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Abstract

The impact of foreign investor protection on portfolio choices negatively depends on the degree of do-
mestic investor protection enjoyed by the investor. The coe¢ cient of foreign countries�investor protection
scaled by world average is therefore not constant across investing countries. The ratio foreign to domestic
investor protection rights index is shown instead to be a plausible common driver of international portfo-
lios. Phrased di¤erently, domestic investor protection replaces the world average corporate governance in
the construction of the relevant measure driving international portfolio choice. If the weight attached to
the domestic factor in the construction of the average measure is large enough it can determine, almost
completely, the world average corporate governance. This outcome is consistent with a setting in which
the investor, strongly hit by information constraints, places a disproportionally large weight on domestic
information considered as more reliable because observed at a higher precision.
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1 Introduction

Nowadays investors still display a strong preference for domestic assets notwithstanding the bene�ts from

international diversi�cation of equity portfolios documented long ago (Markowitz (1952); Sharpe (1964);

Grubel (1968); Levy and Sarnat (1970); Solnik (1974)). Several attempts have been made to rationalize the

so-called "home bias" phenomenon (Lewis (1999); Karolyi and Stulz (2003)): proposed explanations refer

to barriers to international investment (Stulz (1981); Tesar and Werner (1995)), behavioral bias consisting

in over-optimism of domestic investors toward domestic assets (French and Poterba (1991); Strong and Xu

(2003); Li (2004)), hedging of background risk (Cooper and Kaplanis (1994); Baxter and Jermann (1997);

Pesenti and van Wincoop (2002)), information asymmetry between domestic and foreign investors (Gehrig

(1993); Chan et al. (2005); Portes and Rey (2005)).

Recent literature has placed particular emphasis on the role played by investor protection rights. Previ-

ous work originating from La Porta et al. (1998) underlines how investor protection a¤ects �nancial market

development, that is, the supply of equity, leaving the demand side mostly unexplored. This latter perspec-

tive is relevant insofar as one accounts for heterogeneity across investors.

Leuz et al. (2009) investigate the impact of �rm-level corporate governance on foreign holdings and �nd

that US investors invest less in foreign �rms with poor outsider protection and opaque earnings. In particular,

they �nd that foreign holdings in �rms with poor governance are driven by information asymmetry. Giofré

(2013) highlights how laws protecting di¤erent interests asymmetrically a¤ect foreign stakeholders. More

speci�cally, foreign shareholders appear to appreciate strong creditor rights, which potentially mitigate the

riskiness of projects, while bondholders are negatively a¤ected by strong shareholder rights, which might

induce the �rm to engage in excessively risky behavior. Giannetti and Koskinen (2010) show that investor

protection impacts �nancial market development by in�uencing the demand for equity, because di¤erent

classes of investors �controlling shareholders and outside shareholders�can di¤er in the bene�ts accruing to

them and therefore in their willingness to pay for stocks.

The asymmetric impact of corporate governance on di¤erent categories of investors (Leuz et al. (2009);

Giannetti and Koskinen (2010); Giofré (2013)) emphasizes that its impact may crucially depend on the

nature of the investor. In this paper we are particularly interested in the role played by domestic investor

protection, that is legislation protecting minority shareholders at home.

Giannetti and Koskinen (2010) include domestic investor protection in the analysis and �nd that it

2



in�uences the portfolio share invested in domestic assets: in weak investor protection countries, portfolio

investors�foreign holdings are larger than in countries where minority shareholders are better protected.

However, their analysis assumes that corporate governance evenly a¤ects all foreign investors. Recently

Giofré (2014) has shown that the hypothesis of an even impact of corporate governance on foreign investment

is rejected by the empirical evidence. Conversely, the stronger is the domestic protection of shareholder rights

the lower is the impact of foreign corporate governance on portfolio investment. Giofré (2014) brings to

light a perverse e¤ect of strong domestic investor protection rules: they dampen the attractiveness of well

protected foreign investment relatively more than that of poorly governed countries�assets. Countries with

higher corporate governance standards are therefore relatively more underweighted in portfolios held by

better regulated investing countries than in portfolios held by countries displaying low investor protection.

In this paper we aim to �nd a testable explanation of the role of domestic corporate governance in

dampening the e¤ect of foreign investor protection legislation.

Since information asymmetries between foreign and local investors are particularly severe with respect to

the evaluation of a �rm�s governance structure (Leuz et al. (2009); Kho et al. (2009)), investors are supposed

to observe domestic corporate governance with a much higher precision than foreign corporate governance.

As a consequence, investors may attach a superior degree of reliability �and therefore a higher weight�to

the index of domestic investor protection. If this weight in the world average index is large enough then the

average can be approximated by a function of the domestic index. A proposed measure is the ratio foreign

to domestic antidirector rights index. This is a measure of "comparative corporate governance", a concept

close to the "comparative ignorance" theory developed by Fox and Tversky (1995) and Fox and Weber

(2002): what matters for international portfolio choice is the protection of shareholder rights in the foreign

country relative to the protection a¤orded at home. The innovative contribution of the present paper hinges

precisely on the proposal of an alternative measure of corporate governance and on the implementation of

a rigorous test of its interpretation and e¤ectiveness.

The remainder of this paper is organized as follows. Section 2 describes the conceptual framework, the

estimable equation and its main testable implications. Section 3 presents the data and some descriptive

statistics. Section 4 illustrates the results. Section 5 concludes.
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2 A conceptual framework

Our framework hinges on equilibrium portfolio allocations in which investors are supposed to face di¤erent

costs from investing in various �nancial markets. According to Gehrig (1993), foreign investments appear

on average more risky to domestic investors�leading to an information-based justi�cation to home bias�

and portfolios di¤er among investors depending on their perceived variance-covariance matrix. We adopt

this approach allowing for a di¤erent investor-speci�c perceived variability of return for each foreign index

included in the investment opportunity set.

Absent any investor-speci�c factor, the "unbiased" portfolio holding of an asset depends, as in standard

portfolio choice theory, on asset characteristics (risk and return)1. When considering equilibrium asset

holdings without investment barriers, all investors ought to hold the same portfolio, i.e., the value-weighted

portfolio, in which each asset is weighted according to its share in world stock market capitalization. The

same portfolio is still universally optimal in equilibrium even in the presence of investment barriers, provided

that these barriers identically a¤ect all investors. Conversely, heterogeneity in investment barriers generates

a wedge between the investor-speci�c portfolio and the value-weighted portfolio. This wedge depends, in

particular, on the distance between the pair-speci�c investment barrier of country l investing in country j

and the average barrier calculated over all countries investing in the same asset j.

The optimal portfolio weight in asset j (wlj) by country l is

wlj =
1

Dlj
MSj or

wlj
MSj

=
1

Dlj
(1)

where MSj is the market share of asset j in the world market capitalization and Dlj represents the

relative (to the world average) investment barriers of country l investing in asset j2. Investors residing in

country l will demand a share of asset j greater than its market share in proportion to
1

Dlj
, that is the

reciprocal of the relative investment barrier3.

The ratio wlj
MSj

can be interpreted as the foreign bias in asset j of a representative investor in country

l. A portfolio share wlj larger than j�s market share signals that asset j is over-weighted in country l�s

portfolio and vice versa.

1Details on the derivation of our stylized model are available upon request from the author.
2Note that if Dlj = 1, i.e., if the investment barrier of country l in country j is equal to the average, then MSj is optimally

held in equilibrium.
3Our theoretical framework is equivalent to the return-reducing approach of Cooper and Kaplanis (1994) and Chan et al.

(2005). In fact, in equilibrium, what matters is the investment barrier relative to the average.
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2.1 Estimable equation and testable implications

2.1.1 Estimable equation

To estimate (1) we must provide an empirical counterpart to the variableDlj , which is not directly observable.

Our �nal estimable regression can be rewritten as follows

�
wlj
MSj

�
= �+

P
i=1;::;I

�iXi
lj +

P
n=1;::;N

�nY nlj + "lj (2)

We consider i regressors, denoted by Xlj and n dummy variables Ylj to capture pair-speci�c investment

barriers.

To estimate the above parameters, we adopt a feasible Generalized Least Squares speci�cation which

assumes the presence of cross-section heteroskedasticity and includes �xed e¤ects for investing countries,

time dummies, with a cross-section weight correction of the variance-covariance matrix.

When including K variables capturing destination-speci�c factors our speci�cation becomes

�
wlj
MSj

�
= �+

P
i=1;::;I

�iXi
lj +

P
n=1;::;N

�nY nlj +
P

k=1;::;K

�kZkj + "lj (3)

The main variable of interest in the paper is an index of minority investor protection. The index of share-

holder rights (or antidirector rights, ADR henceforth) originates from La Porta et al. (1998) and measures

how strongly the legal system favours minority shareholders against managers or dominant shareholders

in the corporate decision making process. We adopt the "corrected" ADR index (S_ADRj) as re�ned in

Spamann (2010).4 The author, by a reexamination of the legal data, derives more precise estimates of ADR

leading to corrections for forty-three out of the forty-six countries analyzed in La Porta et al. (1998). The

di¤erence between corrected and original values is such that many empirical results established using the

original indexes may not be replicable with corrected values.

