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Abstract

This study examines the impact of foreign equity portfolio investment on cor-

ruption. Employing a large dataset of 44 countries from 2001 to 2015 and three

different measures of corruption, our results show that foreign investors from

well-governed countries tend to foster public accountability, reduce asymmetry

information and corruption. We find empirical evidence that foreign equity

portfolio investment interacts with stock market development and central

bank transparency to reduce corruption. Our results suggest that stock market

development and central bank transparency are regarded as complementary

by international portfolio investors. Further analysis indicates that corruption

appears more prevalent in countries where domestic investors dominate the

stock market. Our results are robust to endogeneity using dynamic generalized

methods of moments (GMM). The findings suggest that attracting foreign

equity investors reduces corruption, implying significant benefits for portfolio

diversification.
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1 | INTRODUCTION

Prior studies have documented the benefits of foreign
equity portfolio investment to the host country (Hail &
Leuz, 2006). Errunza (2001) argues that foreign portfolio
investors can exert pressure on policy makers to reform
corporate governance practices, develop strong institu-
tions and improve transparency. Despite the above theo-
retical argument, how foreign portfolio investors impact
on corruption have not been explicitly modelled. In this
study, we propose that countries that attract more foreign
equity portfolio investment will experience less

corruption. Our conjecture is premised on the view that
foreign investors may export good governance, improve
accountability and in the process reduce corruption in
the host country in line with regulatory pressures from
their home governments1 and enhance their legitimacy
and long-term survival.

Corruption, which is defined as the use of public
power for private benefit (Treisman, 2000), thrives in an
environment where the corporate governance system and
institutions are weak and rules of accountability do not
subject holders of power to disclosure and consultation,
resulting in intolerable use of power (Djankov, Glaeser,
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La Porta, Lopez-de-Salanes, & Shleifer, 2003; Djankov,
McLiesh, Nenova, & Shleifer, 2003). At country level, cor-
ruption is determined by a number of factors including
the extent of market integration, economic agents, busi-
ness cycle, the legal institutions of corporate governance
and culture (Gokcekus & Suzuki, 2011; Treisman, 2000).
However, in this study we focus on how the presence of
foreign equity investors could shape the institutional
environment of corruption over time. To this end, we the-
orize that foreign equity investors may affect country-
level corruption through regulatory pressure effect and
the spillover consequence of foreign equity investments.
Consistent with the findings of Kwok and Tadesse (2006),
we argue that, foreign investors face isomorphic pressure
from international legislations which enjoin foreign
investors not to pay bribes thereby reducing corruption
in the host country. In addition, scholars also argue that
foreign investors do not only facilitate the development
of new institutions but serve as agents of change by trans-
ferring best governance and business practices to local
employees with potential spillover effects in the host
country (Kostova & Roth, 2002). In line with this argu-
ment, Errunza (2001) points out that when markets are
integrated, the increased quantity and quality of informa-
tion demanded by foreign investors diminish the infor-
mational asymmetries, foster accountability and
transparency thereby reducing corrupt practices.

Our study connects two strands of literature. First, we
focus on the beneficial effects of international equity
portfolio investment on corruption (Colombo, Loncan, &
Caldeira, 2019). The international capital asset pricing
model (ICAPM) suggests that equity investors should
diversify their investments globally to reduce portfolio
risk. Prior finance and economics literature on globaliza-
tion document that international equity diversification
reduces portfolio risk and country level cost of capital
(see Kwabi, Faff, Marshall, & Thapa, 2016; Lau, Ng, &
Zhang, 2010; Stulz, 1999).2 The second strand focuses on
the equity home bias phenomenon literature which con-
tends that foreign investors are deterred from diversifying
their portfolio investments internationally. The equity
home bias includes information asymmetry, poor
accounting standards, weak investor protection and gov-
ernance, and illiquid stock markets. Theoretically, we
propose that countries with developed stock markets and
transparent central banks will attract foreign investors
with implications of reducing country-level corruption.

To date, the two strands of literature have been devel-
oped in a parallel fashion. The interaction between devel-
oped stock markets, central bank transparency and
foreign equity portfolio investment, and particularly their
joint effects on corruption have not yet been examined.
The only study closely related to our study is Aggarwal,

Erel, Ferrira, and Matos (2011) who examined whether
institutional investors impact on governance around the
world. Yet Chortareas et al. (2002); Hail and Leuz (2006);
Crowe and Meade (2008) argue that, the level of stock
market development and central bank transparency tend
to reduce information asymmetry, engender accountabil-
ity and increase foreign equity flows with spillover effects
on corruption (Kostova & Roth, 2002). We attempt to
address this gap in the literature. We also believe that
analysing the combined effects foreign equity portfolio
investment, stock market development, and central bank
transparency on country-level corruption is beneficial for
the determination of corruption. More importantly, our
results should have general implications for portfolio risk
and returns in that corruption tends to reduce stock mar-
ket participation and create illiquidity with negative
effect on equity portfolio investment decisions. Indeed,
empirical evidence shows that corruption can lead to
misallocation of financial resources (Shleifer &
Vishny, 1993), higher cost of capital and lower firm valu-
ations and illiquidity (Dass, Nanda, & Xiao, 2016), and
induce socially sub-optimal government policies with
adverse implications for social welfare (Fredriksson &
Svensson, 2003). More specifically, this study examines
the effects of foreign equity portfolio investment and the
interaction effects of foreign equity portfolio investment,
central bank transparency and the development of a
country's stock market on corruption.

Using panel data from 44 countries over the period
2001–2015, we find that foreign equity portfolio flow
reduces country-level corruption. We also find evidence
that foreign equity portfolio investment interacts with
stock market development and central bank transparency
to reduce corruption.

We contribute to extant literature by showing that
foreign equity portfolio investment interacts with devel-
oped stock markets to lower country-level corruption.
This is in line with theoretical expectations that devel-
oped stock markets are characterized by high liquidity
and lower transaction costs, and therefore attract foreign
investors. Several studies on the determinants of interna-
tional equity portfolio flow argue that the risk of expro-
priation in corrupt and less transparent countries deters
foreign equity portfolio investment (see Jain, Kuvvet, &
Pagano, 2017).3 Consistent with theoretical predictions,
we find that these foreign equity investors from well-
governed countries tend to exert pressure on the host
national government to build strong institutions to
reduce bureaucratic corruption.4 We find that the effect
of foreign equity portfolio investment in reducing corrup-
tion also depends on the transparency of the domestic
central bank. Recent studies (Eichler, Littke, &
Tonzer, 2017) for instance show that central bank
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transparency influences cross-border banking. Foreign
equity investors are exposed to domestic investment risk,
such as interest rate, inflation and exchange rate risk,
and are therefore influenced by the current and future
monetary policy of the central bank. Consequently, con-
sistent with theoretical predictions, foreign investors'
decision to invest in a host country is moderated by the
transparency of the central bank which serves as a signal
for the credibility of monetary policy to investors.

We also contribute to the strand of literature examin-
ing factors that affect country-level corruption and com-
plement prior research evidence that a rise in central
banking transparency on average increases cross-border
banking and capital flow (see Eichler et al., 2017). Our
results show that foreign equity investors interact with
developed stock markets to reduce corruption. Previous
studies examine the effects of central bank transparency
on forecasts (see Crowe, 2010; Crowe & Meade, 2008;
Ehrmann, Eijffinger, & Fratzscher, 2012). We further
contribute to these studies by showing that foreign equity
investors interact with central bank transparency to have
a joint effect on reducing country-level corruption. Our
study shows that countries experience a high level of cor-
ruption when local investors dominate the stock market.
This is explained by Lau et al. (2010) who find that coun-
tries with a high prevalence of equity home bias experi-
ence a high cost of capital. This is consistent with the
view that corruption increases investment risk and is
therefore incorporated into the expected returns.

The remainder of this paper is structured as follows.
Section 2 reviews the related literature and hypothesis
development. Section 3 describes the data. Section 4
reports the empirical analysis and the results, and Sec-
tion 5 concludes the paper and offers policy implications.

