asset classes have different 
levels of risks and expected returns. For 
example, low risk investments such as cash 
generally provide a lower return than high risk 
investments over the long term, but are unlikely 
to lead to a capital loss. High risk investments 
generally offer the potential of a higher return 
over the long term, but there is a higher 
probability that high risk investments will be 
more volatile in the short term (leading to 
capital loss if funds are withdrawn in the short 
term). This study introduces a new perspective 
on the role of corruption in investment growth 
and provides quantitative estimates of the 
impact of corruption on the investment inflows. 
Motivated by these issues, the main objective of 
this article is to empirically reexamine the 
effects of corruption on foreign direct 
investment (FDI) inflows by incorporating a 
further link between corruption and investment 
inflows as new understanding investment 
concepts. Using data from Transparency 
International report, World Bank and National 
Banking Statistical data, it is manifested in a 
cross sectional setting that corruption has a 
negative and significant impact on the foreign 
direct investment inflows. 

There are a number of risks to be considered 
such as investment market risk, credit risk or 
interest rate risk, but the new model of 
eliminated unexpected risk involved managing 
corruption's effect on investments. Because of 
the need that assessing risk and potential 
investment returns should be in the context of 

goals and the time that we have to achieve our 
objectives, we have to immediately consider the 
linkage between corruption and investment 
inflows and to teach how to manage this 
phenomenon like an old risk of a new model. 
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1. INTRODUCTION 

A thorough understanding of the causes and 
consequences of corruption is an ever more 
pressing problem in the context of the 
challenges that supranational identities such 
as the European Union have to face in the 
forthcoming integration process of the 
transition countries. Only through this process 
will it be possible to find policy 
recommendations that target the problem 
precisely and discover viable solutions to the 
adverse effects of corruption such as the 
problem of income gap between the rich and 
poor regions of the world, which is for the 
most part due to the poor growth 
performance of the latter group. From a global 
perspective, it is extremely important to 
understand what role corruption plays in 
relation to growth, in order to come one step 
closer to the solution of the aforementioned 
problems. 

Before proceeding further, it is a good idea to 
define corruption for the purposes of this 
study. Corruption is commonly defined as the 
misuse of public power for private benefit. 
The act often consists of paying bribes to 
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public officials by private beneficiaries as 
compensation for the abuse. However, not all 
acts of corruption result in the payment of 
bribes. A powerful minister can locate a new 
investment project in his home town 
unsuitable for that particular activity or he 
could influence the sanctioning of big business 
loans to his relatives and friends and still not 
take any direct bribe. These are indirect cash 
and capital inflows.  

The aim of this paper is to highlight the 
relationship between corruption and the 
inflows of foreign direct investment in detail 
for the case of Montenegro. However, to make 
motivation in this venture clear, it is necessary 
to say a few words on the relationship 
between corruption and growth, especially 
concerning the history of this topic. That 
corruption is one of the most ancient 
problems of mankind is well-known. 
However, how it affects economic growth has 
always been subject to debate. Under what 
can be termed as “greasing versus sanding the 
wheels debate”, scholars have forwarded 
ideas in either direction. In the first wave of 
the literature, it was not uncommon to argue 
that bribes act as speed money and help avoid 
bureaucratic efficiencies. 

Hence, corruption was claimed to have a 
beneficial face that made Pareto efficiency 
tenable. This is known as the greasing the 
wheel argument and was supported by Leff 
(1964) and Huntington (1968) among many 
others. Holding the line, on the other side of 
the argument was the Nobel laureate Gunnar 
Myrdal. For example, Myrdal (1968) argued 
that bribes were a source of inefficiency, and 
even the sheer possibility of collecting bribes 
was enough to induce the bureaucracy to 
create artificial bottlenecks. To put it 
differently, corruption provided the wrong 
incentives. As such, it would then be expected 
to sand the wheels. Papers that have been 
mentioned so far mainly included theoretical 
approach and did not offer much in the way of 
state of the art mathematical treatments of 

this subject. In the 1980s corruption started 
taking its due share from a more formal 
treatment. One relevant example is Lui 
(1985), where in the context of a queuing 
model it was shown that corruption induced 
efficient outcomes in that the ones with the 
highest willingness to pay bribes were exactly 
the ones who had the highest opportunity 
costs of waiting.1 

Corruption was also seen as a classical 
example of a phenomenon that is observable, 
but not measurable, Dogan and Kazancigil 
(1994). This picture changed drastically with 
the seminal work of Mauro (1995) that 
provided us with the first empirical treatment 
of the relationship between corruption and 
growth by using a cross-sectional analysis. 

The presence of corruption causes substantial 
economic costs on an economy. Corruption is a 
double edged sword; it reduces both the 
volume and efficiency of investment and thus 
economic growth. This note identifies a simple 
concept of the macroeconomic efficiency of 
investment, establishes its linkage with 
corruption and estimates the relationship 
between them. 

As mentioned above, the first aim is to take a 
general look at this aforementioned 
relationship with using indicators of 
corruption. As expected, the regressions testify 
to a strong negative impact of corruption on 
FDI inflows. Having done this, the corruption 
variable was then decomposed and it was 
tested whether or not different perceptions of 
corruption have statistically different impact 
on the FDI Inflows. The answer to this 
question is also affirmative. The theoretical 
and empirical analysis suggests that the main 
fields through which the impact of corruption 
on FDI flows materializes are the crucial 
elements of business environment. In this case, 
granting of import/export permits, access to 
public utilities, annual tax payments and 
judicial decisions are the most appropriate. 
The efficiency of investment variables 
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computed by the authors and Transparency 
International’s Corruption Perception Indices 
are used as data. The note concludes that 
substantial gains in terms of economic growth 
could be achieved if corruption is combating.  

As for the organization of the paper, Section 2 
reviews the literature, Section 3 introduces the 
data, hypotheses and results of Montenegro 
model for measuring corruption impacts to the 
inflows of foreign direct investment, Section 4 
presents the findings and discussion, and 
Section 5 brings the conclusion.  

2. LITERATURE REVIEW 

2.1. Linkages  between efficiency of 
investment and corruption  

In the recent past there have been a number of 
studies that have reported quantitative results 
on the effect of corruption on economic 
variables. These studies have used cross-
section analysis of available corruption indices 
and relevant economic indicators.  