We isolate the destination country j�s ADR out of the pool of K destination country factors to separately

discuss its coe¢ cient. For consistency with the conceptual framework illustrated above, all covariates enter

the equation in relative terms, i.e., scaled by their world average. Therefore, our econometric equation can

be speci�ed as follows:

4See Spamann (2010) for further details on the corrected index.
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�
wlj
MSj

�
= �+

P
i=1;::;I

�iXi
lj +

P
n=1;::;N

�nY nlj +
P

k=1;::;K�1
�kZkj + �

K(S_adrj) + "lj (4)

where S_adrj is the Spamann ADR index (S_ADRj) scaled by its world average.

Standard asset pricing models assuming a representative agent predict that di¤erences in observable

characteristics of the asset, such as investor rights and �nancial development of the issuing �rm or country,

should be capitalized in share prices such that investing in any stock will be a fair investment regardless

of the issuer�s level of investor protection (Dahlquist et al. (2003)). All equilibrium factors, common to

domestic and foreign investors, are captured on the left-hand side of equation (2) by the market share,

which is jointly determined with the market price in equilibrium.

However, when accounting for heterogeneity across investors, the equilibrium price discount discloses

only the average behavior thus inducing under- or over-investment by those investors for which the price

discount is, respectively, too low or too high (Leuz et al. (2009); Giannetti and Koskinen (2010)). In

particular, this price discount is likely not su¢ cient for investors, such as foreign ones, who plausibly face

information problems beyond those of domestic investors (Leuz et al. (2009)). The home bias puzzle can be

read as evidence of the asymmetric perception of asset characteristics by home and foreign investors thus

breaking the representative agent hypothesis5. In the presence of heterogeneity, a wedge emerges between

the actual position (w) and the market share. If all investors, domestic and foreign, equally perceived

the level of investor protection in country j, this would be perfectly priced and should have no impact on

portfolio allocation decisions. The evidence of a signi�cant positive role played by investor protection in

shaping foreign portfolios precisely underlines its stronger impact for foreign investors.

However, further heterogeneity sources may also exist within the group of foreign investors, such as

di¤erences in investor protection legislation across investing countries. This heterogeneity dimension matters

insofar as, for instance, domestic legislation a¤ects investors�evaluation of foreign protection. In this case,

the e¤ect exerted by foreign corporate governance would be correlated with domestic investor protection

and thus di¤erences in the incentives to international portfolio diversi�cation would emerge.

2.1.2 Testable implications

Giofré (2014) �nds that the sensitivity of foreign investment to foreign corporate governance is signi�cantly

5Gehrig (1993) and Kang and Stulz (1997), among others, focus on the role played by information asymmetry in determining
the home bias evidence. See Lewis (1999) for a comprehensive review on the home bias literature.
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lower for investing countries with stronger corporate governance rules6. We need to test if this evidence

is robust across di¤erent sample and regression speci�cations. Indeed, di¤erently from Giofré (2014), in

this paper, on the one hand, the sample encompasses the �rst stage of the crisis and, on the other hand,

the regression speci�cation does control for investing country �xed e¤ects, which are not included in Giofré

(2014) because the domestic investor protection �an investing-country speci�c facor�is included linearly in

the estimated equation.

To test this hypothesis in our sample we �rst check if S_adrj equally a¤ects all foreign investing countries,

that is, if the coe¢ cient �K does not vary across investing countries featuring di¤erent degrees of investor

protection.

If our �ndings are in line with Giofré (2014) we should observe that the coe¢ cient �K estimated in

the sub-sample of investing countries featuring ADR below (or equal to) the median, is larger than the

coe¢ cient estimated in the sub-sample of investing countries featuring ADR above (or equal to) the median.

We add an interaction term between foreign (S_adrj) and domestic ADR (S_adrl) to estimate, over the

whole sample of investing countries, the indirect impact of S_adrl on international portfolios7.

�
wlj
MSj

�
= �+

P
i=1;::;I

�iXi
lj +

P
n=1;::;N

�nY nlj +
P

k=1;::;K�1
�kZkj + �

K(S_adrj)+ (S_adrj �S_adrl)+ "lj (5)

A coe¢ cient

 < 0 (preliminary condition)

would imply that more protective corporate governance standards at home make investors less sensitive

to foreign corporate governance when internationally diversifying their portfolios.

Under the assumption that the above condition holds, the focus of the present paper is providing a

testable interpretation to this evidence. We recall that S_adrj is constructed as the Spamann antidirector

rights index (S_ADRj) scaled by the world average index (S_ADR), representing the universal benchmark

against which foreign countries are confronted.

6The time span covered in Giofré (2014) is 2001-2006, that is a pre-crisis period.
7Notice that the inclusion of investing-country �xed e¤ects prevents us from including any investor-speci�c variable, such as

the domestic investor protection.
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S_adrj =
S_ADRj
S_ADR

We suspect that the world average index is di¤erently perceived by investors because of the weight each

investor attaches to the various components of the index. Since information asymmetries between foreign

and local investors are particularly severe with respect to the evaluation of a �rm�s governance structure

(Leuz et al. (2009); Kho et al. (2009)), investors are likely to observe domestic corporate governance at

a much higher precision than foreign corporate governance. As a consequence, investors may attach a

superior degree of reliability �and therefore a higher weight�to the index of domestic investor protection.

If the domestic weight in the world average index is large enough, the average can be approximated by a

function of the domestic index.

S_ADR ' f(S_ADRl)

Then the term S_adrj in equation (4) is replaced by
S_ADRj
f(S_ADRl)

and the equation to be estimated

becomes

�
wlj
MSj

�
= �+

P
i=1;::;I

�iXi
lj +

P
n=1;::;N

�nY nlj +
P

k=1;::;K�1
�kZkj + �̂

K S_ADRj
f(S_ADRl)

+ "lj (6)

The resulting variable is a measure of "comparative corporate governance", a concept close to "com-

parative ignorance" (Fox and Tversky (1995), Fox and Weber (2002)): what matters for portfolio choice is

the protection of shareholder rights in the foreign country relative to the protection a¤orded at home. The

innovative contribution of the present paper hinges precisely on the proposal of an alternative measure of

corporate governance and on the implementation of a rigorous test of its interpretation and e¤ectiveness.

To test the validity of our theory on "comparative corporate governance", after the "preliminary condi-

tion", we need three additional conditions to be veri�ed.

We need �rst to verify the consistency of our interpretation ("consistency condition"). If domestic

corporate governance dampens the e¤ect of the destination country ADR because it approximates the world

average, then the weight attached to S_ADRl must be, at the largest, equal to one. In this extreme case,

the world average index would coincide with the domestic index. In all intermediate cases, a variation in

the domestic index should induce a less than proportional variation in the function f(S_ADRl).

In more formalized terms, let us consider a sequence fn of continuous and strictly increasing functions
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of S_ADRl

fn(S_ADRl) : [1;1) �! [0;1)

where, by de�nition, 1 is the lower bound for S_ADRl according to Spamann (2010).

To corroborate our interpretation, the linear function fh(S_ADRl) � S_ADRl must be weakly domi-

nating the sequence of functions fn, that is,

fh(S_ADRl) � S_ADRl=sup fn(S_ADRl) (consistency condition)

Any other function which dominates S_ADRl would be in contrast with our theory. Conversely, there

may exist alternative functions, dominated by fh; which are consistent with our theory since they imply

that the weight attached to the domestic index is lower than one.

In addition, the proposed "comparative corporate governance" measure must contribute to explain the

role of corporate governance in international portfolio choice ("signi�cativity condition"). To test its role,

we need to show that the data reject the null hypothesis that the coe¢ cient attached to this measure is

equal to zero:

�̂
K 6= 0 (signi�cativity condition)

The �nal condition is related to the e¤ectiveness of the measure proposed ("e¤ectiveness condition").

If the standard measure scaled by the world average index fails to capture a universal driver of corporate

governance, we need to show that the alternative measure we propose reaches the goal. We need to ascertain

that the coe¢ cient �̂
K
of the "comparative corporate governance" measure in equation (6) is in fact invariant

across investing countries displaying various level of domestic protection. The following condition must hold:

�̂
K
���
S_ADRl�median

= �̂
K
���
S_ADRl�median

(e¤ectiveness condition)

In sum, our empirical strategy will follow four steps. First, we verify the "preliminary condition":

since the coe¢ cient of S_adrj in equation (4) must be lower for investing countries with stronger investor

protection, the coe¢ cient  of the interaction term (S_adrj � S_adrl) must be negative, as shown by

Giofré (2014). As a second step, we need to propose an alternative speci�cation of the index that satis�es
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the "consistency condition", which would support our interpretation of domestic investor protection as an

investor-speci�c proxy for the world average index. Third, we need to show that the coe¢ cient of the index

proposed is statistically signi�cant ("signi�cativity condition"). Finally, also the "e¤ectiveness condition"

must be veri�ed: the proposed measure should display the desirable property of being invariant to the degree

of shareholder protection at home.