2 | RELATED LITERATURE AND
HYPOTHESIS DEVELOPMENT

Corruption provides some investors with superior infor-
mation over other investors in terms of expected return
and riskiness of an investment. The pay-off from corrupt
activities could be substantially high which makes it
tempting. Cheung, Rau, and Stouraitis (2011) find that
the average proceeds from corruption are 10–11 times the
initial bribe amount for 166 high profile cases in 20 coun-
tries. However, evidence shows that corruption has
adverse effects which have therefore attracted the atten-
tion of researchers. Mauro (1995) finds that a 1% increase
in SD in corruption decreases investment and economic
growth by 5 and 0.5% of GDP respectively. This is consis-
tent with a study by Keefer and Knack (1995). Corruption
has a negative effect of corruption on the ability of

government to raise revenue. Al-Marhubi (2000) finds
that corruption increases inflation. The prevalence of cor-
ruption could expose a country to political risk; for
instance, a major corruption scandal could lead to severe
popular backlash, a breakdown in law and order, and
making a country ungovernable.

The adverse effects of corruption have attracted the
attention of researchers to examine what causes country-
level corruption. Among these factors include economic
development (Ades & Di Tella, 1999; Treisman, 2000),
political instability (Persson, Tabellini, & Trebbi, 2003),
trade openness and political rights (Ades & Di
Tella, 1999).

2.1 | Impact of foreign equity portfolio
investment

Prior studies investigating the relationship between cor-
ruption and capital inflows have documented that corrup-
tion distorts efficient capital allocation decisions by
increasing the cost of doing business and risks (Kwok &
Tadesse, 2006), with negative influence on capital inflows.
However, as pointed out earlier, this study attempts to
look at the other side of the picture and examine how the
presence of foreign equity investors may shape the host
country-level corruption over time. Consequently, we con-
jecture that foreign equity portfolio investment will lower
country-level corruption. Our conjecture is premised on
the notion that foreign equity investors play an important
role in introducing new ways of business practices that
can challenge the legitimacy of existing patterns and stim-
ulate debates on better practice in the host country (Kwok
& Tadesse, 2006). Based on this perspective, we contend
that the presence of foreign equity investors influences the
levels of corruption through regulatory pressure effect and
spillover effect. Under regulatory pressure effect, interna-
tional legislations such as U.S. Foreign Corrupt Practices
Act 1977 and other anti-corruption laws around the world
provide foreign investors with enough bargaining power
to put pressure on host governments to be more account-
able and transparent thereby reducing corruption and
improving the attractiveness of the host country as invest-
ment destination.

Thus governments and policy makers from several
countries exert pressure on foreign institutional investors
not to engage in corrupt practices and to take an active
governance role in firms they invest in across jurisdic-
tions. Indeed, Jain et al. (2017) argue that prosecution of
corrupt cases and enforcement of international regula-
tions are due to the activities of foreign equity investors.

Regarding the spillover effect, researchers such as
Aggarwal et al. (2011) argue that foreign institutional
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investors have good understanding and knowledge of
best governance practices and their presence in a country
may facilitate the adoption of best governance practices
by host country firms. Against this backdrop, equity for-
eign investors are seen as agents of change and have spill-
over effects on host country firms regarding best
governance and business practices. Indeed, Lalountas,
Manolas, and Vavouras (2011) found that globalization
and integration of financial markets around the world to
reduce corruption in middle and high-income countries.
In the light of the above, we put forward the following
hypothesis:

Hypothesis 1 Foreign equity portfolio investments are
negatively associated with country-level corruption.

2.2 | Effects of developed stock markets

The finance literature shows that despite financial liber-
alization, equity investors continue to engage in sub-opti-
mal international portfolio allocation due to equity home
bias.5 The ICAPM suggests that investors should hold an
internationally diversified equity portfolio to reduce risk.
Existing studies show that due to the phenomenon of
equity home bias, investors overinvest in their domestic
market, contrary to the suggestion by ICAPM.6 However,
research evidence shows that foreign equity investors
diversify their investments into countries that have devel-
oped stock markets. For instance, Kang and Stulz (1997)
found that foreign equity investors show a preference for
large and liquid stock markets that are also characterized
by lower transaction costs, and better trading technolo-
gies. Bernanke (2005) argues that developed stock mar-
kets characterized by strong institutions and legal
systems are able to attract foreign equity investments in
that developed stock markets serve as insurance against
risk and tend to reduce corruption. Research by Hagen
and Zhang (2014) found that cross-country differences in
financial development can be explained by international
capital inflows. To Vermeulen and Haan (2014), financial
development leads to a net higher equity position
because of good regulatory and monitoring regime, better
contract enforcement and low incidence of bribery. Over-
all, good legal and economic institutions impose high
costs on corrupt activities (Svensson, 2005). However, the
question of whether developed stock markets which
improve monitoring and accountability will interact with
foreign equity portfolio investment to reduce corruption
remain unexplored. Therefore, it may be argued that the
level of stock market development may interact with for-
eign equity portfolio investors in a complementary man-
ner through monitoring, high enforcement standards and

the application of best global business practices by equity
investors to reduce old corrupt practices. In short, we
argue that developed stock markets will interact with for-
eign equity portfolio investment to improve institutional
quality to reduce country-level corruption. Consequently,
we therefore set our second hypothesis as follows:

Hypothesis 2 Foreign equity portfolio investment inter-
acts with developed stock markets to reduce country-
level corruption.

2.3 | Effects of central bank
transparency

Extant literature documents that information asymmetry
is not only but a barrier to corporate investment decisions
but a key to fighting corruption. Hence it is argued that
monetary policies carried out by central banks should be
transparent (Crowe & Meade, 2008; Gelos & Wei, 2005;
Geraats, 2002). Researchers such as Radelet and
Sachs (1998); Reissen (1999) point out that, a small,
unfavourable change in the host country economic fun-
damentals may cause a large swing in portfolio capital
flows, from massive inflows to massive outflows unde-
rscoring the importance of monetary policies in capital
investment decisions. In this connection, availability and
communication of information to the investing public are
crucial for the effectiveness of monetary policy to help
guide the future expectations and policy decisions of for-
eign investors (Blinder, 1998; Eijffinger et al. 2000).
Against this background and as pointed out by
Geraats (2002), it may be argued that central bank trans-
parency may resolve information friction between mone-
tary policy makers and other economic agents, such as
banks and foreign investors. We therefore theorize that
central bank transparency may interact with foreign
equity investors to reduce corruption through reduction
of information asymmetry, increase regulatory pressure
and spillover effects. Consequently, we therefore set our
third hypothesis as follows:

Hypothesis 3 Foreign equity portfolio investment inter-
acts with central bank transparency to reduce coun-
try-level corruption.

3 | DATA AND ESTIMATION
STRATEGY

We employ a panel data of 44 countries over the period
2001 to 2015. Most studies on corruption are done in
developing countries and thus face the challenge with
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regard to countries that have high levels of corruption
and also experience country-level institutional weak-
nesses. Using a panel data of 23 developed countries and
21 emerging countries, we are able to avoid the issue of
institutional weaknesses which have affected existing
corruption studies. We acknowledge the scepticism one
may have concerning whether corruption exists in devel-
oped countries but there is empirical evidence of such
corruption. For instance, in the U.S., there was a corrup-
tion case against Mr. Scruggs who was charged and sen-
tenced to prison for bribing a State Court judge in
Mississippi (see Ferguson, 2008). Other corrupt cases in
the U.S. include the resignation of the CEO of United
Airlines, Jeff Smisek, following a federal corruption
investigation regarding favourable trading terms with the
chairman of the Port Authority of New York and New
Jersey.7

3.1 | Corruption measures

Corruption is a social, political and economic phenome-
non that exists in varying degrees across countries. Exis-
ting corruption data that capture perceived corruption
have widely been criticized as there is no international
agreement on the definition of corruption. Further, cor-
ruption has a multi-dimensional aspect and using one
indicator could be problematic in terms of objectivity and
reliability. We use three existing widely used corruption
measures sourced from the Transparency International
Corruption Perception Index (CPI), World Governance
Indicators (WGI) database of the World Bank constructed
by Kaufmann, Kraay, and Mastruzzi (2010), and the
International Country Risk Guide (ICRG).8 These corrup-
tion data sources reflect the abuse of power by public offi-
cials for private benefits, including bribery,
embezzlement and economic fraud. For the ease of inter-
pretation, we use an inverse scale so that higher corrupt
values suggest a more corrupt country.