Examining the relationship between FDI and 
the risk factor of the host country, Wheeler 
and Mody (1992) fail to find a significant 
relation. The justification of citing this study 
here is that the authors used a country risk 
variable that included corruption among 
others; moreover, this overall variable was 
highly correlated with corruption. Hines 
(1995) is a study based on US outward 
investment data, which leads to the 
conclusion that FDI is negatively related to the 
level of corruption. Hines, however, suggests 
that this is due to the U.S. Foreign Corrupt 
Practices Act of 1977. 

Wei (2000) investigates whether or not FDI 
flows from US and other source countries are 
statistically different by using data on bilateral 
flows between 14 source countries and 45 
host countries for the years 1990 and 1991. 
He concludes that corruption has a negative 
and significant impact on the levels of FDI, and 

that this impact does not vary according to the 
source country. 

Smarynzka and Wei (2000) argue that host 
country corruption induces foreign investors 
to favor joint ventures over wholly owned 
firms. Lambsdorff and Cornelius (2000) 
maintain a negative impact of corruption on 
FDI for a sample of African countries. Wei and 
Wu (2001) is another study investigating the 
relationship between corruption and capital 
flows. The main conclusion of this paper is 
that corruption impacts on the composition of 
capital inflows in a way that reduces FDI, and 
increases the countries’ reliance on bank 
loans. This, in turn, makes the country in 
question more vulnerable towards financial/ 
currency crises.  

Habib and Zurawicki (2001) examine the 
impact of corruption on both foreign direct 
investments and local investments. 
Accordingly, corruption has a stronger 
negative impact on FDI than on local 
investments. Lambsdorff (2002) asks the 
question of how corruption influences on the 
persistent capital flows. This study breaks 
down investment into two broad categories: 
domestic savings and net capital inflows. A 
significant negative impact of corruption on 
the latter variable is proven. Yet, no 
distinction is made between different forms of 
capital inflows. In order to identify potential 
channels of influence, this study also controls 
certain institutional variables such as the 
bureaucratic quality, civil liberty, government 
stability, and the law and order tradition of a 
country. A somewhat surprising result 
emerges in that the author finds all but the 
last variable to matter for attracting capital 
inflows. 

On the flip side of the coin are a series of 
studies which remain inconclusive on the 
above mentioned link. Using cross-sectional 
data, Alesina and Weder (1999) fail to 
produce a significant parameter estimate for 
the corruption variable on FDI in spite of 
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trying a series of model specifications. 
Working on data for Sub-Saharan Africa, 
Okeahalam and Bah (1998) also produce 
inconclusive results. To wrap up, it is fair to 
say that the literature has produced mixed 
results regarding the impact of corruption on 
FDI. 

For the purpose of this research, in addition to 
previous research on this subject, the results 
of a survey conducted recently were also taken 
into consideration and will be specified later. 
The pioneering effort in this area was the 
study by Mauro (1995) who found that 
corruption lowers investment and thereby 
economic growth. Later, the study by Tanzi 
and Davoodi (1997) further extended and 
elaborated this line of causality by showing 
that corruption increases public investment 
while reducing its productivity. 

The relationship between corruption and 
investment has long been a contentious area of 
research. Two deep and broad presumptions 
can be made regarding the effect of corruption 
on the efficiency of investment (EII). First, 
corruption distorts the sectoral allocation of 
investible resources by diverting resources 
from potentially productive sectors to 
unproductive sectors and thereby decreasing 
the overall output-generating capacity of the 
investment. A good example of the 
phenomenon in recent times has been the 
acquisition of large volumes of loans by many 
entrepreneurs in South East Europe countries 
by colluding with bank officials. These 
resources, sometimes obtained by fraudulent 
means, were often invested in unproductive 
sectors or activities, which contributed to the 
increase in non-performing loans and the 
eventual contraction of gross domestic product 
(GDP) during the recent global economic crisis. 
A review of various forms of corruption, their 
causes and consequences can be found in 
Tanzi (1998) and Rose- Ackerman (1996). 
However, irrespective of the types or forms of 
corruption, it needs no argument that, as the 
act involves subjective misuse of power, it is 

both bad and illegal. In addition, the act distorts 
the purpose for which the discretionary power 
was given to the person who abuses it. These 
distortions inflict considerable costs on the 
economy. 

Rose-Ackerman (1996) also notes that for 
business people in Eastern Europe payoffs are 
often necessary to obtain credit. Thus 
investments are made not on the basis of their 
rates of return but on the capacity of the 
entrepreneur to pay bribes.  

The concept of FDI is a measure of foreign 
ownership of productive assets, such as 
factories, mines and land. Increasing foreign 
investment can be used as one measure of 
growing economic globalization. Representing 
the net inflows of foreign direct investment as 
a percentage of gross domestic product (GDP) 
makes the model for evaluation of the impact 
of corruption on FDI efficient. The largest 
flows of foreign investment occur between the 
industrialized countries (North America, 
North West Europe and Japan). But flows to 
non-industrialized countries are increasing. 

Bribes, which are often the major part in any 
act of corruption, increase the cost of 
production which ultimately gets reflected in 
a higher output price increase, reduction in 
demand and the eventual reduction in the 
incremental output capital ratio for the 
activity. Rose-Ackerman (l996) notes that a 
corrupt firm may bribe officials to win a 
contract and once selected it may pay again 
for the opportunity to charge an inflated price 
or to skimp on quality. Also, when firms and 
entrepreneurs are selected to undertake 
investment projects on the basis of their 
ability to establish crony contacts and pay 
bribes, there is no guarantee that the most 
efficient firm will be chosen. In fact, the 
efficient but unscrupulous entrepreneurs will 
almost always be rejected. Inefficiency and 
unfairness as the costs of corruption have 
been ably discussed by Rose-Ackerman 
(1996). Ultimately, the inefficiency will 
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manifest itself as an output price increase and 
lead to a reduction of the incremental output 
capital ratio of the activity or sector. The 
above discussion lead us to formulate the 
following hypothesis: an increase in 
corruption will lower the efficiency of 
investment. 

It means  that when CPI increases or the level 
of corruption decreases there is a significant 
(with a probability of more than 95 per cent) 
increase in the efficiency of investment. 