3 Data and descriptive statistics

3.1 Data

We consider foreign portfolio investments in equities by 14 major investing countries�Austria, Belgium,

Canada, Denmark, Finland, France, Germany, Italy, Japan, the Netherlands, Spain, Sweden, United King-

dom, and the United States�for the period 2001�2008. We adopt the CPIS (Coordinated Portfolio Invest-

ment Survey, by IMF) dataset which has been exploited in many recent papers (Lane and Milesi-Ferretti

(2007); Sorensen et al. (2007); Fidora et al. (2007); Foad (2011)). This survey collects security-level data

from the major custodians and large end-investors. Portfolio investment is broken down by instrument

(equity or debt) and residence of issuer, the latter providing information on the destination of portfolio

investment.8

The opportunity set is made up of 20 destination stock markets: Australia, Austria, Belgium, Canada,

Denmark, Finland, France, Germany, Hong Kong, Italy, Japan, Korea, Mexico, Netherlands, Portugal,

Singapore, Spain, Sweden, United Kingdom, and the United States.9 ;10

The full set of regressors included in the analysis is described in detail in Appendix A.2, while their

impact on portfolio investment is discussed in next sections.

8While the CPIS provides the most comprehensive survey of international portfolio investment holdings, it is still subject to
a number of important caveats. See www.imf.org/external/np/sta/pi/datarsl.htm for more details on the survey.

9Since we focus on foreign portfolio allocation, the destination stock markets number 19, since the domestic country is
excluded from analysis. The GLS regression is run, therefore, on 2110 observations (19 observations for each year for each
investing country, with some missing values). As a common practice, Switzerland, Luxembourg and Ireland are excluded from
the sample since considered as mainly o¤-shore �nancial centres.
10Notice that even though our investment opportunity set is restricted to 20 out of more than 235 countries available in the

CPIS dataset, excluded countries cover on average less than 3 percent of total stock market participation (ranging from less
than 1 percent in Canada to slightly more than 6 percent in Austria).

10



3.2 Descriptive statistics

Table 1 shows the average domestic portfolio share held by each investing country in the period 2001-2008.

For reference, we report in the second column the average market share. The "home bias" statistic, a widely

used measure of underdiversi�cation, can be computed as the ratio of domestic share to market share: a

value larger than 1 signals a disproportionate investment in domestic assets. As expected, all countries

display home bias: they invest internally more than 50 percent of their portfolio, with Austria, Belgium and

Netherlands as the only exceptions.

*TABLE 1 about here*

Table 1 also reports S_ADRl, the Spamann ADR index (Spamann (2010)) associated with each investing

country.

At the bottom of the table we compute the correlation coe¢ cient of the S_ADRl index with, alter-

natively, domestic share investment, market share and home bias (domestic share/market share). The

coe¢ cient is not statistically di¤erent from zero in all cases signaling that the degree of investor protection

at home does not per se induces more or less domestically concentrated portfolios.

In Table 2 we focus our attention on foreign portfolio shares. In columns (a) and (b) of Table 2, we report

the average foreign share and the corresponding fraction of world stock market capitalization, respectively.

The foreign bias is computed as the ratio of actual share to market share, following equation (1). Column

(c) shows the average foreign bias in several destination countries, obtained by averaging across investing

countries the foreign bias: a value equal to 1 implies that foreign assets enter portfolios with a weight equal

to their relative stock market share. The average foreign bias almost systematically below unity means that

foreign assets are generally underweighted in portfolios and this is the mirror image of the strong home bias

reported in Table 1. Beyond this common picture of major stock markets, a notable degree of heterogeneity

in bias toward various foreign assets emerges: there might exist country-speci�c factors�among which are

investor protection laws�making some countries more attractive than others to foreign investors.

*TABLE 2 about here*

Column (d) reports the standard deviation of the foreign bias around the average, a measure providing

information on the dispersion of the foreign bias displayed by various investing countries with respect to the

same asset. Also along this dimension the degree of dispersion is quite large being the standard deviation
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almost 90 percent of the average bias for stocks. This points to the important role of investing countries�

speci�cities a¤ecting international diversi�cation patterns. Let us emphasize that the foreign bias consists

of the foreign investment scaled by the market share: a large foreign bias then can be the result of a high

foreign investment, a low market share or both of them. For instance, Sweden and Finland are the only two

countries displaying an average foreign bias larger than one, and this is mainly due to their relatively low

market share. Moreover, these countries also display an anomalous high variability in foreign bias due to

the exceptionally high investments by Scandinavian countries.

The correlation coe¢ cient between the S_ADRl index and the average foreign share, the market share,

the average foreign bias, and the standard deviation of the foreign bias is never statistically signi�cant thus

suggesting that the impact of corporate governance on international portfolios needs to be properly seized

in a multivariate regression model which accounts for other relevant factors.

4 Results

The statistics on foreign bias discussed above reveal a great deal of heterogeneity across both destination

and investing countries and point to the importance of analyzing the speci�c allocation pattern of various

foreign investors. The existence of national speci�cities makes crucial to control for pair-speci�c factors

whose impact cannot be priced by the market. Before considering the joint e¤ect of foreign and domestic

ADR let us account for other standard factors in�uencing international portfolio investments.

4.1 Proximity regressors

The literature has stressed how market proximity captures the in�uence of asymmetric information on

investor portfolio choice (Gehrig (1993); Brennan and Cao (1997); Kang and Stulz (1997)).

Many empirical contributions �nd that the cultural and geographic proximity of the market has an

important in�uence on investor stock holdings and trading (Grinblatt and Keloharju (2001); Chan et al.

(2005); Portes and Rey (2005)).

*TABLE 3 about here*

In column (1) of Table 3 we regress foreign portfolio bias (wlj=MSj) on standard gravity variables such as

distance, common border dummy and common language dummy. The common border (language) dummy
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takes the value 1 if the investing and destination country share a common border (language) and 0 otherwise.

The �rst two variables, distance and common border, simply capture the physical distance between investing

and destination country. Since transactions in �nancial assets are "weightless", a role for distance may be

found only if it has informational content (Portes and Rey (2005)).11 The role of the common language

dummy is immediately interpretable, since foreign languages make collecting information more di¢ cult.

These variables play an economically and statistically signi�cant role in explaining the dependent variable

with a particularly strong impact of the common border dummy, quantitatively even larger (0.51) than the

median value taken by the foreign bias variable (0.42).

We then account for other variables capturing pair-speci�c linkages: namely, common currency area

(EMU), and common legal origin. The EMU dummy takes the value 1 if the investing and destination

countries are EMU members and 0 otherwise. The coe¢ cient is positive and signi�cant and its e¤ect is

quite large: EMU membership boosts foreign bias by 0.31 compared to non member countries. Our �ndings

are consistent with the evidence of Lane and Milesi-Ferretti (2007) and Balta and Delgado (2009), who �nd,

as a result of monetary integration, a notable increase in foreign investments in the Euro area by EMU

countries.

Finally, sharing the same legal origin might encourage cross-border investment since there is less fear of

unknown factors (Vlachos (2004); Lane (2006); Guiso et al. (2009)). We include a dummy variable taking

the value 1 if the investing and destination countries share the same legal family (English, French, German

or Scandinavian) and 0 otherwise. The coe¢ cient is positive as expected: sharing a common legal origin

determines an increase in the foreign bias by 0.07 percentage points. At a �rst glance, the economic impact

of this variable may appear almost negligible but is quite relevant in relative terms as it determines an

increase by almost 20% of the median value taken by the dependent variable.

Overall, these pair-speci�c factors have a quite strong explanatory power of foreign portfolio bias, as

con�rmed by the sizeable adjusted-R2 (0.48).

4.2 Foreign and domestic corporate governance

After controlling for proximity regressors, we shift our analysis to the ADR index, the variable representing

the focus of our paper.

11A separate role for the border dummy can be found insofar as this variable is considered as "correcting" the distance
variable, which is measured as the great circle distance between the capital cities of the destination and investing countries.
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The results on the positive e¤ect of shareholder rights on foreign investments are shown in column (2)

of Table 3 and are qualitatively consistent with recent evidence reported by Leuz et al. (2009), Thapa and

Poshakwale (2011) and Giofré (2013). Speci�cally, we �nd that an increase by 1 of the ratio S_ADRj index

to the world average (i.e., S_adrj) induces a twelve percentage points increase in foreign bias.12

The evidence that S_adrj signi�cantly impacts foreign investment implies that, within the universe of

investors holding assets j, domestic and foreign investors di¤er in the evaluation of the same factor, that

is, they asymmetrically evaluate investor protection rights. This outcome can be easily rationalized from a

foreign investor�s perspective because, as the literature shows, foreign investors are relatively more severely

a¤ected by information asymmetry (Leuz et al. (2009)). Such investors plausibly perceive assets as more

risky than do domestic investors (Gehrig (1993)), such that any institutional devices allowing investors to

reduce riskiness are more valuable to foreigners than to domestic investors.

The strong heterogeneity of portfolio holdings across foreign investing countries suggests a divergent

evaluation of the same asset characteristics not only between foreign and domestic investors but also among

foreign investors. We conjecture that the ADR a¤orded in the investing country can be a pivotal factor to

explain this evidence.13

We split our sample of investing countries according to their own level of domestic ADR (S_ADRl). We

report in columns (2a) and (2b) results when restricting the sample to investing countries featuring a level

of S_ADRl, respectively, below or above the median. The median S_ADRl value in the group of fourteen

investing countries included is equal to 4, with only two countries placed (strictly) below the median and

four placed (strictly) above. The very large number of countries taking a median value does not allow us

either to ignore them or to arbitrarily include them in either group. To ensure enough variability we then

confront two groups of countries, one (weakly) below the median and the other (weakly) above the median,

both of them including the median countries. Focusing on the coe¢ cient of the S_ADRj index we observe

that the impact of this variable is higher for investors bene�ting relatively weak investor protection at home

(0.18 versus 0.12).