3.1.1 | Transparency international CPI

Our first corruption measure is sourced from the Transpar-
ency International CPI. The measure is an aggregate index
of polls based on countries where corruption is perceived to
be prevalent among politicians and public officials.9 The
CPI measures country level on a scale of 1 (least corrupt) to
10 (most corrupt). A number of studies have also used CPI
data (see Ciocchini, Durbin, & Ng, 2003; Pagano, 2002,
2008; Svensson, 2005; Treisman, 2000).

3.1.2 | WGI corruption measure

Kaufmann et al. (2010) provide WGI measures of corrup-
tion using variables such as: widespread corruption
among government officials, the level of public trust in
politicians, corruption between governments and foreign
companies, prosecution for public abuse, and the fre-
quency in which companies make extra payments in con-
nection with taxes, customs duty and the judiciary for
favour.10 This corruption measure reflects the extent to
which politicians and the elites in society use public
power for private gains and interest. The WGI measure of
control of corruption, ranges from 0 (low control of cor-
ruption) to 100 (high control of corruption).11 Several
studies have extensively used the WGI corruption data
(see Andres, 2006; Apodaca, 2004; Meon & Sekkat, 2005;
Naude, 2004).

3.1.3 | international country risk guide

The ICRG provides corruption data within a country's
political system that may deter foreign investment. Cor-
ruption within the political establishment distorts the
financial and economic environment of a country as pub-
lic officials assume positions of influence and power via
political patronage rather than skills and ability. This
therefore increases the likelihood of financial corruption,
as these public officials will demand special payments –
bribes connected with import and export licences,
exchange controls, tax assessments and loans. This will
adversely affect the environment in conducting business.
The corruption measure from ICRG captures nepotism,
job reservations, secret party funding, and favour-for-
favours, and suspiciously close ties between politics and
businesses. The ICRG corruption measure also reflects
the possibility that a public official will ask for special
payment and the extent to which illegal payments are
made at the lower level of government. The data have
largely been used in existing economic studies (see Ahlin
& Pang, 2008; Fisman & Gatti, 2002). The corruption
index data range from 1 (higher perceived corruption) to
6 (lower perceived corruption).

3.2 | Independent variables

In this study, our key independent variables of interest
for the empirical regression analysis are foreign equity
portfolio investment (FEPI), stock market development
(SMD), central bank transparency (CBTransp) and equity

72 KWABI ET AL.



home bias (EHBIAS). We subsequently discuss them in
detail as follows.

3.2.1 | Foreign equity portfolio
investment

We employ the annual bilateral Coordinated Portfolio
Investment Survey (CPIS) of the International Monetary
Fund (IMF) dataset for the period from 2001–2015 to
construct a foreign portfolio allocation for each country.
The CPIS provides data on bilateral equity cross-border
holdings for 76 participating countries. IMF demands all
the participating countries to provide a detailed break-
down of equity portfolio flow. Consistent with Cooper
and Kaplanis (1986), we model FEPI as our key indepen-
dent variable of interest. The FEPI of country i into coun-
try j is defined as:

wijt = log
FEPIijtP44

j=1
FEPIijt

0
BBB@

1
CCCA, ð1Þ

where wijt is the weight of foreign equity portfolio alloca-
tion from country i into country j for the year t, and
FEPIijt is foreign investors' actual portfolio allocation in
USD millions.

3.2.2 | Stock market development

Consistent with existing literature (see Durham, 2004;
Rousseau & Wachtel, 2000), we use market capitalization
scaled by GDP (MGDP) to proxy for SMD. MGDP cap-
tures the breadth of the stock market and its importance
to the economy and the extent to which investors can
diversify risk. We used this proxy under the assumption
that it is less arbitrary than other individual measures of
SMD. We obtained data from World Development Indica-
tors of the World Bank.

3.2.3 | Central bank transparency

We measure central bank transparency (CBTransp) by
using data provided by Dincer and Eichengreen (2014),
which mainly replicated and updated the original data
provided by Eijffinger and Geraats (2006). The index pro-
vides data on central banks' transparency across 120
countries for the period 1998 to 2014. The data capture
the extent to which the local central bank releases

monetary policy information. The coding of the data
includes the use of the domestic central bank law and
the actual information distribution practices of the cen-
tral bank.

3.2.4 | Equity home bias

Equity home bias is the disproportional overinvestment
in the domestic stock market by investors' relative to the
suggestion by the ICAPM.12 As in existing studies (see
Chan, Covrig, & Ng, 2005; Cooper & Kaplanis, 1986) we
measure EHBIAS using Equation (2)

EHBIASjt = log
Wjjt

W�
jt

 !
, ð2Þ

where wjjt, as defined in Equation (2), shows domestic
investors' allocations in their home market of country j
(i.e., investors based in country j investing in their coun-
try j) at time t. w�

jt , of Equation (2), is the ICAPM world
benchmark allocation for country j at time t, which is the
same for all investors in all countries (see Chan
et al., 2005; Cooper & Kaplanis, 1986 for the modelling of
benchmark allocation).

3.3 | Control variables

Following existing studies and to isolate the effects of
FEPI, SMD and EHBIAS on corruption, control for sev-
eral variables are shown to have effects on corruption.
These variables include oil exporter (OilExp), log GDP
per capita (GDPPC), press freedom (PreFre), political sta-
bility (PolStab), natural resources (NatRes), trade open-
ness (TROPN), English legal origin (Legal_O), and
democracy (Dem). We provide definitions of the variables
and source of data in appendix Table A1.

First, past studies have shown that corruption is par-
ticularly prevalent in oil exporting countries (see Leite &
Weidmann, 1999; Sachs & Warner, 2001), for instance,
oil exporting counties with poor democratic institutions.
We include oil export to account for its effects on corrup-
tion. We measure oil export as a dummy variable taking
the value of 1 if the country is a major oil exporting coun-
try with poor democratic institutions.

Second, Tavares (2003) argues that the level of wealth
and economic development affects corruption; economic
growth and development thrive in countries with effi-
cient and transparent institutions. Following existing
studies, we use log GDP per capita to capture the effects
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TABLE 1 Summary statistics of dependent and key independent variables

Panel A: Developed markets

Country
CPI
(0–10)

WGI
(0–100)

ICRG
(1–6) FEPI EHBIAS CBTransp

Australia 1.5 4.79 1.36 0.0116 3.46 9.93

Austria 2.16 7.24 1.21 0.0124 4.18 10.86

Belgium 2.57 9.08 1.64 0.0249 3.32 10.86

Canada 1.51 5.01 1.07 0.0251 2.81 10.89

Denmark 0.71 0.38 0.5 0.0124 4.22 7.18

Finland 0.76 0.89 0.18 0.0082 4.15 10.86

France 2.94 10.28 1.79 0.0869 2.62 10.86

Germany 1.99 6.42 1.07 0.0831 2.19 10.86

Greece 5.78 39.35 3.82 0.0034 4.72 10.86

Ireland 2.53 21.27 2.25 0.0568 2.84 10.86

Israel 3.84 36.27 2.68 0.0017 4.68 10.36

Italy 5.39 10.79 3.54 0.0416 2.84 10.86

Japan 2.58 29.84 2.11 0.1048 1.73 9.75

Korea 4.83 37.3 3.14 0.0034 4.56 8.86

Netherlands 1.35 3.76 1 0.0518 2.31 10.86

New Zealand 0.69 0.66 0.5 0.0014 5.77 13.96

Norway 1.39 2.98 0.82 0.0183 3.87 8.53

Portugal 3.7 17.95 2.14 0.0056 5.28 10.86

Spain 3.58 18.6 2.14 0.0195 3.09 10.86

Sweden 0.9 1.66 0.79 0.0137 3.75 10.86

Switzerland 1.18 3.1 1.32 0.0385 3.11 9.68

United
Kingdom

2.71 16.58 2.95 0.1121 2.03 12.29

United States 2.65 10.45 1.79 0.2259 0.65 10.64

Mean 2.49 12.81 1.73 0.0418 3.40 10.54

Panel B: Emerging markets

Country
CPI
(0–10)

WGI
(0–100)

ICRG
(1–6) FEPI EHBIAS CBTransp

Argentina 6.96 58.72 3.69 0.0008 6.62 4.38

Brazil 6.19 45.67 3.54 0.0006 5.34 8.46

Bulgaria 6.08 47.05 3.86 0.0003 9.59 5.47

Chile 2.87 10.59 1.79 0.0025 5.33 6.46

China 6.4 60.29 3.93 0.0083 3.15 2.89

Czech
Republic

5.17 32.55 3.39 0.0009 6.44 12.71

Egypt 6.8 69.97 4.11 0.0002 7.27 2.75

Hong Kong 2 6.62 1.89 0.0268 2.87 7.25

Hungary 4.97 31.01 3.01 0.0031 6.98 11.54

India 6.62 72.25 3.61 0.0006 4.76 2.75

Indonesia 7.22 8.27 3.36 0.0003 6.95 7.93

Malaysia 4.99 37.59 3.54 0.0009 6.21 6

Mexico 6.63 58.59 4.04 0.0089 5.35 5.29
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of economic development on corruption, and expect it to
be positively associated with corruption.