Efficiency of investment (EII) during any 
period under investigation is defined as the 
ratio of the annual average growth of real GDP 
to the annual average growth of real 
investment. The variable EII for a particular 
country represents the efficiency 
(productivity) of total investment during a 
period in generating value added and depends 
on how total investible resources are allocated 
between various sectors of the economy and 
the sectoral incremental output capital ratios. 
The latter can be taken as a measure of 
sectoral rates of return in a macro sense; 
higher values signifying higher returns and 
thus higher productivity of investment. 

2.2. Corruption effects on FDI 

The first data about corruption was created by 
Business International (BI) (1984), a 
subsidiary of The Economist Intelligence Unit. 
The data set measures “the degree to which 
business transactions involve corrupt 
payments” on a scale of 1 to 10 for the period 
1980 to 1983 and covers nearly 7o countries. 
Before this, corruption indices could have 
been derived from the Institutional Quality 
indices but these were not widely available.  

World Economic Forum in Switzerland 
produced Global Competitiveness Report, a 
business publication which consists of a 
survey of top and project managers in the 
most dynamic firms of a large number of 
countries. Political Risk Services Group 
(PRSG) also started reporting corruption data 

and the measure of corruption for the 
countries. 

Following theoretical arguments pointing to 
the damage corruption inflicts on the 
economy, several studies looked at the impact 
of corruption on the inflows of foreign direct 
investment. Many authors corroborated the 
assumption that corruption is a detriment to 
FDI and hence a liability to the host economy. 

Based upon general economic studies showing 
the adverse impact of corruption on economic 
growth, inflation and investment, it follows 
that the logic would generally apply to foreign 
investors as well. 

The first studies attempted then to isolate and 
estimate the overall impact of corruption on 
FDI. As it was expected, the format applied to 
such analysis was based upon the gravity 
models in which corruption as an independent 
variable was used along with the control 
variables such as: the GDP of the host country 
and its growth rate, the GDP per capita, tax 
and exchange rates, labor market conditions 
(wages, unemployment), the degree of 
internationalization of the recipient economy, 
distance from the global markets, and political 
risk. Some variations also included other 
factors such as: availability of natural 
resources, historical ties (metropolis-former 
colony), technological development and 
others. It is very important to emphasize that 
the scope of the initial studies was 
constrained due to the data limitations. First 
databases pertaining to corruption covered no 
more than 40 countries. The data did not 
permit any longitudinal analysis. Because the 
number of observations available was limited, 
the number of variables to be included in 
econometric models also had to be small as 
not to violate the statistical rules. The first 
results from this research did not confirm the 
expected relationship between variables of 
model. This was caused by the study which 
was taken for US firms and developed by 
Wheeler and Mody (1992). The results show 
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there is no significant negative relationship 
between the size of foreign direct investment 
and the risk factor of the host country, a 
composite measure which beyond twelve 
other indicators also includes corruption. A 
later study showed an overall insignificant 
effect of corruption on incoming FDI. 
However, at the same time, this work pointed 
to a negative impact of corruption on the FDI 
originating from the USA after 1977. This 
result was attributed to the effectiveness of 
the US Foreign Corrupt Practice Act (FCPA)2. 
Thus, it was not the corruption per se which 
acted as a detriment to the US outgoing FDI, 
but rather a perspective of being (severely) 
punished if caught by home country 
authorities. This distinction is still important 
today as it hints to why corruption is a 
deterrent. In addition, American investors 
tend to be no more averse to corruption in 
host countries than (on the average) investors 
from OECD countries with a possible 
exception of Japan.  

Empirical studies suggest that corruption is, 
indeed, associated with a misallocation and 
misappropriation of public expenditures 
which are often inflated as a result.3 Gupta et 
al. (2000) find that corruption has the effect of 
reducing the provision of education and 
health care, and of increasing infant mortality. 
Mauro (1997) presents evidence that 
corruption distorts public expenditures away 
from growth-promoting areas (like education 
and health) towards other types of projects 
(e.g., infrastructure investment) that are less 
productivity-enhancing. In a similar vein, 
Tanzi and Davoodi (1997) find that corruption 
leads to a diversion of public funds to where 
bribes are easiest to collect, implying a bias in 
the composition of public spending towards 
low-productivity projects (e.g., large-scale 
construction) at the expense of value-
enhancing investments (e.g., maintenance of 
the existing infrastructure). The same authors 
conclude that, as a result of corruption, the 
amount of public investment tends to rise, 

while the quality of this investment tends to 
fall, where the latter is measured for example 
by the number of paved roads in bad 
condition and power supply faults. 

Empirical results based on investigation from 
foreign firms of Asia and Latin America show 
the relationship between indicators of 
governance and foreign direct investment. 
Using a sample of countries from Asia and 
Latin America, what was demonstrated was 
the link between corruption and foreign direct 
investment and its negative correlation. 
Following theoretical and empirical 
arguments pointing to the damage which 
corruption inflicts on the economy, several 
empirical researches looked at the impact of 
corruption on the inflows of foreign direct 
investment by controlling variables positively 
correlated with FDI (the rule of law, control of 
corruption, regulatory quality, government 
effectiveness, and political stability). The 
analysis indicates that US firms are less likely 
to invest in countries where bribery, as 
measured by the Corruption Perception Index 
(CPI), is widespread. Many authors examined 
US Foreign Direct Investment (FDI) outflows 
with respect to the level of corruption (in the 
form of bribery) in 42 recipient countries over 
a five-year period. As might be expected, the 
size of the foreign market is found to be a 
more robust factor determining US outward 
investment, with larger economies attracting 
more investment. The level of bribery, while 
significant by itself, loses its importance when 
included with other economies and cultural 
variables. The findings are discussed in the 
context of the Foreign Direct Practices Act 
(FCPA), which makes it illegal for US firms to 
bribe foreign officials to obtain business 
advantages. 