To test the statistical signi�cance of this di¤erence, we report in column (3) the results from a regression

12 It is worth noting that the endogeneity critique often raised against La Porta et al. (1998) is much less an issue here. In
fact, in La Porta et al. (1998) the direction of causality between investor protection laws and development of �nancial markets
(aggregate asset supply) is controversial. In our setting instead the dependent variable is the bilateral foreign bias, that is, the
ratio between bilateral portfolio position and market share, and the direction of causality, if any, goes arguably from investor
protection to portfolio bias rather than vice versa.
13Note that any linear e¤ect of domestic ADR on foreign investment identi�ed by Giannetti and Koskinen (2010) is captured

in our setting by investing country �xed e¤ects.
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speci�cation, run over all investing countries, which includes both S_adrj and its interaction term with

S_adrl. The coe¢ cient of the S_adrj factor is quite high and signi�cant (0.31) and re�ects the impact of

S_adrj when S_adrl equals 0. As far as S_adrl increases the e¤ect of corporate governance in attracting

foreign investment decreases, as displayed by the negative and signi�cant coe¢ cient of the interacted variable

(-0.18). This result in consistent with Giofré (2014) and con�rms that S_adrl signi�cantly in�uences the

impact of S_adrj on foreign portfolio investment.

We control for other destination-speci�c factors, potentially correlated with S_adrj , which, if omitted,

can bias the coe¢ cients of the included regressors.

Previous literature has documented that fraudulent transactions, bribery, unenforceable contracts, legal

and regulation complexity can signi�cantly a¤ect portfolio investments (Gelos and Wei (2005); Leuz et al.

(2009)).

We account for two institutional variables which capture the soundness of the economic environment

from a more general to a more speci�c level: the �rst one is related to (control of) expropriation risk

while the second one captures the transparency of accounting rules. Control of the risk of expropriation

captures government stance toward business while accounting standards are critical to corporate governance

in that they render company disclosure interpretable. Aggarwal et al. (2005) �nd that countries with better

accounting standards, shareholder rights, and legal frameworks attract more US mutual fund investment

relative to benchmark indices. Their results emphasize that high-quality accounting information allows

foreign investors to monitor and protect their investments and to e¢ ciently allocate capital. Our results in

column (4) emphasize a signi�cant e¤ect of good accounting practices and of control of risk of expropriation

on foreign portfolio investment, with a similar quantitative impact (0.20).

Finally, a solid system of legal enforcement could substitute for weak "law on the books": Active and

well functioning courts can serve as recourse for investors aggrieved by management (La Porta et al. (1998)).

We control for the role of the e¢ ciency of the judicial system in attracting foreign investments. In column

(4) we show that this variable has a positive signi�cant e¤ect (0.19).

The introduction of these control factors moderately increases the impact of S_adrj (from 0.31 to 0.34)

and leaves almost unchanged the negative impact of the variable interacted with S_adrl (-0.18).

*TABLE 4 about here*
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4.2.1 Robustness

The key idea of the paper is to propose and test a possible interpretation for the role of domestic investor

protection in international portfolio choice. A necessary condition to achieve this goal is to provide robust

evidence that the "preliminary condition" holds: in Table 4 we control that this evidence is not due to the

particular time period considered and to measurement or de�nitional issues.

Financial crisis and �nancial regulation The time period we are considering may be non-neutral for

the analysis we perform since it encompasses the initial phase of the global �nancial crisis and the evolution

in �nancial market regulation in major economies. These events need to be accounted for both because they

might have had a direct impact on international diversi�cation incentives and, more importantly, because

these factors can a¤ect the way international portfolios respond to investor protection indexes.

During the global �nancial crisis of 2007-2008 an unprecedented large number of �nancial institutions

collapsed or were bailed out by governments. While this paper has not the ambition to investigate the

complex impact of the crisis on international portfolios, nevertheless it cannot neglect the phenomenon.

Column (1) of Table 4 reports results when a dummy for the 2007-2008 crisis is included while column (2)

also contains an interaction term between the index of investor protection and the crisis dummy. Indeed, it

may be the case that the relevance of corporate governance for international portfolio choice varies during

the crisis period. Our �ndings do not point to any signi�cant e¤ect �either direct or indirect�of the 2007-

2008 crisis on foreign portfolios. Of course we cannot infer from these �ndings that the crisis had no impact

on international diversi�cation: such an analysis requires a whole picture of the crisis �while here we restrict

to the initial phase only�and, more importantly, necessitates a rigorous investigation of the evolution of the

crisis and its forms of contagion across countries.

Major changes occurred in the regulatory framework of developed economies, in the aftermath of a

number of high-pro�le scandals. In 2002 the United States�Congress passed the Sarbanes�Oxley Act, with

a deadline of November 2004 for full compliance by �rms. The Act is the most important legislation a¤ecting

corporate �nancial reporting enacted in the United States since the 1930s. It not only imposes additional

disclosure requirements, but more importantly, proposes substantive corporate governance mandates.

In response, major economies emulated the Sarbanes-Oxley Act and the related rules adopted by US

exchanges and securities regulators. In Australia, the Corporate Law Economic Reform Program Act, a

modi�cation of the Corporations Act 2001 which governs corporate law, was enacted in July 2004. In
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2005, the government of Canada�s province of Ontario passed the Budget Measures Act, known as Bill 198,

which closely duplicates the regulatory requirements contained in the Sarbanes-Oxley Act. The deadline

for compliance for Canadian �rms was near the end of 2006. In June 2006, the Financial Instruments

and Exchange Act, that is the main statute codifying securities law and regulating securities companies in

Japan, was promulgated. It is often referred to as the Japanese Sarbanes-Oxley Act and became e¤ective in

April 2008 for companies listed in Japan. In July 2008 the 8th EU directive 2006/43/EC of the European

Parliament came into force in member states. This Directive is generally considered as the European

Sarbanes-Oxley Act.

While the impact of existing securities legislation is still under debate, these mandatory statutes brought

about deep changes on the regulatory and supervisory framework which might have a¤ected the perception

of investor protection in the system. We construct a dummy for �nancial system regulation, which is equal

to 1 for the countries involved, in the relevant years (0 otherwise).14 In column (3) of Table 4 we check

for a direct e¤ect of this variable on foreign investment. The coe¢ cient is not statistically di¤erent from

zero. In column (4) we test for an indirect e¤ect of the regulatory dummy, which is interacted with S_adrj :

we �nd again a non signi�cant coe¢ cient of the interaction term. After controlling for the evolution of

the regulatory framework, both the coe¢ cient of S_adrj and the coe¢ cient of its interaction with S_adrl

are only modestly a¤ected. These �ndings are far from being exhaustive. In this context we capture an

average e¤ect of change in regulation: a careful analysis of this issue, far beyond the scope of the present

paper, should take into account speci�cities of di¤erent regulations and investigate speci�cally the potentially

asymmetric e¤ect of various rules, depending on preexisting levels of investor protection.

Alternative de�nition of market share and ADR index Dahlquist et al. (2003) estimate the fraction

of shares closely held across �fty-one countries, �nding that on average 32 percent of shares are not available

for trading and cannot therefore be held by foreign investors. This induces a measurement error in the

size of domestic and foreign bias neglected by previous literature. These authors construct the world �oat

portfolio, which considers only shares that can actually be held by investors. Following Dahlquist et al.

(2003), we consider the fraction of closely held shares as exogenous, correct the asset supply and compute

the corrected bias measure. In column (5) the share in the world �oat portfolio replaces the market share

as denominator of the foreign bias measure, our dependent variable. Results after adopting the world �oat

14See Appendix A.2 for further details.
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portfolio con�rm previous �ndings with an even stronger impact of investor protection rights.15

Finally, we adopt as an alternative to S_adr, the "revised" ADR index (R_adr) as de�ned in Djankov

et al. (2008). The index relies on the same basic dimensions of corporate law of the original La Porta et al.

(1998) index but de�nes them with more precision. Our results appear robust to the alternative revised

speci�cation of antidirector rights: both the coe¢ cient of the R_ADRj index and the coe¢ cient of its

interaction with R_ADRl are signi�cant, in statistical and economic terms.

The �ndings contained in Table 4 provide robust evidence that the "preliminary condition" is satis�ed:

domestic investor protection a¤ects international portfolios by reducing the role played by foreign corporate

governance in attracting inward investment.

4.3 Comparative corporate governance

4.3.1 The S_ADR ratio

When including investor protection as a pure destination-speci�c factor we implicitly assume it has the same

e¤ect on all foreign investors. Tables 3 and 4 show that it is very unlikely the case and, more speci�cally,

that the way foreign investment depends on foreign ADR may be related to the level of domestic ADR.