Third, Busse and Gröning (2009) contend that coun-
tries that allow the freedom of the press without threat
and intimidation experience low corruption. Press free-
dom promotes political accountability as the rights and
wrongs of the activities of public officials are made pub-
lic. This will reduce information asymmetry and corrup-
tion (see Djankov et al., 2001; Rose-Ackerman, 1999). We
sourced data from WGI and employed the sub-compo-
nent of voice and accountability. Press freedom ranges
from a value of 0 (least degree of press freedom) to 100
(highest degree of press freedom).

Fourth, we control for the effects of political stability
on corruption. We expect politically stable countries to
have a stable government and strong institutions to con-
trol corruption. We obtained political stability data from
WGI and this ranges from 0 (least political stable coun-
try) to 100 (highest political stable country).

Fifth, existing studies argue that countries that have
natural resources suffer high levels of corruption (see
Bhattacharyya & Hodler, 2010; Leite & Weidmann,
1999). There is the paradox that natural resources are a
curse rather than a blessing. We therefore control for the
effects of natural resources on corruption and expect
them to have a negative association with corruption.

Sixth, we control for the effects of financial develop-
ment on corruption. We use the ratio of credit provided
by banks to the private sector scaled by GDP to capture
the effects of financial development on corruption. Devel-
oped financial sectors have effective monitoring (see
Altunbas & Thornton, 2012) and therefore should reduce
corruption. We obtained data from WGI.

Seventh, existing studies show that open and inte-
grated stock markets have strong institutions and there-
fore experience less corruption (see Ades & Di Tella,
1999; Laffont & N'Guessan, 1999). We measure trade
openness (TROPN) using the log values of a country's

TABLE 1 (Continued)

Panel B: Emerging markets

Country
CPI
(0–10)

WGI
(0–100)

ICRG
(1–6) FEPI EHBIAS CBTransp

Peru 6.42 53.45 3.61 0.0002 7.63 7.79

Philippines 7.14 68.68 3.86 0.0003 6.26 5.50

Poland 5.09 30.33 3.29 0.0005 5.97 8.11

Romania 6.23 48.12 3.57 0.0006 7.64 6.96

Russia 7.46 82.71 4.21 0.0068 4.92 3.86

South Africa 5.41 20.83 3.54 0.0009 4.78 7.07

Thailand 6.44 55.3 4.18 0.0005 5.83 8.57

Turkey 5.84 43.15 3.5 0.0006 5.44 9.25

Mean 5.85 44.84 3.50 0.0031 5.97 6.71

Overall

Mean 4.19 28.10 2.58 0.0234 4.63 8.71

Median 4.34 21.05 2.98 0.0062 4.70 9.47

SD 2.21 23.62 1.22 0.0425 1.88 2.81

Minimum 0.69 0.38 0.18 0.0002 0.65 2.75

Maximum 7.46 82.71 4.21 0.2259 9.59 13.96

Notes: The variables in Columns 2–4 are the three corruption measures. CPI is the corruption perception index obtained from Transparency
International; WGI is the corruption measure sourced from World Governance Indicators of World Bank; ICRG is the corruption measure
obtained from International Country Risk Guide of Political Risk Services; CBTransp is central bank transparency; FEPI is the foreign equity
portfolio investment, which is the log value of country wise bilateral foreign portfolio allocation from country i in country j at time t;EHBIAS
is equity home bias and is calculated as the log value of the share of domestic investors in their own country's stock market capitalization (l)
relative to the country's world market capitalization weight; OilExp is oil export; GDPPC is gross domestic product per capita; PreFre is the
press freedom indicator measure ranging from 0 to 100 with higher rating indicating greater freedom from government interference; PolStab
is the political stability measure ranging from 0 to 100 with higher rating indicating greater stability; NatRes is the natural resources of a
country; MGDP is market capitalization scaled by GDP; TROPN is trade openness measured as the ratio of a country's annual exports plus
imports divided by GDP; Legal_O is the English legal origin and Dem is democracy.
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TABLE 2 Summary statistics of control variables

Panel A: Developed markets

Country OilExp
GDPPC PreFre PolStab

NatRes
MGDP TROPN Legal_O

Dem(in USD) (0–100) (0–100) (% of GDP) (% of GDP) (0–1)

Australia 27.58 48,228.49 94.29 94.93 6.91 119.16 41.26 1 6

Austria 3.13 45,205.52 92.51 95.47 0.2 28.95 96.34 0 5.64

Belgium 8.56 42,306.74 93.04 93.37 0.02 65.83 149.03 0 6

Canada 23.75 43,542.49 96.02 96.49 3.32 114.47 66.91 1 5.93

Denmark 7.85 55,528.86 98.75 99.62 1.35 63.31 93.73 0 6

Finland 7.45 44,939.84 98.32 99.3 0.52 98.62 76.14 0 6

France 3.74 39,134.27 88.24 90.89 0.05 80.67 54.82 0 5.93

Germany 2.18 41,116.93 93.61 91.42 0.14 45.71 74.98 0 5.89

Greece 23.01 23,785.36 79.03 73.44 0.23 51.91 55.58 0 6

Ireland 0.85 53,814.15 93.04 90.86 0.12 46.77 387.19 1 6

Israel 0.7 29,066.63 67.74 81.95 0.18 84.72 162.49 1 6

Italy 3.74 34,275.86 80.89 70.69 0.12 37.54 72.24 0 5.39

Japan 1.51 39,571.54 77.96 88.3 0.02 77.97 51.79 0 5

Korea 5.06 22,164.22 68.89 82.04 0.03 37.54 28.24 1 5.79

Netherlands 10.72 47,769.36 98.32 96.07 0.73 91.33 133.14 0 6

New Zealand 3.71 33,632.18 98.08 94.54 1.45 36.38 59.7 1 6

Norway 64.41 81,899.49 98.13 96.5 9.24 55.66 69.76 0 6

Portugal 5.58 20,872.66 90.93 82.15 0.25 39.39 68.39 0 5.82

Spain 5.14 28,886.22 87.09 84.61 0.06 86.73 55.76 0 5.93

Sweden 5.95 51,067.7 97.98 97.84 0.65 104.08 84.68 0 6

Switzerland 2.34 71,436.54 96.83 97.95 0.01 229.24 108.32 0 6

United Kingdom 8.4 22,482.72 91.74 92.84 3.63 128.47 56.96 1 5.36

United States 6.67 49,073.16 88.50 90.47 1.02 124.09 26.65 1 5.96

Mean 10.09 42,165.26 89.10 90.51 1.32 80.37 90.18 0.35 5.85

Panel B: Emerging markets

Country OilExp
GDPPC PreFre PolStab

NatRes
MGDP TROPN Legal_O

Dem(in USD) (0–100) (0–100) (% of GDP) (% of GDP) (0–1)

Argentina 10.32 8,731.13 56.75 52.7 3.64 38.67 33.52 0 4.38

Brazil 8 8,592.95 59.34 55.9 4.29 54.96 25.81 0 5

Bulgaria 11.91 6,192.06 64.43 58.07 2 17.52 116.48 0 5.43

Chile 1.63 11,489.48 78.11 85.34 15.42 107.1 69.21 0 4.86

China 1.79 4,581.49 6.96 57.24 4.66 69.07 58.66 0 1.36

Czech Republic 2.99 17,708.44 78.44 79.84 0.65 25.33 58.66 0 5.46

Egypt 35.58 2,339.4 18.63 40.86 10.04 55.67 93.56 1 1.93

Hong Kong 2.85 33,278.87 58.75 93.9 0 421.17 362.92 1 2.54

Hungary 2.73 12,665.88 84.89 77.38 0.47 24.53 146.36 0 5.75

India 14.49 1,167.66 59.43 54.28 3.85 68.12 39.94 1 6

Indonesia 27.87 2,608.43 39.16 44.54 6.64 30.03 56.92 1 4.75

Malaysia 16.05 8,273.16 37.26 83.08 8.93 46.77 191.51 1 4.11

Mexico 12.86 8,871.5 53.14 61.19 4.94 28.33 54.33 0 5.61
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exports and imports scaled by GDP, to control the effects of
trade openness on corruption. We sourced data from WDI.