It is important to emphasize that valuable 
inputs into understanding the impact of 
corruption were gradually produced not only 
by academics but also through the studies 
sponsored by business consulting companies. 
One of them - Control Risks - sponsored a 
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survey which specifically asked a very pointed 
and differently phrased question: did you hold 
back from an otherwise attractive foreign 
investment on account of a country’s 
reputation for corruption? After this research 
many opinions were nearer the truth. A 
positive answer was provided by roughly the 
same percentage of the European and US 
companies and averaged 39 %.4 

By the late 1990s, additional analyses helped 
to detail the overall understanding of the 
impact of corruption on the FDI, while some 
other studies focused on more specific 
aspects. From the perspective of composition 
effects of public expenditures, Deverajan et al 
(1996) have shown that public capital 
expenditure has a negative effect on growth 
for developing countries and the effect gets 
dramatically reversed if the sample is for 
developed countries. They explain their result 
by suggesting that “expenditures which are 
normally considered productive could become 
unproductive if there is an excessive amount 
of them” and conclude by saying that 
“developing country governments have been 
misallocating their resources” by excessive 
capital spending. This result has been recently 
supported by Ghosh and Gregoriou (2007) in 
an optimal fiscal policy framework, again for 
developing countries. Interestingly as a 
suggestion for future work they posit a role 
for corruption in assuming away possible 
positive returns from public investment in 
developing countries. As for the first issue, the 
new studies attempted to estimate the evil of 
corruption with respect to FDI. In that respect, 
the quantitative models demonstrated to what 
extent corruption is a detriment to FDI 
relative to other factors. 

In a series of studies, the general perception of 
the harmfulness of corruption and related 
phenomena received additional support. For 
example, the effect of non-transparency to 
foreign investors was tested. The notion of 
non-transparency combined corruption, 
unstable economic policies, weak and poorly 

enforced property rights, and inefficient 
government institutions that increase the risk 
and uncertainty associated with business. The 
corresponding scale was adopted from the 
International Country Risk Guide published by 
the US-based Political Risk Services (PRS). The 
results showed that a high level of non-
transparency decreased the flow of foreign 
investment to the host country. 

Further, corruption was shown to be 
detrimental in a number of ways and linked to 
other institutional phenomenon. For example, 
market entry has been shown to deteriorate 
with high levels of corruption. Empirical 
studies were proof that countries with heavier 
regulation of entry have higher corruption 
and larger unofficial economies. While not 
specifically concerned with the international 
enterprises, the results of the study in 
question certainly prove of their relevance to 
FDI. 

Using data on foreign and local direct 
investments Habib and Zurawicki (2002) 
analyze the effect of corruption on bilateral 
FDI flows using a sample of seven source 
countries and 89 host countries. They 
hypothesize that the greater the absolute 
difference in the corruption level between the 
source and the host countries, the smaller the 
FDI inflows for the host countries. They 
regressed bilateral FDI on a set of control 
variables including the absolute difference 
between the corruption levels in the source 
and host countries. They find that foreign 
firms tend to avoid situations where 
corruption is visibly present because 
corruption is considered immoral and might 
be an important cause of inefficiency. 

It is interesting, though, that the business cost 
of corruption does not need to be prohibitive 
and consequently moderates its effect on FDI. 
Kaufmann (1997) reported surveys in Ukraine 
on the amount of illegal payment made for 
various business activities. His results suggest 
that the payments, on average, amounted to a 
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small percent of total sales. If this is true of 
most situations then corruption may not be a 
major deterrent for FDI. Showing the evil of 
corruption in relative terms (for example, 
compared to taxing profits) has been a useful 
method to show the role of various factors 
affecting FDI. This approach has been 
pioneered by the World Bank since 1991.5  

All these studies use a cross-sectional 
methodology to test the relationship between 
corruption levels and FDI inflows, and ignore 
the fact that corruption is a complex 
phenomenon. Corruption is correlated with 
many other characteristics of the host country 
such as the quality of institutions, lack of 
competition, and cultural values. Also, there 
may be time-invariant unobserved effects that 
vary across countries and are correlated with 
corruption. Obviously, failing to hold all these 
factors constant, the estimated effects may be 
biased in either direction. These studies also 
have ignored the fact that corruption is not 
necessarily an independent variable. In 
particular, the level of corruption may be 
affected by other variables in the host country 
as the level of development, level of FDI 
inflows, quality of institutions and cultural 
values.  

2.3. Consequences of corruption 

Persistent myths refer to corruption as the 
second best solution in view of inefficient 
government regulation or to its role as “the 
grease in the wheels of commerce”. Some of 
the authors present and then demolish 
arguments about efficiency of corruption’s 
deals. Kaufmann (1998) lays to rest the 
“grease” argument: while corruption can 
make one transaction easier, it gives rise to a 
demand for more corruption - almost like 
adding sand to the machine, which will then 
require more grease. 

We can say with some certainty that 
corruption is not good for economic growth 
and for economic development. It is quite 

possible that countries marked with 
bureaucratic corruption (not the efficiency of 
the allocation process, such as East European 
countries), witnessed a rapid fall of foreign 
direct investment because of a high level of 
corruption.6 

Corruption changes prices and, hence, the 
equilibrium due to shifts in the supply and 
demand of public services. Corruption 
introduces distortions in factor markets. 
While corruption affects the whole economy, 
it seems to target the poor. First, consistent 
with current research which points to benefits 
for the poor from economic growth, 
corruption hurts the poor by lowering an 
economy’s growth rate. Second, corruption 
introduces costs and benefits that create a 
bias against the poor. Third, corruption can be 
causally linked to the worsening of income 
distribution.  

A high level of corruption is trying to demolish 
the whole world economy, inflow of cash, 
industry, increase inflation by delivering high 
prices because of  ”return of corruption costs”, 
lack of cash for workers, decline in working 
spirit, morale and good will for individuals. 
Because of all these bad things linked with 
corruption, all of us have to fight this social 
disease. 

3. RESEARCH METHODOLOGY 

3.1.  Sample and data collection 

As a technique for collecting data the 
questionnaire was specifically constructed for 
this research. The questionnaire is classic, 
explorative, and combined with simple 
questions. Contact was collateral and the 
collected data are used for sending the 
questionnaires via e-mail. They were 
distributed to public institutions, private 
companies, students and citizens in general. 

This questionnaire included eleven questions; 
five of them were personal questions about 
gender, age, marriage status, level of 
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education, employment status, etc. The study 
was conducted in the second quarter of the 
current year (2012). So, the first five 
questions were common.  