As formally explained in Section 2.1.2 we speculate that international portfolios are driven, rather than by

foreign corporate governance scaled by its world average, by "comparative corporate governance", that is,

by foreign corporate governance scaled by (a function of) domestic corporate governance
�
S_ADRj
f(S_ADRl)

�
.

In Table 5 we consider the function fh(S_ADRl) = S_ADRl which satis�es the "consistency condition"

and investigate how foreign investment choices depend upon the S_ADR ratio (S_ADRj=S_ADRl).

*TABLE 5 about here*

In column (1) we consider a parsimonious speci�cation which includes the S_ADR ratio, the proximity

variables, the crisis dummy and the regulation dummy. The coe¢ cient of the S_ADR ratio is positive and

statistically signi�cant. Then the proposed measure of "comparative corporate governance" accomplishes

15Previous studies that analyze the e¤ect of governance on foreign investments provide a mixed picture. Dahlquist et al.
(2003) �nd that di¤erences in investor rights and �nancial development across countries cannot explain the portfolio investment
of US investors when including the �oat portfolio as determinant. However, Leuz et al. (2009) �nd opposite results when
considering heterogeneity in governance practices across US �rms: some �rms can be underweighted and other overweighted
resulting in no e¤ect in the aggregate. Although keeping an aggregate perspective similar to Dahlquist et al. (2003), we shift
from a US-based perspective to a cross-section of investing countries diversifying their portfolios and obtain results consistent
with Leuz et al. (2009).
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the "signi�cativity condition". The size of the coe¢ cient, 0.12, is close to the coe¢ cient of the standard

S_ADRj index scaled by the world average estimated in column (2) of Table 3.16

This evidence implies that the impact of the two rival measures is similar on average, that is, when

estimated on the overall sample of investing countries.

In column (2) we add institutional variables such are control of risk of expropriation, accounting standards

and e¢ ciency of the judicial systems. For consistency, also these covariates are included in ratio forms, i.e.,

as the ratio of the value taken in the destination country to the value taken in the investing country. After

controlling for these factors the coe¢ cient of the S_ADR ratio is only modestly a¤ected.

To account for the possibility that investors are also in�uenced by the general economic conditions in the

host countries, we include, in column (3), GDP growth, in�ation and stock market development (in ratio

forms) in order to seize the macroeconomic conditions of foreign countries (relative to domestic ones). The

size and signi�cance of the relevant coe¢ cients are substantially una¤ected by these additional controls.17

In columns (4)-(6) we run robustness checks of our �ndings on di¤erent sub-samples. To detect the

presence of eventual cluster e¤ects, we restrict the sample of investing countries to the European Union

in column (4), and to the United States and Canada in column (5). For the EU block we can notice

that, while the coe¢ cients of the proximity variables are generally more pronounced, the coe¢ cient of

the EMU dummy is lower in size, though still large and signi�cant. This suggests that the coe¢ cient of

the common currency dummy in the full sample speci�cation partially captures also a natural clustering

between EU and non-EU countries. On the other hand, about two thirds of the size of the coe¢ cient are

maintained also within the EU cluster thus pointing to the importance of sharing a common currency for

foreign investment. Column (5) consider the US-Canada block: the coe¢ cients are generally lower in size

�including the coe¢ cient of the S_ADR ratio�and less precisely estimated, due to the dramatically lower

number of observations.18 The �nancial crisis dummy, never signi�cant in other speci�cations, is positive

and statistically signi�cant: interestingly, investors residing in the United States �the country from which the

�nancial crisis was originated�and in Canada �a country deeply connected with the United States�diversify

more their portfolio abroad after 2007. Column (6) shows the results when the investment opportunity set

is restricted to OECD countries, that is when Hong Kong and Singapore are dropped out of the sample.

16We confront the coe¢ cient of column (1) in Table 5 with the coe¢ cient of column (2) of Table 3 because other speci�cations
also include the interaction term (S_adrj � S_adrl) so that the coe¢ cients of S_adrj are not directly comparable.
17These variables are not statistically signi�cant and their size is economically negligible.
18The absence of variability prevents the estimation of the coe¢ cient of the EMU dummy when the sample of investing

countries is restricted to non-EMU countries.
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The aim is to control for explicit or implicit restrictions about non-OECD foreign investments, especially

for pension funds and life insurance companies.19

The coe¢ cient of the S_ADR ratio remains positive and statistically signi�cant also under di¤erent

sample speci�cations: the linear function, satisfying the"consistency condition", provides a robust and

consistent coe¢ cient for the "comparative corporate governance" factor.

*TABLE 6 about here*

4.3.2 Alternative functional speci�cations

Table 5 shows that the S_ADR ratio is a possible driver of foreign investment. We have to show that it

may be preferable to the standard S_ADRj index scaled by world average because it is independent from

the degree of domestic investor protection. In columns (1a)-(1b) of Table 6 we test the hypothesis that the

coe¢ cient of the S_ADR ratio is constant across investing countries featuring di¤erent levels of investor

protection at home. Similarly to columns (2a)-(2b) in Table 3, we split the sample of investing countries

into those below (or equal to) the median and those above (or equal to ) the median. The coe¢ cient of the

S_ADR ratio is 0.154 in column (1a) and 0.147 in column (1b). At the bottom of the estimates we report

results on the test for the validity of the "e¤ectiveness condition". We perform a Wald test relative to the

null hypothesis of equality of coe¢ cients of the S_ADR ratio for the two groups of countries. We report

the Chi-square statistic (�) and the corresponding probability. The test-statistic is very low (0.291) and the

corresponding probability very high (0.590), thus providing support to the hypothesis of equal coe¢ cients.

These results corroborate the goodness of the ADR ratio as a consistent measure to capture the corporate

governance motives leading international portfolio choice. Below we confront this index with alternative

measures.

In Table 6 we label the variable capturing corporate governance by (S_ADRj=f(S_ADRl)). At the

bottom of each couple of columns, (#a) and (#b), the corresponding f(S_ADRl) is reported. For the

columns (1a)-(1b) the variable adopted is the S_ADR ratio (S_ADRj=S_ADRl), i.e., f(x) = x (where

x = S_ADRl).

We recall that the "consistency condition" imposes that S_ADRl = sup fn(S_ADRl): the analysis

performed so far relies on a function belonging to the (boundary of the) set of possible functions.

19According to Davis (2001), geographical constraints to institutional investors should be negligible for the sample of investing
countries and the period analyzed here.

20



Let us consider a function lying outside of the feasibility set in order to test if it does also satisfy the

"e¤ectiveness condition" (against what our theory predicts).

In columns (2a)-(2b) we run the same regression as in columns (1a)-(1b) with a di¤erent functional

speci�cation f(S_ADRl). We adopt an exponential function f(x) = ex which dominates the linear function

for any value of x in the range [1,1): The coe¢ cients of the "comparative corporate governance" factors

di¤er remarkably across the two groups (0.510 versus 2.102) as captured by the high Chi-square and the

very low corresponding probability: the hypothesis of equal coe¢ cients is strongly rejected by the data thus

providing support to our theory.

When choosing fh(S_ADRl) = S_ADRl, we consider a function which dominates the region of all fn

feasible functions.

In columns (3a)-(3b) we select an alternative function lying within the feasibility set, f(x) = log(x);

which is dominated by f(x) = x for any value of x in the range [1,1):

The coe¢ cients of the "comparative corporate governance" factors in the two groups of countries are

very close, 0.054 versus 0.050 and the test-statistics con�rm that the data do not reject the hypothesis of

equal coe¢ cients.

The logarithmic function is hence, in abstract mathematical terms, a suitable functional speci�cation:

it satis�es the "consistency condition", the "signi�cativity condition" and the "e¤ectiveness condition".

It is worth stressing here that economic validity and mathematical validity are two distinct concepts.

In Table 7 we report the Chi-square statistic and the corresponding probability attached to di¤erent

functional speci�cations of f(S_ADRl). The shadowed area highlights the functions satisfying the "consis-

tency condition": they appear all to ful�l the "e¢ ciency condition". The function speci�cations out of the

shadowed area, instead, fall outside of the feasibility region since they dominate the linear function: they

fail to satisfy the "e¤ectiveness condition" as the hypothesis of being invariant to the degree of domestic

corporate protection of the investors is rejected by the data.

*TABLE 7 about here*

Within the shadowed area the logarithmic function satis�es all conditions and is then eligible as a

candidate function to capture the role of domestic investor protection. Nevertheless, it has some undesirable

properties for our purposes: �rst, the economic impact of the "comparative corporate governance factor",

captured by the size of the corresponding coe¢ cients in columns (3a)-(3b) of Table 6, is one third compared
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with the corresponding values in columns (1a)-(1b); second, it has a concave curvature which requires an

ad hoc convincing economic interpretation. An analogue reasoning applies to the function f(x) = x1=2:

To further emphasize the need of an economic rationale behind our choices, note that any function

f(x) = qx, with 0 < q < 1, is also eligible as a candidate function, with a corresponding coe¢ cient that

is equal to the coe¢ cient of the ADR ratio multiplied by q. Being linear, it belongs to the feasibility

set and it necessarily delivers the same Chi-square as the ADR ratio (f(x) = x) so as to satisfy also the

"e¤ectiveness condition". The inference from a pure mathematical to an economic ground needs however

some caution. Following our interpretative approach, the parameter q represents the weight investors attach

to domestic corporate governance when computing the (perceived) world average index. While any q is

formally equivalent, a q lower than one is economically acceptable only if not excessively small. A very

low q has in fact controversial implications: on the one hand, if the domesticweight is too low then the

complementary foreign weight is high enough to make the approximation S_ADR ' f(S_ADRl) no longer

valid; on the other hand, the size of the coe¢ cient of the "comparative corporate governance" can shrink

up to the point of loosing any economic relevance.20

5 Conclusions

The degree of domestic investor protection a¤ects the role of foreign corporate governance in international

portfolio allocation. In particular the impact of the index of foreign corporate governance scaled by the

world average index negatively depends on the level of shareholder rights protection enjoyed by investors at

home.