La Porta et al. (1997, 1999) argue that the legal origin
of a country influences corruption. We use the English
legal origin to control corruption. The variable takes a
value of 1 if the country has an English legal origin other-
wise 0. Finally, we control for the effects of democracy on
corruption. Lederman, Loayza, and Soares (2005) argue
that democratic countries have adequate checks and bal-
ance mechanisms to reduce corruption. We obtained data
from ICRG and the measure ranges from 1 (low demo-
cratic accountability) to 6 (high democratic accountabil-
ity). The variable captures how responsible a government
is to its citizens, the active presence of a multi-party sys-
tem and the presence of a viable opposition. We expect
democracy to have a negative effect on corruption.

4 | EMPIRICAL ANALYSIS

4.1 | Summary statistics

Table 1 presents summary statistics of developed coun-
tries (Panel A) and emerging countries (Panel B) of

corruption, FEPI, SMD, and central bank transparency
and Table 1, panel B reports the control variables. Consis-
tent with our theoretical predictions, the means indicate
that developed countries experience lower levels of cor-
ruption compared to emerging countries.

The means of corruption levels for developed coun-
tries are CPI = 2.49, WGI = 12.81 and ICRG = 1.73, while
the means of the corruption measures for emerging coun-
tries are CPI = 5.85, WGI = 44.84 and ICRG = 3.50. The
average corruption levels in developed countries are
driven by Greece and Italy which have CPI scores of 5.78
and 5.39 respectively, which is similar to the mean CPI
score of 5.85 for emerging countries. Finland has the low-
est level of corruption. Chile and Hong Kong are the only
emerging countries that have corruption lower than the
average corruption in the developed countries.

Average FEPI, SMD and central bank transparency in
developed countries are 0.0418, 80.37, and 10.54, respec-
tively, relative to 0.0031, 64.59 and 6.71 in emerging mar-
kets. Table 1 indicates that countries that attract more
FEPI experience a decline in country-level corruption.
Comparing the SDs of the corruption measures shows
that developed countries have a lower SD relative to
emerging countries. This suggests that developed

TABLE 2 (Continued)

Panel B: Emerging markets

Country OilExp
GDPPC PreFre PolStab

NatRes
MGDP TROPN Legal_O

Dem(in USD) (0–100) (0–100) (% of GDP) (% of GDP) (0–1)

Peru 11.15 4,634.03 47.33 40.95 9.1 47.15 43.06 0 5

Philippines 2.23 2042.15 49.79 53.21 2.22 48.26 89.85 1 5

Poland 4.15 11,355.07 78.73 69.21 1.36 28.56 75.52 0 6

Romania 6.48 7,683.33 60.2 49.77 1.89 16.31 75.08 0 6

Russia 63.03 9,806.57 28.67 41.83 15.36 61.59 55.18 0 2.61

South Africa 10.6 5,981.19 69.42 71.08 6.48 76.32 59.34 1 4.96

Thailand 5.05 4,579.24 47.16 63.68 2.2 62.06 135.01 1 4.07

Turkey 3.98 9,716.15 41.72 61.92 0.42 28.94 49.15 0 4.57

Mean 12.18 8,680.87 53.25 61.71 4.98 64.59 90.00 0.38 4.54

Overall

Mean 11.09 26,184.07 72.46 76.77 3.06 72.84 90.09 0.36 5.23

Median 6.22 22,323.47 78.59 82.10 1.36 55.67 68.80 0 5.77

SD 14.09 20,636.62 23.99 18.82 3.99 66.59 73.21 0.49 1.15

Minimum 0.70 1,167.66 6.96 40.86 0 16.31 25.81 0 1.36

Maximum 64.41 81,899.49 98.75 99.62 15.42 421.17 387.19 1 6

Notes: OilExp is oil export; GDPPC is gross domestic product per capita; PreFre is the press freedom indicator measure ranging from 0 to 100
with higher rating indicating greater freedom from government interference; PolStab is the political stability measure ranging from 0–100
with higher rating indicating greater stability; NatRes is the natural resources of a country; MGDP is market capitalization scaled by GDP;
TROPN is trade openness measured as the ratio of a country's annual exports plus imports divided by GDP; Legal_O is the English legal ori-
gin and Dem is democracy.
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countries attract more foreign equity investors. This is
inconsistent with You and Daigler (2010) who argue that
European investors should sacrifice superior returns and
diversify internationally to reduce risk (Table 2).

4.2 | Correlation analysis

Table 3 presents the pairwise correlation among our cor-
ruption indices and key independent variables. The cor-
relation coefficients between the variables are generally
low, suggesting that multicollinearity is not a concern. A
further test using VIF procedure confirms that
multicollinearity appears not to be a problem in this
study. There is a correlation across the three corruption
indices that are positive and significant at the 1% level.
There is high correlation between CPI and WGI (correla-
tion coefficient of 0.75), CPI and ICRG (correlation coeffi-
cient of 0.88), and between WGI and ICRG (correlation
coefficient of 0.67). This implies that different corruption
indices are indeed measuring something similar. Foreign
equity portfolio flow has a negative correlation with all
the three corruption indices and is significant at the 1%

level. However, EHBIAS has a negative correlation with
corruption indices. Several control variables display the
expected signs.

4.3 | Multivariate regression analysis

4.3.1 | Effects of foreign equity portfolio
flow on corruption

Table 4 reports the base-line regression results of the
impact of foreign equity portfolio flow on corruption. We
employ the Arellano and Bond general method of
moment estimator and specify the model using
Equation (3).

Corjt = α+ β1:Corjt−1 + β2:FEPIjt−1 + β3:Ctlsjt−1

+ β4:TFEt + β5:CFEj + ϵjt: ð3Þ

In Equation (2) Corjt represents one of the three mea-
sures of corruption (CPI, WGI, and ICRG). FEPIjt − 1 is
foreign equity portfolio flow. Ctlsjt − 1 is a vector of the
control variables of country j at time t. TFEt and CFEj are

TABLE 3 Pearson's pairwise correlation coefficients between the dependent and independent variables

