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Financial globalizationFinancial globalization

Since end of World War II, dramatic reduction in barriers 
to international investment.

Neo-classical model predicts a flat world for finance: 
Extensive risk-sharing across countries and reduction in 
the role of countries.

Since the early 1990s, formal barriers to international 
investment have been low.

Neo-classical models predict that the home bias should 
have shrunk dramatically.



Home bias: 1994Home bias: 1994--20042004

On an equally-weighted basis across 47 countries, the 
home bias of U.S. investors has not shrunk.

On a value-weighted basis across the same countries, 
the home bias has shrunk significantly. 

So, U.S. investors increased their allocations to countries 
with high market capitalizations, but not to the other 
countries.



Why?Why?

Portfolio choice theories of the home bias ignore the 
impact of governance on foreign equity investment

Governance: The institutions that insure that investors 
can expect a return on their investment 

Direct effect of governance: Poor governance reduces 
the fraction of shares  available to foreign investors 
because it leads to higher insider ownership

Indirect effect of governance: Poor governance reduces 
the expected return of foreign investors relative to the 
returns of resident investors



ResultsResults

Strong evidence on direct effect; weak evidence on 
indirect effect.

Insider ownership has not fallen across countries on 
average

Using U.S. data at the country level, we find that the 
home bias fell more in countries where insider ownership 
fell more

Using Korean firm level data, we find the same result at 
the firm level



RoadmapRoadmap

The direct effect of governance on foreign equity 
ownership 

Insider ownership across the world 

The evolution of the home bias of American investors 

The home bias towards Korean firms and its evolution



Why the direct effect of governance?  Why the direct effect of governance?  

Poor governance means more private benefits for insiders

Private benefits have deadweight cost

Consumption of private benefits is less beneficial when ownership is 
higher because insiders steal more from themselves

So, if insiders own more shares, they reduce deadweight costs of
private benefits

So, insider holdings are high when investor protection is low 



Percentage of Outstanding Shares Percentage of Outstanding Shares 
Held by Block HoldersHeld by Block Holders

(48 countries in 2002; Source: (48 countries in 2002; Source: WorldscopeWorldscope))

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

Ir
el

an
d UK US

N
et

he
rl

an
ds

A
us

tr
al

ia
S

w
itz

er
la

nd
Ca

na
da

Ko
re

a
Ta

iw
an

Fi
nl

an
d

Sw
ed

en
S

ri 
La

nk
a

Ve
ne

zu
el

a
Fr

an
ce

No
rw

ay
Ja

pa
n

P
or

tu
ga

l
Ita

ly
Hu

ng
ar

y
Is

ra
el

D
en

m
ar

k
So

ut
h 

Af
ri

ca
Zi

m
ba

bw
e

Be
lg

iu
m

G
er

m
an

y
Br

az
il

A
rg

en
tin

a
Sp

ai
n

Ne
w

 Z
ea

la
nd

Lu
xe

m
bo

ur
g

M
al

ay
si

a
Th

ai
la

nd
In

di
a

Si
ng

ap
or

e
G

re
ec

e
A

us
tri

a
P

hi
lip

pi
ne

s
H

on
g_

Ko
ng

Ch
ile

Tu
rk

ey
In

do
ne

si
a

P
ol

an
d

Jo
rd

an
Ch

in
a

P
ak

is
ta

n
Cz

ec
h 

R
ep

M
ex

ic
o

P
er

u



Implications for portfolio investorsImplications for portfolio investors

Portfolio investors can only hold shares not held by 
insiders

Insiders are typically residents

So, foreign portfolio investors can only hold shares not 
held by insiders

For foreign portfolio investors to be able to increase their 
holdings substantially in many countries, insider 
ownership has to fall



France: Portfolio theoriesFrance: Portfolio theories

Residents
Foreigners

95.75%

4.75%



France: The real worldFrance: The real world

Insiders
Minority

58.10%

41.90%



ValueValue--weighted insider ownership weighted insider ownership 
change: 1994change: 1994--20042004
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Home biasHome bias

How to measure it?

1 – (share in U.S. portfolio)/(share in world portfolio)

Which world portfolio? Float or not float? 

Only float is attainable.

However, the total world portfolio is the correct portfolio 
to measure risk sharing.



Change in home biasChange in home bias
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AveragesAverages



Regressions: Equity market Regressions: Equity market 
characteristicscharacteristics



KoreaKorea

Data from 1996 to 2004.

Limits disappeared for most companies in 1998.

Look at 1998-2004.

Differentiate FDI firms.



Foreign nonForeign non--FDI investmentFDI investment
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Level Regressions Level Regressions 



Change RegressionsChange Regressions

Economic
significance for
large firms:

-10% inside own.
+5.2% foreign



Conclusion IConclusion I

No reduction of home bias on equally-weighted basis.

Home bias falls as insider ownership falls.

Without FDI, foreign portfolio investment is bounded by 
insider ownership. 

Foreign portfolio investment increases as insider 
ownership falls.

Some evidence that governance has an indirect effect as 
well, but harder to gauge.



Conclusion IIConclusion II

Poor governance limits a country’s ability to take 
advantage of the benefits from financial globalization

The paper has focused on equity investments, but poor 
governance also affects the composition of foreign 
investment 
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