We conjecture that the world average index can be asymmetrically perceived across investing countries

because of the di¤erent weight each investor attaches to the various components of the index. In particular,

the weight attached to the domestic component can be dominating. Since information asymmetries between

foreign and local investors are particularly severe with respect to the evaluation of a �rm�s governance

structure, investors are supposed to observe domestic corporate governance with much higher precision than

foreign corporate governance. As a consequence, investors may attach a superior degree of reliability �and

therefore a higher weight�to the index of domestic investor protection. If this weight in the world average

20A linear function with a q larger than one, though it necessarily satis�es the "e¤ectiveness condition", is instead not eligible
as a candidate function: it does not satis�es the "consistency condition" as it dominates f(x) = x: Economically, a q larger
than one would imply that investors attach to domestic corporate governance a weight larger than one in the construction of
the world average index.
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index is large enough then the average can be approximated by a function of the domestic index. In this

setting, the ratio foreign to domestic antidirector rights index is a consistent common driver of international

portfolios.

Traditional economic theory posits that people have full information and are able to process this infor-

mation to maximize a utility function in which all of the relevant constraints and preferences are included

and weighed appropriately (Simon (1959)). Behavioral economists question these assumptions and study

decisions in the face of incomplete information, limited cognitive resources, and biases (for example, Thaler

(1991); Heath and Tversky (1991); Kahneman (2003)).

Our interpretative approach builds on the "comparative ignorance" theory developed by Fox and Tversky

(1995) and Fox and Weber (2002): individuals make a choice by comparing their knowledge on the relevant

domain to their knowledge in other domains or to others�knowledge in the relevant domain. To transpose this

concept in our speci�c case, we conjecture that investors are driven by a "comparative corporate governance"

index: they decide how much to invest abroad according to foreign countries�governance practices relative

to their own. After a rigorous test, this thesis is not rejected by the data.

Our analysis corroborates the conjecture of a behavioral bias spurring out of information asymmetries

and thus provides support to the more general concept that information constraints and behavioral biases

are intertwined. These �ndings entail interesting policy implications: to remove potential impediments to

individual �nancial well-being, any e¤ort aimed to spread among investors the awareness of their behavioral

and heuristic biases can be useless, or to a large extent insu¢ cient, if not accompanied with a parallel e¤ort

to remove investment barriers and information asymmetry.
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Table 1. Domestic stock market
This table reports the domestic share and the market share of each investing country. The reported �gure are averages over

the 2001-2008 period. Column (c) reports the Spamann antidirector rights index (S_ADR).

Source : International Financial Statistics (IMF), Datastream (Thomson Financial) and Spamann (2010).

domestic
share

market share S_ADRl

(a) (b) (c)

Austria 0.369 0.003 4
Belgium 0.478 0.007 2
Finland 0.557 0.006 4
France 0.661 0.048 5
Germany 0.497 0.036 4
Italy 0.544 0.022 4
Netherlands 0.357 0.018 4
Spain 0.772 0.019 6
Canada 0.823 0.030 4
Denmark 0.531 0.004 4
Japan 0.883 0.106 5
Sweden 0.533 0.010 4
United Kingdom 0.652 0.084 5
United States 0.814 0.412 2

(a;c) (b;c) (a/b;c)
correlation 0.236 0.417 0.050

Domestic market
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Table 2. Foreign stock markets
This table reports the average foreign share (a), the market share (b), the average foreign bias (c) and the standard deviation

of foreign bias (d) displayed by the fourteen investing countries in each destination country index (head of rows) included in

the opportunity set. The reported �gure are averages over the 2001-2008 period. The average foreign share in country j is
computed as simple average of the portfolio share in country j (wlj) by di¤erent investing countries l: The average foreign bias
in country j is computed as simple average of the bias in country j (wlj=MSj) by di¤erent investing countries l: The standard
deviation of foreign bias in country j is computed as the cross-sectional standard deviation around the mean of country l�s
foreign bias in country j: Column (e) reports the Spamann antidirector rights index of the destination countries.

Source : Coordinated Portfolio Investment Survey (IMF), Datastream (Thomson Financial) and Spamann (2010).

average
foreign
share

market share
average
foreign

bias

st. dev.
foreign bias S_ADRj

(a) (b) (c) (d) (e)

Austria 0.001 0.003 0.451 0.349 4
Belgium 0.003 0.007 0.434 0.381 2
Finland 0.006 0.006 1.007 0.933 4
France 0.030 0.048 0.637 0.440 5
Germany 0.027 0.036 0.766 0.801 4
Italy 0.010 0.022 0.448 0.242 4
Netherlands 0.016 0.018 0.887 0.518 4
Portugal 0.001 0.002 0.404 0.466 4
Spain 0.008 0.019 0.437 0.252 6
Australia 0.003 0.020 0.174 0.163 4
Canada 0.003 0.030 0.106 0.136 4
Denmark 0.002 0.004 0.366 0.396 4
Japan 0.019 0.106 0.180 0.103 5
Mexico 0.001 0.006 0.175 0.174 3
Sweden 0.011 0.010 1.100 2.145 4
United Kingdom 0.039 0.084 0.466 0.237 5
United States 0.088 0.412 0.213 0.151 2
South Korea 0.003 0.013 0.224 0.182 6
Hong Kong 0.003 0.025 0.132 0.113 4
Singapore 0.001 0.006 0.228 0.188 4

(a;e) (b;e) (c;e) (d;e)
  correlation 0.248 0.358 0.044 0.047

Foreign market
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Table 3. Foreign investment and foreign corporate governance
This table reports results of the feasible GLS regression as in Section 2.1 in the text. The dependent variable is the

foreign portfolio bias, i.e., the ratio of portfolio share to market share, (wlj=MSj); where the subscript lj represents the
couple investment country l -destination country j. Further details on the derivation of the dependent variable are provided
in Appendix A.1. In column (2a) and (2b) investing countries are split according to their S_ADRl into those below (or

equal to) the median and those above (or equal to ) the median. Each regressor X (dummy variables excluded) is expressed

as the ratio of X to its world average. Further details on the variables included as regressors are provided in Appendix A.2.

Constants, investing country dummies and time dummies are included but not reported. Cross-section weights standard errors

(d.f. corrected) are reported in parentheses. ***, **, and * indicate signi�cance at the 1, 5, and 10% levels, respectively.

(1) (2) (2a) (2b) (3) (4)

distlj *** *** *** *** *** ***
( 0.015 ) ( 0.015 ) ( 0.033 ) ( 0.018 ) ( 0.015 ) ( 0.016 )

dum_langlj * ** *** *** **
( 0.025 ) ( 0.026 ) ( 0.034 ) ( 0.032 ) ( 0.026 ) ( 0.027 )

dum_borderlj *** *** *** *** *** ***
( 0.028 ) ( 0.028 ) ( 0.036 ) ( 0.032 ) ( 0.028 ) ( 0.029 )

dum_EMUlj *** *** *** *** *** ***
( 0.023 ) ( 0.023 ) ( 0.030 ) ( 0.025 ) ( 0.023 ) ( 0.026 )

dum_eq_leg_originlj *** 0.070 *** 0.141 *** 0.080 *** 0.069 *** 0.141 ***
( 0.018 ) ( 0.018 ) ( 0.025 ) ( 0.021 ) ( 0.018 ) ( 0.019 )

S_adrj *** 0.182 *** 0.117 *** *** ***
( 0.027 ) ( 0.039 ) ( 0.031 ) ( 0.116 ) ( 0.117 )

S_adrj*S_adrl 0.183 * 0.181 *
( 0.106 ) ( 0.107 )

contr_risk_exprj 0.203 *
( 0.110 )

accountj 0.204 ***
( 0.056 )

eff_judj 0.187 ***
( 0.056 )

sample full full S_ADRl ≤ median S_ADRl ≥ median full full

#obs 2110 2110 1512 1806 2110 2110
AdjR2 0.48 0.48 0.44 0.42 0.48 0.53

0.073

0.124 0.312 0.343

0.313 0.306 0.163 0.258 0.304 0.332

0.513 0.509 0.449 0.481 0.516 0.532

0.112

0.043 0.059 0.192 0.116 0.056 0.001

0.114 0.124 0.254 0.173 0.122

Foreign corporate governance: foreign/world average

26



Table 4. Foreign investment and foreign corporate governance: robustness
This table reports results of the feasible GLS regression as in Section 2.1 in the text. The dependent variable is the

foreign portfolio bias, i.e., the ratio of portfolio share to market share, (wlj=MSj); where the subscript lj represents the
couple investment country l -destination country j. Further details on the derivation of the dependent variable are provided
in Appendix A.1. In column (5) the dependent variable is foreign portfolio bias corrected for the fraction of shares closely

held Dahlquist et al. (2003). Further details on the variables included as regressors are provided in Appendix A.2. Constants,

investing country �xed e¤ects and time dummies are included but not reported. Cross-section weights standard errors (d.f.

corrected) are reported in parentheses. ***, **, and * indicate signi�cance at the 1, 5, and 10% levels, respectively.