1 2 3 4 5 6 7 8 9 10 11 12 13 14

CPI (1) 1

WGI (2) 0.75 1

ICRG (3) 0.88 0.67 1

FEPI (4) −0.24 −0.28 −0.25 1

EHBIAS (5) 0.46 0.41 0.43 −0.22 1

OilExp (6) 0.12 0.14 0.21 0.07 0.02 1

GDPPC (7) −0.22 −0.19 −0.13 0.11 0.07 0.28 1

PreFre (8) −0.37 −0.32 −0.43 0.15 −0.06 −0.05 0.06 1

PolStab (9) −0.15 −0.12 −0.19 0.16 −0.26 −0.03 0.42 0.19 1

NatRes (10) 0.31 0.25 0.37 0.04 0.14 0.16 −0.09 −0.01 0.25 1

MGDP (11) −0.22 −0.16 −0.18 −0.12 0.02 0.07 0.12 −0.09 0.05 0.12 1

TROPN (12) −0.21 −0.19 −0.25 0.42 −0.25 0.10 0.05 0.13 0.31 0.07 0.15 1

Legal_O (13) −0.04 −0.07 −0.05 0.03 −0.07 0.09 0.14 0.21 −0.17 0.01 0.09 0.04 1

Dem (14) −0.08 −0.03 −0.04 0.01 −0.09 0.04 0.11 0.15 0.44 −0.23 0.06 0.10 0.08 1

Notes: The variables labelled 1–3 are the three measures of corruption index (Corjt). CPI is the corruption perception index from Transpar-
ency International; WGI is corruption data from the World Governance Indicators of the World Bank; ICRG is International Country Risk
Guide corruption data. CBTransp is central bank transparency; FEPI is the foreign equity portfolio investment, which is the log value of
country wise bilateral foreign portfolio allocation from country i in country j at time t;EHBIAS is equity home bias and is calculated as the
log value of the share of domestic investors in their own country's stock market capitalization (l) relative to the country's world market capi-
talization weight; OilExp is oil export; GDPPC is gross domestic product per capita; PreFre is the press freedom indicator measure ranging
from 0–100 with higher rating indicating greater freedom from government interference; PolStab is the political stability measure ranging
from 0–100 with higher rating indicating greater stability; NatRes is the natural resources of a country; MGDP is market capitalization scaled
by GDP; TROPN is trade openness measured as the ratio of a country's annual exports plus imports divided by GDP; Legal_O is the English
legal origin and Dem is democracy. For brevity and space, statistical significance of at least the 5% level is reported in bold.
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time and country fixed effects respectively. The empirical
results are reported together with their SEs in parenthe-
ses in Table 4.

The coefficients of FEPI are negative and significant
across all the corruption indices in models 1 and 3. This
suggests that foreign equity investors can influence the
level of corruption in a country. This is consistent with
Kwabi, Thapa, Paudyal, and Adegbite (2017) who found
that foreign institutional investors from well-governed
countries improve the level of investor protection pro-
vided to minority investors. Further to statistical signifi-
cance, the results are economically significant. For
instance, the coefficients show that if the foreign equity
portfolio flow increases by 1%, corruption decreases by
0.23, 0.37 and 0.15 points in models 1–3 respectively.

As expected, the coefficients of control variables pres-
ented in Tables 4–6 generally bear the expected signs and
are statistically significant. The coefficients of GDPPC,
PreFre, PolStab, MGDP, TROPN, and Legal_O are nega-
tive and significant. These results are in line with find-
ings presented in existing literature (see Ades & Di
Tella, 1999; Altunbas & Thornton, 2012; Fisman &
Gatti, 2002; La Porta et al., 1999; Treisman, 2000). The
coefficients on both OilExp and NatRes are positive and
significant at the 1% level. These are consistent with the

findings of Altunbas and Thornton (2012) and
Treisman (2000). Even though democracy has the
expected negative sign, it is statistically insignificant.
Serra (2006) provides a review of the controversies in the
empirical literature with regards to the control variables.

4.3.2 | The effect of SMD on corruption

In this section, we examine whether FEPI interacts with
SMD to reduce corruption. We perform our analysis
using market capitalization to GDP (MGDP) to proxy for
SMD. To examine the effects of the interaction between
SMD and FEPI on corruption, we specify the following
model:

Corjt = α+ β1:FEPIjt + β2:SMDjt + β3:FEPIjt × SMDjt

+ β4:Ctlsjt + β5:TFEt + β6:CFEj + ϵjt: ð4Þ

Table 5 reports the effect of interaction between FEPI
and SMD on country-level corruption. The coefficients on
the interaction for FEPI×SMD in models 1–3
are (β = −0.488; t−statistics = − 2.69); (β = −0.105; t −
statistics=-2.24); and (β = −0.402; t − statistics=-2.17)

TABLE 4 Corruption and

stringent foreign equity portfolio

investment [Equation (3)]

Model (1) CPI Model (2) WGI Model (3) ICRG

FEPI −0.138*** (−2.56) −0.371* (−1.85) −0.251*** (−3.12)

OilExp 0.287*** (8.24) 0.171*** (3.58) 0.415** (2.29)

GDPPC −0.482*** (−5.54) −0.317*** (−7.45) −0.405*** (−3.47)

PreFre −0.129*** (−4.08) −0.307** (−2.05) −0.323*** (−2.52)

PolStab −0.175*** (−3.76) −0.221*** (−4.20) −0.170*** (−6.78)

NatRes 0.507*** (2.85) 0.444*** (2.74) 0.425*** (3.20)

TROPN −0.139** (−2.18) −0.756*** (−2.73) −0.217*** (−2.66)

Legal Origin (English) −0.502** (−2.70) −0.379* (−1.53) −0.596*** (−3.17)

Dem −0.771 (−1.04) −0.288 (−1.28) −0.105 (−1.46)

Lagged Cor −0.338*** (−3.55) −0.451** (−2.37) −0.288*** (−4.12)

Constant 1.728***
(3.25)

3.736*** (5.16) 2.971*** (4.46)

Number of observations 634 634 634

Adj. R-square 0.61 0.52 0.56

Country effects Yes Yes Yes

Year fixed effects Yes Yes Yes

Notes: This table reports estimates of three specifications of Equation (3). In each specification,
the dependent variable is one of the three measures of corruption (i.e., CPI, WGI and ICRG).
The explanatory variable of interest is foreign equity portfolio investment. All the control vari-
ables are defined in the notes to Table 2. The t-statistics, reported in parentheses, are based on
double clustered SEs (clustering done at the country and year levels). For tractable interpreta-
tion, all the coefficients are reported as elasticity and the statistical significance is reported
against 10% (*), 5% (**) and 1% (***) significance levels, respectively.
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respectively. The negative coefficients are consistent with
theoretical predictions. For instance, Levine (2005) argues
that developed financial markets experience high liquidity,
lower transaction costs, less information asymmetry and
better technological innovations. Existing studies on the
international equity portfolio flow show that developed
stock markets attract foreign equity investors (see Chan
et al., 2005; Errunza, 2001; Kwabi et al., 2017).

These foreign investors from well-governed countries
will export good governance to reduce corruption. Gillan
and Starks (2003), and Aggarwal et al. (2011) highlight
that foreign institutional investors play an active role in
promoting good governance worldwide. Their findings
provide compelling support to the complementary roles
that SMD and FEPI play in reducing country-level
corruption.

4.3.3 | The effects of central bank
transparency

There is a tendency, with some exceptions, for the
effects of FEPI on corruption being more pronounced in

countries that have central bank transparency
(CBTransp). Our theoretical prediction is that foreign
equity investors will allocate more to countries that
have a transparent central bank. This is consistent with
the view that when foreign equity investors are diversi-
fying portfolios internationally, they consider several
risks, such as exchange rate, inflation and interest rate
risk, which are largely influenced by the current and
future central bank monetary policy. We therefore per-
form further analysis by interacting FEPI with
CBTransp.

To examine the interaction effects between FEPI and
central bank transparency on corruption, we estimate
three specifications of Equation (4). In each of the three
specifications (models 1–3), the dependent variable is one
of the three measures of corruption (Corjt) for country j
in year t (i.e., CPI, WGI, and ICRG). The key explanatory
variable of interest is the interaction between FEPI and
central bank transparency (FEPI × CBTranspjt) of coun-
try j in year t−1. All specifications include the control var-
iables discussed in Section 2, the time fixed effects (TFEt)
and country fixed effects (CFEj). The results are reported
in Table 6.