The results of the personal information came 
as follows: 

As expected, men's participation was 90.02%; 
women’s 9.98%, less than the percentage 
targeted. 

The age category 36-43 had the most 
respondents (37.40%); followed by the 
category 26-35 (35.6%); then came the 
category 46-55 (16.06%); then, the category 
16-25 (7.32%); and finally, the category above 
55 years of age (0.7%). 

Most of the respondents were married 
(62.20%); then, singles (33.13%); then, 
divorcees (3.25%); and finally the widowed 
(1.42%). 

The respondents' educational level displayed 
a link between participation in the 
questionnaire and access to computers and 
the Internet. So, the category of educated 
persons came first and foremost. The 
proportion of those with university degrees 
and higher was the highest (44.44%); 
followed by those in higher education 
(38.27%); then those with high school degrees 
(13.99%); then those with a pre-high school 
education (3.92%). 

The category of profession/specialty/craft 
represented the structure of this society. 
Public sector (or government) employees 
came first (43.12%); then private sector 
employees (23.48%); then retirees and the 
unemployed (16.19%), which is close to the 
unemployment rate. 

The remaining six questions were related to 
the concept of corruption and the responses 
received will be discussed in this paper. The 
questionnaire was directed to a sample of 600 
individuals of Budva using convenience 

sampling method. The study was conducted in 
the second quarter of the current year (2012). 
Potential respondents received the 
questionnaire and gave it back after about 10 
minutes. A total of 354 participants completed 
the questionnaire, which corresponds to an 
impressively high response rate of 59.5%. 

The sixth question in the questionnaire was 
about individual’s opinion whether they think 
there are elements of corruption in their 
environment. A number of 57% of subjects 
gave a negative answer, 36% said there might 
be but they do not know anything about it or 
they do not have personal experience, while 
only 7% gave a positive answer. The seventh 
question was related to whether participants 
know what corruption is, and 256 (or 73%) 
respondents answered that corruption is 
bribery, 85 (24%) answered that corruption is 
misuse of entrusted power while the smallest 
number, 13 (3%) of respondents answered 
that they do not know the definition of 
corruption. The eighth question was about 
participants’ intention to invest money or 
capital to corrupted area, and 91% (323 
persons) answered that they would not invest 
in a corrupted state because of high risk 
return of investment. A lot of them answered 
“no risk-no gain” (5% or 19 participants) and 
the rest (4% or 12 individuals) answered that 
they first thought about investing in a corrupt 
area, so they are on margins (maybe yes-
maybe no). These three issues are considered 
to be of crucial importance for the study 
(Figure 3.1.). 

The last three questions are related to 
respondents’ experience. When asked 
whether the respondent was in a position to 
offer a bribe, 54% said they had never been in 
that situation, 25% did not answer and the 
lowest percentage (21) was for those who are 
offered coffee or a similar courtesy for the 
service, but not in the sense of bribery. The 
next question was related to the respondents’ 
views of fighting corruption. Nearly two thirds 
(70% of respondents) answered that this is a 
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matter of political will, only 10% responded 
that the prevention of corruption is the main 
condition for entry into the European Union, 
while 20% blamed poor institutions. 
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Results of research in Montenegro in 2012

YES MAYBE NO

   
Figure 3.1. Sample characteristics 
Source: Author’s own research. 

The last question of this survey was clear: "Do 
you believe that corruption can be eradicated 
with an institutional model, or it requires 
systemic change like strengthening the 
protection of rights?" Small percentage does 
not believe in the rule of law (cca. 10%), 87% 
would promote the concept of institutional 
convergence in order to reduce corruption, 
while 3% responded that corruption is a part 
of the system (weak institutions). 

The survey was conducted by questioning the 
respondents about corruption and experience 
with corruption as well as how to combat this 
phenomenon. It is important to underline 
there is no tendency for investing capital in a 
corrupt area, which supports the hypothesis 
that corruption reduces foreign direct 
investment. 

3.2.  Research hypotheses 

Starting from the theoretical bases, research 
topic, and established aims, as well as from 
the previous and current empirical research 

results, the following hypotheses are 
formulated:  

 H1 – H6: Corruption and non-market 
rules have a negative impact on inflow of 
Foreign Direct Investment. These non-
market rules are: spread and amount of 
corruption in public and private business 
(H1), likeliness to demand special and 
illegal payments in high and low levels of 
government (H2), lack of qualitative 
industrial products (H3), increase of  net-
exports (H4), decrease of government 
spending (H5) and increase of gross 
domestic production GDP (H6). 

 H7: Corruption consciousness about the 
consequences of corruption has a positive 
effect on individuals’ behavior about the 
negative effect of corruption’s on Foreign 
Direct Investment. 

3.3.  Measurement instrument 

Empirical evidence around the world shows 
that corruption reduces FDI. The results of the 
research in Montenegro bring us the same 
conclusion. 

Selected for this study is a linear one-
dimensional model presented by equation:  

Y = f(x) + e, …………………………...… (1) 

Y – dependent variable (FDI) 

X – independent  variable (Corruption 
Perception Index - CPI), 

e – random variable. 

The model for measuring the  
adverse impact of corruption on economic 
development of Montenegro have 5 time 
intervals or periods of observation- 
five consecutive years, from 2007-2011. 

If there is a set of values (xi, yi) 
variables X and Y (see Table 3.1), it is possible 
to write down the model:  
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Yi = a + bxi + ei, …………………………...… (2) 

1. The assumption in the model for 2007 
presented in Montenegro7  was at a 
similar level as in the year index of the 
spread of corruption which was CPI = 4 or 3.9. 
2. The number of observations is n = 5 (for the 
period from 2007 to 2011). 

Table 3.1.  Estimation of model parameters for the 
dependent variable (FDI) and the independent 
variable (extent of corruption) in the case of 
Montenegro 

Year FDI Y 
(mil €) 

CPI X 
Corruption 
perception 

index 

Y · X 
(FDI · CPI) CPI² 

2007 529 3.9* 2,063.10 15.21 
2008 568 3.4 1,931.20 11.56 
2009 910.9 3.9 3,552.51 15.21 
2010 542.4 3.7 2,006.88 13.69 
2011 389 4.0 1,556.00 16.00 
Total: 2,939.30 18.9 11,109.69 71.67 

Source:  Author’s calculations 

Regression function with estimated 
numerically expressed parameters now has 
the form: 

ŷ  a + bx 

ŷ = 587.8 – 0.003·x 

Data, which were obtained by mathematical 
formulas, can be found in Table 3.2. 