(1) (2) (3) (4) (5) (6)

distlj *** *** *** *** *** ***
( 0.016 ) ( 0.016 ) ( 0.016 ) ( 0.015 ) ( 0.016 ) ( 0.014 )

dum_langlj **
( 0.027 ) ( 0.027 ) ( 0.027 ) ( 0.027 ) ( 0.031 ) ( 0.027 )

dum_borderlj *** *** *** *** *** ***
( 0.029 ) ( 0.029 ) ( 0.029 ) ( 0.028 ) ( 0.033 ) ( 0.028 )

dum_EMUlj *** *** *** *** *** ***
( 0.026 ) ( 0.026 ) ( 0.027 ) ( 0.027 ) ( 0.030 ) ( 0.027 )

dum_eq_leg_originlj 0.141 *** 0.141 *** 0.139 *** 0.138 *** 0.140 *** 0.129 ***
( 0.019 ) ( 0.019 ) ( 0.019 ) ( 0.019 ) ( 0.021 ) ( 0.018 )

S_adrj *** *** *** *** ***
( 0.117 ) ( 0.118 ) ( 0.117 ) ( 0.117 ) ( 0.128 )

S_adrj*S_adrl 0.181 * 0.182 * 0.183 * 0.186 * 0.322 ***
( 0.107 ) ( 0.107 ) ( 0.106 ) ( 0.106 ) ( 0.115 )

R_adrj **
( 0.120 )

R_adrj*R_adrl 0.501 ***
( 0.127 )

contr_risk_exprj 0.203 * 0.203 * 0.207 * 0.223 ** 0.279 ** 0.346 ***
( 0.110 ) ( 0.111 ) ( 0.113 ) ( 0.114 ) ( 0.124 ) ( 0.104 )

accountj 0.204 *** 0.204 *** 0.203 *** 0.203 *** 0.050 0.376 ***
( 0.056 ) ( 0.056 ) ( 0.056 ) ( 0.056 ) ( 0.061 ) ( 0.054 )

eff_judj 0.187 *** 0.187 *** 0.185 *** 0.177 *** 0.247 *** 0.037
( 0.056 ) ( 0.056 ) ( 0.056 ) ( 0.056 ) ( 0.061 ) ( 0.047 )

dum_crisis 0.003 0.041 0.003 0.002 0.009 0.010
( 0.023 ) ( 0.068 ) ( 0.024 ) ( 0.024 ) ( 0.026 ) ( 0.022 )

dum_crisis*S_adrj 0.038
( 0.063 )

dum_regj 0.001 0.002 0.020 0.035 *
( 0.022 ) ( 0.024 ) ( 0.024 ) ( 0.021 )

dum_regj*S_adrj 0.035
( 0.071 )

#obs 2110 2110 2110 2110 2110 2110
AdjR2 0.52 0.52 0.52 0.52 0.57 0.51

Foreign corporate governance: foreign/world average
Robustness

0.112 0.112 0.110 0.108 0.084

0.001 0.001 0.001 0.000 0.079

0.094

0.009

0.532 0.532 0.532 0.532 0.736 0.514

0.332 0.332 0.333 0.332 0.443 0.338

0.353 0.5290.343 0.344 0.337

0.305

27



Table 5. Foreign investment and "comparative corporate governance"
This table reports results of the feasible GLS regression as in Section 2.1 in the text. The dependent variable is the

foreign portfolio bias, i.e., the ratio of portfolio share to market share, (wlj=MSj); where the subscript lj represents the
couple investment country l -destination country j. Further details on the derivation of the dependent variable are provided in
Appendix A.1. In column (3), further controls seizing the macroeconomic conditions of source and host countries are included

(GDP growth, in�ation rate, stock market development). Columns (4) and (5) restrict the sample of investing economies to

EU countries and to the United States and Canada, respectively. Column (6) restricts the sample of destination economies

to OECD countries, i.e. excludes Hong Kong and Singapore. Details on the variables included as regressors are provided in

Appendix A.2. Constants, investing country dummies and time dummies are included but not reported. Cross-section weights

standard errors (d.f. corrected) are reported in parentheses. ***, **, and * indicate signi�cance at the 1, 5, and 10% levels,

respectively.

(1) (2) (3) (4) (5) (6)

distlj *** *** *** *** ***
( 0.015 ) ( 0.015 ) ( 0.015 ) ( 0.035 ) ( 0.025 ) ( 0.022 )

dum_langlj ** ***
( 0.025 ) ( 0.027 ) ( 0.027 ) ( 0.034 ) ( 0.016 ) ( 0.031 )

dum_borderlj *** *** *** *** *** ***
( 0.028 ) ( 0.028 ) ( 0.028 ) ( 0.033 ) ( 0.036 ) ( 0.031 )

dum_EMUlj *** *** *** *** ***
( 0.023 ) ( 0.027 ) ( 0.027 ) ( 0.032 ) ( 0.030 )

dum_eq_leg_originlj 0.070 *** 0.136 *** 0.135 *** 0.297 *** 0.027 0.187 ***
( 0.018 ) ( 0.019 ) ( 0.019 ) ( 0.026 ) ( 0.020 ) ( 0.021 )

S_ADRj *** *** *** *** ** ***_______
S_ADRl ( 0.025 ) ( 0.028 ) ( 0.028 ) ( 0.036 ) ( 0.021 ) ( 0.034 )

contr_risk_exprj 0.374 *** 0.388 *** 0.778 *** 0.159 * 0.004_____________
contr_risk_exprl ( 0.133 ) ( 0.134 ) ( 0.230 ) ( 0.095 ) ( 0.182 )

accountj 0.279 *** 0.279 *** 0.453 *** 0.215 *** 0.255 ***_______
accountl ( 0.059 ) ( 0.059 ) ( 0.080 ) ( 0.045 ) ( 0.064 )
eff_judj 0.104 * 0.098 0.435 *** 0.049 0.306 ***______
eff_judl ( 0.060 ) ( 0.060 ) ( 0.084 ) ( 0.049 ) ( 0.076 )

dum_crisis 0.003 0.004 0.004 0.014 0.045 *** 0.010
( 0.023 ) ( 0.023 ) ( 0.024 ) ( 0.032 ) ( 0.015 ) ( 0.024 )

dum_regj 0.031 0.005 0.005 0.086 *** 0.032 ** 0.004
( 0.021 ) ( 0.022 ) ( 0.022 ) ( 0.032 ) ( 0.016 ) ( 0.182 )

sample full full full UE USCan OECD

macroeconomics controls no no yes no no no

#obs 2110 2110 2110 1654 304 1780
AdjR2 0.48 0.52 0.52 0.50 0.30 0.51

0.306

0.147 0.026 0.019

0.120

0.332 0.331 0.187

0.122 0.105 0.103 0.432 0.033

0.514 0.529

0.322

0.119 0.116 0.214 0.045 0.137

Comparative corporate governance: foreign/home
Robustness: sample specification

0.529 0.520 0.128 0.500

0.157

0.054 0.008 0.008
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Table 6. Foreign investment and "comparative corporate governance": alternative f(S_ADRl)
This table reports results of the feasible GLS regression as in Section 2.1 in the text. The dependent variable is the

foreign portfolio bias, i.e., the ratio of portfolio share to market share, (wlj=MSj); where the subscript lj represents the
couple investment country l -destination country j. Further details on the derivation of the dependent variable are provided
in Appendix A.1. Columns (#a) and (#b) refer to investing countries with S_ADRl, respectively, below (or equal to) the
median and above (or equal to) the median. The table reports statistics (Chi-square and probability) of the Wald test on the

null hypothesis of equal coe¢ cients of the S_ADRj= f(S_ADRl) variable in (#a) and (#b) columns. Details on the

variables included as regressors are provided in Appendix A.2. Constants, investing country dummies and time dummies are

included but not reported. Cross-section weights standard errors (d.f. corrected) are reported in parentheses. ***, **, and *

indicate signi�cance at the 1, 5, and 10% levels, respectively.