TABLE 5 Interaction between

FEPI and SMD on corruption

[Equation (4)]

Model (1) CPI Model (2) WGI Model (3) ICRG

FEPI −0.375** (−2.13) −0.354** (−2.04) −0.341*** (−3.86)

MGDP −0.510*** (−2.78) −0.202** (−2.12) −0.448** (−2.09)

FEPI × MGDP −0.488*** (−2.69) −0.105** (−2.24) −0.402** (−2.17)

OilExp −0.232*** (−6.48) −0.147*** (−2.80) −0.412*** (−3.48)

GDPPC −0.423*** (−3.40) −0.172*** (−3.73) −0.216*** (−9.37)

PreFre −0.543*** (−6.65) −0.683*** (−9.15) −0.306*** (−8.21)

PolStab −0.147*** (−5.42) −0.152*** (−3.84) −0.549*** (−2.77)

NatRes 0.501*** (4.08) 0.587*** (3.26) 0.414*** (4.60)

TROPN −0.670* (−1.84) −0.461*** (−2.89) −0.487** (−2.03)

Legal_O −0.661*** (−7.86) −0.484*** (−3.64) −0.222*** (−3.61)

Dem −0.522*** (−7.35) −0.310*** (−2.99) −0.216*** (−4.16)

Constant 2.269*** (5.59) 6.024*** (2.70) 1.547*** (5.21)

Number of observations 634 634 634

Adj. R-square 0.66 0.58 0.62

Country effects Yes Yes Yes

Year fixed effects Yes Yes Yes

Notes: This table reports estimates of three specifications of Equation (4). In each specification,
the dependent variable is one of the three measures of corruption (i.e., CPI, WGI and ICRG) as
defined in the notes to Table 1. The explanatory variable of interest is foreign equity portfolio
investment (FEPI). SMD is stock market development; FEPI×SMD is the foreign equity portfolio
investment interaction with stock market development. All the control variables are defined in
the notes to Table 2. The t-statistics, reported in parentheses, are based on double clustered SEs
(clustering done at the country and year levels). For tractable interpretation, all the coefficients
are reported as elasticity and the statistical significance is reported against 10% (*), 5% (**) and
1% (***) significance levels, respectively.
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Corjt = α+ β1:FEPIjt + β2:CBTranspjt + β3:FEPIjt

×CBTranspjt + β4:Ctlsjt + β5:TFEt + β6:CFEj + ϵjt: ð5Þ

Our main coefficients of interest are the slope coef-
ficients of the interaction terms (FEPI×CBTransp). The
regression estimates in Table 6 (models 1–3) show the
interaction term FEPI×CBTransp with regard to
whether the effects of FEPI on corruption depend on
central bank transparency. The coefficients for
FEPI×CBTransp are negative and mainly statistically
significant at the 1% level. This provides support to the
theoretical predictions that foreign investors invest
more in countries that have a transparent central bank.
This is consistent with the fact that central bank mone-
tary policy, via interest rate, inflation and exchange
rate, influence the portfolio risk of foreign investors.
Countries that have more transparent central banks
attract more foreign equity investors as current and
future monetary policies of central banks affect their
portfolio risk and return. These foreign equity investors
will then export good governance to reduce country-
level corruption.

4.4 | Robustness test

The results presented above show that FEPI has implica-
tions for country-level corruption. In this section, we
check the robustness of our main analysis by using a
dynamic generalized method of moments (GMM) to
address the issue of endogeneity. We further investigate
the impact of equity home bias on country-level
corruption.

4.4.1 | Dynamic GMM estimation

Theoretically, it is likely that our results may suffer from
endogeneity caused by reverse causality. It is plausible
that the magnitude and efficiency of FEPI is influenced
by the prevailing country-level corruption. We address
the concern of endogeneity using the Arellano and Bond
GMM estimator. The dynamic GMM estimation is appro-
priate when the cross-section observation is larger and
time span is smaller. Because our panel dataset includes
a sample of 44 countries (cross-section) and 15 years of

TABLE 6 Interaction between

FEPI and CBTransp on corruption

[Equation (5)]

Model (1) CPI Model (2) WGI Model (3) ICRG

FEPI −0.106* (−1.75) −0.279* (−1.58) −0.431*** (−2.88)

CBT −0.611*** (−3.94) −0.736*** (−4.51) −0.463*** (−4.04)

FEPI_CBT −0.506*** (−3.30) −0.463** (−2.11) −0.227*** (−3.48)

OilExp −0.267*** (−3.41) −0.215*** (−4.54) −0.112*** (−4.20)

GDPPC −0.458*** (−4.33) −0.196*** (−3.66) −0.248*** (−10.46)

PreFre −0.517*** (−5.23) −0.675*** (−10.14) −0.285*** (−7.63)

PolStab −0.159*** (−5.63) −0.148*** (−3.97) −0.577*** (−2.76)

NatRes 0.762*** (6.03) 0.869*** (5.22) 0.589*** (6.30)

TROPN −0.762 (−0.98) −0.689* (−1.85) −0.299* (−1.82)

Legal_O −0.666*** (−8.19) −0.619*** (−5.63) −0.212*** (−3.53)

Dem −0.526*** (−4.35) −0.435*** (−5.47) −0.218*** (−4.68)

Constant 1.837*** (4.35) 8.342 (1.50) 1.133*** (3.63)

Number of Observations 634 634 634

Adj. R-square 0.68 0.59 0.64

Country fixed effects Yes Yes Yes

Year fixed effects Yes Yes Yes

Notes: This table reports estimates of three specifications of Equation (5). In each specification,
the dependent variable is one of the three measures of corruption (i.e., CPI, WGI and ICRG) as
defined in the notes to Table 1. The explanatory variable of interest is foreign equity portfolio
investment (FEPI). CBTransp is central bank transparency; FEPI×CBTransp is the foreign
equity portfolio investment interaction with central bank transparency. All the control variables
are defined in the notes to Table 2. The t-statistics, reported in parentheses, are based on double
clustered SEs (clustering done at the country and year levels). For tractable interpretation, all
the coefficients are reported as elasticity and the statistical significance is reported against 10%
(*), 5% (**) and 1% (***) significance levels respectively.
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annual observations (time series), it makes the dynamic
GMM method empirically appropriate.

Alfaro, Chanda, Kalemli-Ozcan, and Sayek (2004)
used legal origin and creditor right as an instrument for
financial development. Conceptually, stringent insider
trading laws and their enforcement provide the basis for
international equity portfolio diversification (see Kwabi,
Boateng & Adegbite, 2019). Variables that capture share-
holder rights, and enforcement of legal rights have been
used in previous studies to instrument for stock market
integration and cross-border equity portfolio investment
(see Kalemli-Ozcan, Sorensen, & Yosha, 2003). The
model is specified in Equation (6):

Corjt = a+ β1Corjt−1 + β2Ctlsjt + β3TFEt + β4CFEt + εjt ,

ð6Þ

where Cor is a measure of corruption (the three measures
of Cor are regressed one at a time), Corjt − 1 represents
the instrumented corruption. Ctlsjt − 1 is a vector of the
control variables of country j at time t. TFEt and CFEj are
time and country fixed effects respectively. Table 6
reports the results using dynamic GMM. Table 7 presents

the results. The coefficients are negative and statistically
significant at the 1% level. The coefficients for FEPI in
models 1–3 are: CPI (β = −0.692; t-statistics = −2.47),
WGI (β = −0.352; t-statistics = −2.03) and ICRG
(β = −0.799; t-statistics = −3.25), which show that our
main results are robust.

4.4.2 | Robustness checks using equity
home bias

Table 8 provides robustness checks and an alternative
explanation to the base-line regression in Table 4. As in
the previous specification, we include all the control vari-
ables, time fixed effects (TFEt) and country fixed
effects (CFEj).

Corjt = α+ β1:EHBIASjt + β2:Ctlsjt + β3:TFEt

+ β4:CFEj + ϵjt: ð7Þ

In Equation (7) Corjt represents one of the three mea-
sures of corruption (CPI, WGI, and ICRG). EHBIASjt is
equity home bias. As in the previous specification, we
include all the control variables, time fixed effects (TFEt)

TABLE 7 Dynamic GMM [Equation (6)]

Model (1) CPI Model (2) WGI Model (3) ICRG

FEPI −0.692** (−2.47) −0.352** (−2.03) −0.799*** (−3.25)

OilExp −0.159*** (−3.95) −0.215 (−0.45) −0.231 (−0.40)

GDPPC −0.624*** (−3.22) −0.483** (−1.99) −0.671*** (−2.55)

PreFre −0.143** (−2.35) −0.210*** (−4.42) −0.646** (−2.22)

PolStab −0.741*** (−3.76) −0.587** (−2.38) −0.876** (−2.34)

NatRes 0.152*** (2.87) 0.211*** (3.90) 0.247* (1.76)

TROPN −0.529 (−2.05) −0.344 (−1.47) −0.155 (−1.10)

Dem −0.156*** (−3.30) −0.176*** (−4.33) −0.179*** (−3.02)

Lagged CPI −0.308** (−2.31)

Lagged WGI −0.444*** (−4.12)

Lagged ICRG −0.457*** (−5.09)