Based on this analysis of processed data, 
obtained by measurement, we can calculate 
the coefficient of variation of the dependent 
variable Y. 

Table 3.2. Representative model to evaluate the 
impact of corruption on FDI of Montenegro 

Year X (CPI) Ŷ Y (FDI) 
2007 3.9 587.86 529 
2008 3.4 587.86 568 
2009 3.9 587.86 910.9 
2010 3.7 587.86 542.4 
2011 4.0 587.85 389 
total: 18.9 2,939.29 2,939.30 

Source: Author’s calculations 

Based on Table 3.2 it is shown that 
the model for measuring the impact of 

corruption on Foreign Direct Investment of 
Montenegro is representative. 

4. FINDINGS AND DISCUSSION 

Considering capital flows as a general 
category, which also includes foreign direct 
investment among others, it can be argued 
that corruption affects the composition of 
capital flows in such a way that in turn, the 
probability of financial crises increases. The 
mechanism functions as follows: Corruption 
has a negative impact on FDI. In other words, 
it distorts the composition of capital flows by 
reducing the share of foreign direct 
investment in favor of short-term capital 
flows, such as bank loans. The second link is 
the one between this specific composition of 
capital flows-poor in FDI- and the increased 
likelihood of currency crises.  

Figure 4.1 summarizes this argument. This 
latter link has been relatively well-researched, 
and it stands as a clear assertion that the 
lower the share of FDI within the total capital 
flows, the higher the likelihood of crises. 
(Frankel and Rose, 1996; Radelet and Sachs, 
1998; Rodrik and Velasco, (1999). 

For testing the hypothesis regarding the effect 
of corruption on the efficiency of investment, 
we have estimated cross-section regression 
equations with efficiency of investment (EII) 
during the period 2007-2011 as the 
dependent variable and Transparency 
International’s 2011 Corruption Perception 
Index (CPI) for 10 countries as the 
independent variable. Annual indexes of 
perceived corruption have been prepared by 
the organization Transparency International. 

Corruption is seen as having negative effects 
on an economy, while FDI has been shown to 
be beneficial. Research combining the 
variables of FDI and corruption is lacking in 
transitional economies, partly due to the fact 
that it is a fairly new area, the lack of 
information and the diversity among the 
countries. Also, research on corruption tends 
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to generalize its causes and effects among 
countries. Although this is helpful when 
looking at economic impacts, it is less so when 
examining ways to find solutions. 

 

 

Figure 4.1. A Basic Sketch of the Link between 
Corruption, Capital Flows and Financial Crises 

Corruption can become very much a part of a 
country’s life and the causes and effects can be 
seen in its history and society. Since there are 
different types of corruption, there will also be 
different solutions. 

In a 1995 study on investment and loan risk 
information, Ades and Di Tella found that an 
increase of $4,400 US in per capita income 
would improve a country’s ranking on a 
corruption index by two points out of ten. 
They also found that increased competition 
would lead to an improvement on the 
corruption scale. These studies show a link 
between the development of an economy and 
corruption and they also show that corruption 
has a strong economic dimension. Paolo 
Mauro’s 1997 study on 67 countries found 
that if a country could heighten the efficiency 
of its administration and improve its 

corruption score from 4 out of 10 to 6 out 10, 
the rate of investment would increase by 3% 
and the growth rate would increase by 0.5%. 
The study done by Shang-Jin Wei shows that 
decreasing Singapore’s corruption score of 10 
to that of Mexico’s 3.25, would have the same 
economic effects of raising the tax rate by 
21%. This empirical evidence shows there is a 
correlation between corruption and growth 
and between FDI and corruption. 

The lowest level of corruption corresponds to 
an index 10 and the highest level being 
designated as 0.2. These indices are based on a 
“poll of polls” compiled by a team of 
researchers at Göttingen University. The 
questions asked to selected business people 
and the local population included spread and 
amount of corruption in public and private 
business (H1), likeliness to demand special 
and illegal payments in high and low levels of 
government (H2), lack of qualitative industrial 
products (H3), increase of net-exports (H4), 
decrease of government spending (H5) and 
increase of gross domestic production GDP 
(H6). 

Foreign direct investment is the net inflows of 
investment to acquire a lasting management 
interest (10% or more of voting stock) in an 
enterprise operating in an economy other 
than that of the investor. It is the sum of 
equity capital, reinvestment of earnings, other 
long-term capital, and short-term capital as 
shown in the balance of payments. This series 
shows net inflows (new investment inflows 
less disinvestment) in the reporting economy 
from foreign investors, and is divided by GDP. 

Table 4.1. Foreign Direct Investment (% of GDP) 

Country name 2007 2008 2009 2010 
Albania 6.2 7.4 8.0 9.4 
Bosnia and 
Herzegovina 13.6 5.3 1.4 1.4 

Bulgaria 31.4 19.3 7.0 4.5 
Croatia 8.4 8.6 4.5 0,5 
Italy 1.9 -0.4 0.8 0,5 
Kosovo 12.9 9.5 7.5 7.4 
Macedonia 8.6 6.0 3.1 3.2 
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Montenegro 25.5 21.2 36.9 18.5 
Slovenia 3.2 3.5 -1.3 0.8 
Turkey 3.4 2.7 1.4 1.3 

Source: World Bank and National Banking 
Statistical data. 

Because of the linkage between inflow of 
foreign direct investment and level of 
corruption, the research was made for the 
same countries about corruption for this 
period and for 2011 (Table 4.2). 

Table 4.2. Level of corruption (CPI) for 10 
mentioned countries 

Country name 2007 2008 2009 2010 2011 
Albania 2.9 3.4 3.2 3.3 3.1 
Bosnia and 
Herzegovina 2.9 3.3 3.2 3.2 3.2 

Bulgaria 4.1 3.6 3.8 3.6 3.3 
Croatia 4.1 4.4 4.1 4.1 4.0 
Italy 5.2 4.8 4.3 3.9 3.9 
Kosovo * * *8 2.8 2.9 
Macedonia 3.3 3.6 3.8 4.1 3.9 
Montenegro 3.3 3.4 3.9 3.7 4.0 
Slovenia 6.6 6.7 6.6 6.4 5.9 
Turkey 4.1 4.6 4.4 4.4 4.2 

Source: Transparency International. 