(1a) (1b) (2a) (2b) (3a) (3b)

distlj *** *** *** *** *** ***
( 0.028 ) ( 0.019 ) ( 0.027 ) ( 0.019 ) ( 0.028 ) ( 0.019 )

dum_langlj ** * ** * ** *
( 0.038 ) ( 0.051 ) ( 0.038 ) ( 0.050 ) ( 0.038 ) ( 0.051 )

dum_borderlj *** *** *** *** *** ***
( 0.060 ) ( 0.055 ) ( 0.060 ) ( 0.055 ) ( 0.060 ) ( 0.055 )

dum_EMUlj *** *** *** *** *** ***
( 0.036 ) ( 0.037 ) ( 0.035 ) ( 0.037 ) ( 0.036 ) ( 0.037 )

dum_eq_leg_originlj 0.246 *** 0.137 *** 0.244 *** 0.134 *** 0.246 *** 0.138 ***
( 0.041 ) ( 0.030 ) ( 0.041 ) ( 0.030 ) ( 0.041 ) ( 0.030 )

S_ADRj *** *** *** *** *** ***_______
f(S_ADRl) ( 0.026 ) ( 0.039 ) ( 0.100 ) ( 0.605 ) ( 0.009 ) ( 0.013 )

contr_risk_exprj 0.016 0.368 *** 0.154 0.406 *** 0.016 0.365 ***_____________
contr_risk_exprl ( 0.167 ) ( 0.124 ) ( 0.145 ) ( 0.118 ) ( 0.167 ) ( 0.125 )

accountj 0.502 *** 0.207 * 0.557 *** 0.220 ** 0.502 *** 0.207 *_______
accountl ( 0.100 ) ( 0.110 ) ( 0.103 ) ( 0.109 ) ( 0.100 ) ( 0.111 )
eff_judj 0.289 *** 0.096 0.198 ** 0.072 0.289 *** 0.097______
eff_judl ( 0.090 ) ( 0.072 ) ( 0.091 ) ( 0.067 ) ( 0.090 ) ( 0.072 )

dum_crisis 0.001 0.009 0.004 0.010 0.001 0.009
( 0.039 ) ( 0.032 ) ( 0.039 ) ( 0.032 ) ( 0.039 ) ( 0.032 )

dum_regj 0.011 0.009 0.005 0.004 0.011 0.009
( 0.037 ) ( 0.032 ) ( 0.037 ) ( 0.032 ) ( 0.037 ) ( 0.032 )

sample S_ADRl ≤ median S_ADRl ≥ median S_ADRl ≤ median S_ADRl ≥ median S_ADRl ≤ median S_ADRl ≥ median

Teststatistic (χ)

Probability

#obs
AdjR2

0.481 0.476 0.481

0.085 0.088

0.51
1512

0.272

0.080

0.154

0.223 0.161 0.223

Alternative f(S_ADRl)
Comparative corporate governance: foreign/home

0.085

0.147 0.0530.510 2.102

0.272 0.273

f(x) = ex

0.084

0.483 0.481

0.274 0.273

0.43

f(x):     x = S_ADRl

0.162

0.088

0.475

0.273

0.050

0.214 0.155

f(x) = x f(x) = log(x)

0.51 0.43
1512
0.51

18061512 1806
0.43

1806

0.590 0.002

0.291 9.527

0.753

0.099
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Table 7. Test on di¤erent f(S_ADRl)
The table reports, for di¤erent function speci�cations, test-statistics (Chi-square and probability) relative to the Wald test

on the null hypothesis of equal coe¢ cient of the S_ADRj= f(S_ADRl) factor between countries with S_ADRl below
(or equal to) the median and those with S_ADRl above (or equal to) the median. The shadow area highlights the function
speci�cations for which the "e¤ectiveness condition" is satis�ed, i.e., the hypothesis of equal coe¢ cients is not rejected.

f(x)
Test statistic

(χ)
Probability

(a) (b) (c)

xx 14.836 0.000
ex 9.527 0.002
x2 4.540 0.033

        x 0.291 0.590

        x1/2 0.077 0.782

log(x) 0.099 0.753

Test across alternative f(S_ADRl)

( x = S_ADRl)
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A Data appendix

A.1 Dependent variables

Foreign stock market portfolios
The CPIS dataset contains information on foreign holdings only and does not include domestic positions.

In order to derive the foreign portfolio positions in the overall portfolio we need to retrieve the share of
foreign assets. To accomplish this objective we drew from Datastream (Thomson Financial) the stock market
capitalization of all country indexes and from the International Financial Statistics (IFS ) the outstanding
foreign equity portfolio investments and the corresponding liabilities. Accordingly we can derive the �foreign
equity share�of country i at time t, FSit21

FSi;t =
(FA)i;t

(MCAPi;t + FAi;t � FLi;t)
(7)

where FA stands for "foreign equity assets", FL for "foreign equity liabilities" and MCAP for "stock
market capitalization". After obtaining the foreign share FS it is possible to recover the share of each
foreign asset in the overall portfolio.

Market share
Market shares refer to the values at the end of December of each year.
Source: Datastream, Thomson Financial
World �oat portfolio
The world �oat portfolio is a corrected value weighted portfolio obtained by multiplying the market

share by a fraction taking into account the fraction of closely held shares (Dahlquist et al. (2003)). We
convert our world market portfolio weights into world �oat portfolio weights (Dahlquist et al. (2003), Table
2). We keep the conversion coe¢ cient invariant over the time period considered.

A.2 Regressors

To assure consistency with the theoretical framework, each variable X (dummy variables excluded) enters
our regression speci�cations as the ratio of X to its world average.

Proximity variables
Distance
The distance is measured as the Great Circle distance in miles between capital cities of source (l) and

destination (j) country. The average distance from a destination country (j) is obtained as weighted (by
market share) average of the distance of investing countries. The variable included in the regression is the
ratio of the distance l � j to the average distance.

Border dummy
Dummy variable taking value of 1 if the investing country and the destination country share a common

border (0 otherwise).
Language dummy
Dummy variable taking value of 1 if the investing country and the destination country share a common

language (0 otherwise)
EMU dummy (Common Currency dummy)
Dummy variable taking value of 1 if the investing country and the destination country are members of

the European Monetary Union (0 otherwise). In our case, it coincides with a common currency dummy
since do not belong to any other currency union.
21Fidora et al. (2007) and Sorensen et al. (2007) follow the same procedure dealing with the CPIS dataset.
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Equal legal origin
Dummy variable taking value 1 if the investing country and the destination country share the same legal

origin of the company law or commercial code of each country (0 otherwise). The countries included in our
sample belong to four legal families: English, French, German, Scandinavian.

Regulation dummy
It captures the changes in the regulatory framework. It is a destination country-speci�c dummy variable

taking value 1 for the United States and Australia since year 2004 onward, for Canada since 2006 onward
and for Japan and EU countries in year 2008 (0 otherwise).

Crisis dummy
Dummy variable taking value 1 for the year 2007 and 2008 (0 otherwise).
Revised Antidirector Rights Index
The index amends the original La Porta et al. (1998) index (Djankov et al. (2008)) and ranges from

0 (weak antidirector rights) to 6 (strong antidirector rights).The revised index relies on the same basic
dimensions of corporate law, but de�nes them with more precision. Both the original and the revised
anti-director rights indices summarize the protection of minority shareholders in the corporate decision-
making process, including the right to vote. The index covers the following six areas: (1) vote by mail; (2)
obstacles to the actual exercise of the right to vote (i.e., the requirement that shares be deposited before the
shareholders�meeting); (3) minority representation on the board of directors through cumulative voting or
proportional representation; (4) an oppressed minority mechanism to seek redress in case of expropriation;
(5) preemptive rights to subscribe to new securities issued by the company; and (6) the right to call a special
shareholder meeting. The general principle behind the construction of the revised anti-director rights index
is to associate better investor protection with laws that explicitly mandate, or set as a default rule, provisions
that are favorable to minority shareholders. Methodologically, the key di¤erence between the original and
revised indices of anti-director rights lies in the treatment of enabling provisions. See Djankov et al. (2008)
for further details.

Corrected Antidirector Rights Index
The index is constructed by Spamann (2010). It is constructed as in La Porta et al. (1998) but a

reexamination of the legal data leads to corrections for thirty-three out of forty-six countries analyzed. The
correlation between corrected and original values is 0.53.

Expropriation risk
ICR�s assessment of the risk of "outright con�scation" or "forced nationalization". Scale from zero to

10 with lower scores for higher risk (La Porta et al. (1998)).
Accounting rules
Index based on information disclosure and accounting practices (La Porta et al. (1998)).
E¢ ciency of judicial system
Assessment of the "e¢ ciency and integrity of the legal environment as it a¤ects business, particularly

foreign �rms" produced by Business International Corporation. Scale from zero to 10 with lower scores for
lower e¢ ciency level (La Porta et al. (1998))

Stock market development
Market capitalization of listed companies (current US$): is the share price times the number of shares

outstanding. Listed domestic companies are the domestically incorporated companies listed on the country�s
stock exchanges at the end of the year. Listed companies does not include investment companies, mutual
funds, or other collective investment vehicles.

Source: World Bank, World Development Indicators, Financial Sector.
In�ation
In�ation as measured by the consumer price index re�ects the annual percentage change in the cost to

the average consumer of acquiring a basket of goods and services that may be �xed or changed at speci�ed
intervals, such as yearly. The Laspeyres formula is generally used.
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Source: World Bank, World Development Indicators, Economic Policy and External Debt.
GDP growth
Annual percentage growth rate of GDP at market prices based on constant local currency. Aggregates

are based on constant 2005 U.S. dollars. GDP is the sum of gross value added by all resident producers in
the economy plus any product taxes and minus any subsidies not included in the value of the products. It is
calculated without making deductions for depreciation of fabricated assets or for depletion and degradation
of natural resources.

Source: World Bank, World Development Indicators, Economic Policy and External Debt.
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