AR(2) 48 63 55

Hansen J statistics 60 57 66

Difference Hansen J statistics 72 69 75

Country fixed effects Yes Yes Yes

Year fixed effects Yes Yes Yes

Notes: This table reports the results of robustness tests using a dynamic GMM panel model to estimate three specifications of Equation (6).
In each specification, the dependent variable is one of the three measures of corruption (i.e., CPI, WGI and ICRG). The explanatory variable
of interest is foreign equity portfolio investment. All the control variables are defined in the notes to Table 2. The t-statistics, reported in
parentheses, are based on double clustered SEs (clustering done at the country and year levels). For tractable interpretation, all the coeffi-
cients are reported as elasticity and the statistical significance is reported against 10% (*), 5% (**) and 1% (***) significance levels,
respectively.
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and country fixed effects (CFEj). The coefficient of EHBIAS
is positive and statistically significant at the 1% level across
the three corruption measures (models 1–3). This is in line
with the view that the prevalence of equity home bias
increases information asymmetry, segments the stock mar-
ket, and makes domestic institutional investors build close
ties with government to extract rent. Government interven-
tions directly affect country-level corruption. Local investors
will not seek to influence government and political account-
ability by either demanding stringent insider trading laws
and enforcement, or punishment for corrupt public officers.

5 | CONCLUSION

The results in this paper show that foreign equity portfolio
flow reduces corruption. This is consistent with the view
that competition and international regulatory pressures
around the world provide foreign investors with enough
bargaining power to put pressure on host governments to
be more accountable and transparent thereby reducing
corruption. We find that corruption appears prevalent in
countries where domestic investors dominate the stock
market. The results are remarkable as the direct negative
effect of foreign equity portfolio flow on cost of capital is
indirectly accompanied by a reduction in corruption.

We find that SMD and central bank transparency
interact with FEPI to reduce corruption. This supports
the view that foreign equity investors are not only
attracted to countries that have developed stock mar-
kets and transparent central banks, but these foreign
equity investors play a key, and direct role in reducing
corruption levels in the host countries. Our study has
policy implications for countries that aim to reduce
corruption. For instance, countries such as Argentina,
China, Egypt, India and Ukraine with lower central
bank transparency can take measures to improve on
their central bank transparency index to attract inter-
national equity investors. This is consistent with the
view that foreign equity investors from well-governed
countries export good governance to the host countries.
To the best of our knowledge, our study is the first to
show the association between FEPI and corruption,
and further establish that the association is directly
linked to SMD and central bank transparency. Despite
the significant contribution, it is important to point out
that this study focuses on how foreign equity invest-
ments may impact on the fight against corruption
rather than exacerbate country-level corruption. We
urge that future study should explore how foreign
equity investments may have both the positive and
negative impact on corruption.

TABLE 8 Corruption and equity

home bias [Equation (7)]
Model (1) CPI Model (2) WGI Model (3) ICRG

EHBIAS 0.179*** (3.57) 0.233** (2.14) 0.147*** (2.66)

OilExp 0.231*** (6.68) 0.119*** (3.45) 0.357*** (2.72)

GDPPC −0.355*** (−6.01) −0.190*** (−5.82) −0.272*** (−3.97)

PresFre −0.179*** (−5.70) −0.359*** (−3.14) −0.375** (−2.39)

PolStab −0.184*** (−4.35) −0.232*** (−5.61) −0.180*** (−7.46)

NatRes 0.750*** (4.58) 0.398** (2.49) 0.649*** (4.93)

TROPN −0.195** (−2.36) −0.698** (−2.47) −0.128*** (−3.17)

Legal_O −0.499** (−2.00) −0.328 (−1.47) −0.564** (−2.42)

Dem −0.101 (−1.41) −0.524 (−1.05) −0.131* (−1.90)

Constant 1.827*** (3.59) 1.308*** (5.79) 2.354*** (4.97)

Number of observations 634 634 634

Adj. R-square 0.59 0.51 0.55

Country effects Yes Yes Yes

Year fixed effects Yes Yes Yes

Notes: This table reports estimates of three specifications of Equation (7). In each specification,
the dependent variable is one of the three measures of corruption (i.e., CPI, WGI and ICRG).
The explanatory variable of interest is equity home bias. All the control variables are defined in
the notes to Table 2. The t-statistics, reported in parentheses, are based on double clustered SEs
(clustering done at the country and year levels). For tractable interpretation, all the coefficients
are reported as elasticity and the statistical significance is reported against 10% (*), 5% (**) and
1% (***) significance levels, respectively.

KWABI ET AL. 83



ORCID
Frank Kwabi https://orcid.org/0000-0003-2981-4086
Agyenim Boateng https://orcid.org/0000-0002-0599-
9365
Samuel Fosu https://orcid.org/0000-0002-5841-0059

ENDNOTES
1 Regulatory pressures encompass legislation such as US Foreign
Corrupt Practices Act, 1997, Convention on Combating Bribery of
Foreign Officials in International Business Transactions by Orga-
nisation for Economic Cooperation (OECD) countries and legisla-
tive provisions which prohibit foreign investors from paying
bribes.

2 For a comprehensive review of equity home bias (see Karolyi &
Stulz, 2003; Lau et al., 2010; Lewis, 1999).

3 We acknowledge that one may be sceptical whether corrupt coun-
tries attract equity portfolio flow. Evidence from the Coordinated
Portfolio Investment Survey (CPIS) of IMF shows that equity
investment continues to flow into perceived corrupt countries.

4 Bureaucratic corruption is the abuse of position by public officials
for private gains by public officials by demanding bribes or
actively extorting them (see Dzhumashev, 2014).

5 Reasons for equity home bias include high transaction cost, differ-
ences in corporate governance, investor protection standards, and
separate legal status given to domestic and foreign investors,
country level transparency, and information asymmetry.

6 ICAPM suggests that investors should construct an internation-
ally diversified equity portfolio relative to the country's world
market capitalization benchmark weight.

7 https://viewfromthewing.boardingarea.com/2016/07/14/united-
airlines-enters-non-prosecution-agreement-smisek-port-authority-
scandal/.

8 This is to ensure that foreign equity portfolio flow is not sensitive
to a particular corruption data source and also to provide robust-
ness to the study.

9 The Transparency International CPI mainly measures corruption
perception in the public sector.

10 The World Governance Indicators provide perceived corruption
data in private and public sector.

11 Existing studies modeling the causes of corruption are: (Brunetti
& Weder, 2003; Fisman & Gatti, 2002; La Porta, Lopez-de-
Silanes, Shleifer, & Vishny, 1999; Persson et al., 2003
Treisman, 2000).

12 Please see Lewis (1999) for extensive literature review of the
equity home bias phenomenon.
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APPENDIX A

TABLE A1 Definitions of variables

Variable Abbreviation Description

Corruption perception index CPI The corruption perception index obtained from Transparency
International.

World Governance Index WGI The corruption measure sourced from World Governance Indicators of
the World Bank.

International country risk guide ICRG The corruption measure obtained from International Country Risk
Guide of Political Risk Services.

Foreign equity portfolio investment FEPI The log value of country wise bilateral foreign portfolio allocation from
country i in country j at time t.

Equity home bias EHBIAS The equity home bias and is calculated as the log value of the share of
domestic investors in their own country's stock market capitalization
(l) relative to the country's world market capitalization weight.

Central bank transparency CBTransp The central bank transparency measure based on Eijffinger and
Geraats (2006).

Market capitalization scaled by GDP MGDP The market capitalization as a percentage of GDP.

Oil export OilExp The oil export measure obtained from World Development Indicators.

GDP per capita GDPPC The gross domestic product per capita sourced from World
Development Indicators.

Press freedom PreFre The press freedom indicator measure is World Governance Indicators
sub-component of voice and accountability.

Political stability PolStab The political stability measure ranging from 0–100 with higher rating
indicating greater stability obtained from World Governance
Indicators.

Natural resources NatRes The natural resources measure obtained from World Development
Indicators of the World Bank.

Trade openness TROPN The trade openness measured as the ratio of a country's annual exports
plus imports divided by GDP. We sourced data from World
Development Indicators.

Legal origin Legal_O The English legal origin.

Democracy Dem The democratic measure of a country obtained from ICRG.
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