If we consider data for Montenegro about the 
flows of FDI for period 2007-20119, and on 
the other side if we put Montenegro CPI for 
the same years, and link these two variables to 
“wheel”, we will see that it cannot go “hand by 
hand”. 

5. CONCLUSION 

This study examines the impact of corruption 
on foreign direct investment (FDI). First, the 
level of corruption in the host country is 
analyzed. Second, the absolute difference in 
the corruption level between the host and 
home country is examined. The analysis 
provides support for the negative impacts of 
both. The results suggest that foreign 
investors generally avoid corruption because 
it is considered wrong and it can create 
operational inefficiencies. 

Studies on FDI have been concerned with how 
to attract FDI and not with the consequences 
of FDI. The benefits of FDI are considered to 

be confirmed by actual development which 
“ignores inconclusive academic literature” 
(Lipsey, 2006). Positive externalities have 
remained to be publicized by international 
financial organizations, and FDI has stayed the 
pillar of the development strategies of the new 
EU member states (NMS). 

Five channels through which positive spill-
over effects of FDI should benefit the host 
country (OECD 2003) are the following: 

- FDI brings new technology and know-how; 

- FDI contributes to the development of 
companies and their restructuring; 

- FDI enhances international trade and 
integration into the world economy; 

- FDI increases competition; 

- FDI contributes to the creation of human 
capital. 

In reality, spill-over effects of FDI on economic 
growth and welfare can differ considerably 
from the above statements (Mencinger, 2009). 
They can be positive or negative, both in the 
short and in the long run. In the case of NMS, 
the dominance of negative over positive spill-
over effects can be explained by the 
specificities of FDI in the period following 
transition. 

Besides others, Foreign Direct Investment is a 
key indicator for economic growth and 
development of the country and it reflects the 
value of total flows of foreign capital delivered 
within a certain period in the national 
economy. The dominant current definition of 
a direct investment entity, prescribed for 
balance-of payments compilations by the 
International Monetary Fund (1993), and 
endorsed by the OECD (1996), avoids the 
notion of control by the investor in favor of a 
much vaguer concept. “Direct investment is 
the category of international investment that 
reflects the objective of a resident entity in 
one economy obtaining a lasting interest in an 
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enterprise resident in another economy. (The 
resident entity is the direct investor and the 
enterprise is the direct investment 
enterprise). 

The lasting interest implies the existence of a 
long-term relationship between the direct 
investor and the enterprise and a significant 
degree of influence by the investor on the 
management of the enterprise” (IMF,1993, p 
86). 

For small and medium sized companies, FDI 
represents an opportunity to become more 
actively involved in international business 
activities. Proponents of foreign investment 
point out that the exchange of investment 
flows benefits both the home country (the 
country from which the investment 
originates) and the host country (the 
destination of the investment).  Opponents of 
FDI note that multinational conglomerates are 
able to wield great power over smaller and 
weaker economies and can drive out much 
local competition.  The truth lies somewhere 
in the middle. 

The empirical evidence provided in the study 
suggests that corruption decreases some 
investment and reduces its positive effect on 
economic growth. In other words, only the 
countries with lower corruption can enjoy the 
efficient return on investment such that it 
raises growth. But in highly corrupt countries, 
the returns from investment are reduced by 
the corrupt agents in the economy and hence 
foreign direct investment fails to generate 
higher growth. In addition to its direct 
negative impact and indirect impact through 
reducing the returns to foreign investment, 
corruption has another indirect negative 
effect on growth through reducing private 
investment. These results suggest that the 
policies to deter corruption and to increase 
the efficiency of foreign direct investment 
could give very positive impulses to the 
economic growth. Based on these insights, we 
view our analysis as a promising step towards 

understanding an issue that dominates the 
international development arena. 

Admittedly, much more research is required 
in this field. Yet, the initial results from this 

paper are suggestive of the areas that 
reformers need to address primarily if their 
aim is to make progress in attracting more 
foreign direct investment to their countries by 
combating corruption. 

REFERENCES 

Journal article (printed journal article) 

1. Agosin, M. and Machado, R. (2005) 
Foreign investment in developing 
countries: does it crowd in domestic 
investment ? Oxford development 
studies, Taylor and Francis Journals, 
Vol. 33(2), pp. 149-162. 

2. Aidt, T. S. (2003) Economic Analysis of 
Corruption:  A Survey. The Economic 
Journal. Vol.113, pp. 632–652. 

3. Al-Sadig, A (2009) The effects of 
corruption on FDI inflows. Cato  
Journal. Volume 29, No. 2, pp. 270-283. 

4. Arvind, K. J. (2011) Corruption: 
Theory, Evidence and Policy. CESifo 
Dice Report 2, Forum Concordia 
University, Montreal, pp. 5-8. 

5. Chakrabarti, A. (2001). The 
Determinants of Foreign Direct 
Investment: Sensitivity Analyses of 
Cross-Country. Regressions. Kyklos, 
Vol. 54, Issue 1, pages 89-113. 

6. Control Risks and Simmons & 
Simmons, (2006), International 
Business Attitudes to Corruption: 
Survey 2006. Control Risks and 
Simmons & Simmons. 

7. Egger, P., and Winner, H. (2005) 
Evidence on Corruption as an 
Incentive for Foreign Direct 



. Corruption's effect on foreign direct investment-The case of Montenegro        /// 

Economic Review – Journal of Economics and Business, Vol. X, Issue 2, November 2012 27      /// 

Investment. European Journal of 
Political Economy. Volume 21, pp. 
932–952. 

8. Ghosh, S., and  Gregoriou, A. (2008) 
The Composition of Government 
Spending and Growth: Is Current or 
Capital Spending Better? Oxford 
Economic Papers. Vol. 60, pp. 484-516. 

9. Gupta, S., Clements, B., Baldacci, E. and  
Mulas-Granados, C. (2005) Fiscal 
Policy, Expenditure Composition, and 
Growth in Low-Income Countries. 
Journal of International Money and 
Finance. Vol. 24, pp.441 – 463. 

10. Habib, M. and Zurawicki, L. (2002) 
Corruption and Foreign Direct 
Investment.  Journal of International 
Business Studies. Vol. 33, No. 2 (2nd 
Qtr., 2002), pp. 291-307. 

11. Hakkala, K. N., P.-J. Norb¨ack and H. 
Svaleryd, (2008), Asymmetric Effects 
of Corruption on FDI: Evidence from 
Swedish Multinational Firms. The 
Review of Economics and Statistics, 
Vol. 90, pp. 627-642. 

12. Horvat, J., Marković, S. and Šegota, A. 
(2009) The use of statistics in 
economics, University of Rijeka. Vol. 2, 
pp. 115-132. 

13. Devarajan, S., Swaroop, V. and Zou, H. 
(1996) The Composition of Public 
Expenditure and Economic Growth. 
Journal of Monetary Economics. Vol. 37, 
pp. 313–344.  

14. Mauro, P. (1995) Corruption and 
growth. The Quarterly Journal of  
Economics. Vol. CX, Issue 3, 110, pp. 
681-712. 

15. Mauro, P. (1998) Corruption and 
Composition of Government 
Expenditure. Journal of Public 
Economics. Vol.69, pp. 263–279. 

16. Rose – Ackerman, S. (1996) The 
political economy of corruption-
causes and consequences. Public Policy 
for the private sector. Note No 74, 
World Bank. 

17. Shleifer, A., and Vishny, R. W. (1993) 
Corruption. Quarterly Journal of 
Economics. Vol. 108, pp. 599–618. 

18. Shleifer, A. (1998) The Grabbing Hand, 
Government Pathologies and Their 
Cures. Cambridge, MA, Harvard 
University Press. 47 (3),pp.555-600. 

19. Svensson, J. (2005) Eight Questions 
about Corruption. Journal of Economic 
Perspectives. Vol.3, pp. 19–42. 

20. Tanzi, V. (1998) Corruption around 
the world-causes, Consequences, 
Scope, and Cures. IMF Staff Papers. 
Vol.45, No.4. 

21. Tanzi, V. and Davoodi, H. (1997) 
Corruption, public investment and 
Growth. IMF Working Paper. No. 
WP/97/139. 

22. Varese, F. (1997) The Transition to the 
Market and Corruption in Post-
socialist Russia. Political Studies. Vol. 
45, pp. 579–596. 

Conference Paper: 

1. Kendall, T. and Zhou, Y. (2008) The 
impact of corruption on FDI. 
Department of economics, University of 
Birmingham. Paper presented to ETSG 
Conference 2008. 

2. Pupović E. (2011):  Corruption and 
economic development – the case of 
Montenegro. In Second International 
Scientific Conference "Integration 
of economies".  Tuzla, Thursday 8th to 
Friday 9th December 2011. Tuzla: pp. 
25-33. 



///         . Pupović E. .            

///      28  Economic Review – Journal of Economics and Business, Vol. X, Issue 2, November 2012 

Website 

1. Ministry of finance of Montenegro 
(2011) [Online]. Available from: 
http://www.mif.gov.me/en/sections/
presentations/112523/. Annual-
reports-of-the-Ministry-of-Finance-
for-2011.html 

2. Central Bank of Montenegro (2011) 
[Online]. Available from: http://www. 
cb-mn.org/index.php?mn1= 
publications&mn2=annual_reports&m
n3=chief_annual_report 

3. Transparency International (2011) 
[Online]. Available from: http://www. 
transparency.org/publications/other/
corruption_perceptions_index_2011. 

4. The World Bank (2011) [Online]. 
Available from: http://www. 
worldbank.org/projects 

5. Global report Initiative (2011) 
[Online]. Available from: https:// 
www.globalreporting.org/network/gr
i-and-governments/pages/default. 
aspx 

6. International Monetary Fund (2011) 
[Online]. Available from: http://www. 
imf.org/external/research/index.aspx 

7. www.efos.hr/nastavnici/jhorvat 

 
                                                             
1 Beck and Maher (1986), Lien (1986) also 
presented models in the same vein. On the other 
side of the argument, Shleifer and Vishny (1993) 
were pressing for the idea that corruption is 
harmful for growth. 
2 The U.S. Foreign Corrupt Practices Act of 1977 
("FCPA") generally prohibits U.S. companies and 
citizens, foreign companies listed on a U.S. stock 
exchange, or any person acting while in the United 

                                                                                             
States, from corruptly paying or offering to pay, 
directly or indirectly, money or anything of value 
to a foreign official to obtain or retain business 
(the “Anti bribery Provisions”). The FCPA also 
requires “issuers” (any company including foreign 
companies) with securities traded on a U.S. 
exchange or otherwise required to file periodic 
reports with the Securities and Exchange 
Commission (“SEC”)) to keep books and records 
that accurately reflect business transactions and to 
maintain effective internal controls (the “Books 
and Records and Internal Control Provisions). The 
complete text of the Foreign Corrupt Practices Act 
(FCPA) can be found at the U.S. Department of 
Justice’s website translated into 15 languages 
(http://www.justice.gov/). 
3 In general, the incentives and opportunities to 
engage in corruption are greatest in areas of public 
procurement that involve large-scale expenditures, 
complex technologies and monopolistic power. For 
example, purchases of military hardware 
(specialised, high technology goods produced by a 
limited number of firms) offer greater scope for 
rent-seeking than purchases of medical supplies 
(standardised products sold in open markets by a 
large number of firms). 
4 The percentage has not changed much since then. 
See Control Risks 2007, International Business 
Attitudes to Corruption Survey 2006, 
http://www.controlrisks.com/pdf/corruption_sur
vey_2006_V3.pdf.  
5 The World Bank identifies corruption as “the 
most single obstacle to economic development”! 
6 Smarzynska B.K. and Wei, Shang-Jin. (2000) 
Corruption and composition of foreign direct 
investment: firm-level evidence, NBER working 
paper 7969, October. 
7 There is no official data on corruption in 
Montenegro for these years. 
8 No data. 
9 Annual Report of the Ministry of Finance / 2011, 
Ministry of Finance of Montenegro, 2011. 
 
 
 
 
 
 
 
 
 

 

 

 


