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Abstract

This paper studies stock ownership in Japanese firms by non-Japanesc investors from
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with our evidence. We document that foreign investors hold disproportionately more
shares of firms in manufacturing industries, large firms, and firms with good accounting
performance, low unsystematic risk, and low leverage. Controlling for size, there is
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Over the last 1Y yeams. we Rave seen & dramatic decresse in obstacles o
mierastsonal porthodn imvestment Bufore the 1970, most countrees had restne-
s on foreign exchange tramsactions that lumted cross-border portfolio
wvestment. Few deveiopod counines have such restrictions sow and many
amerging countrics are elimtnating them. Often, countries would forbid inbound
foroign portfolio investment altogether. Such a practice has almost disappeared,
althongh many countries still have limitations on foreign ownership. In
addition, the lack of tax harmnonization meant that foreign irvestors often
would find it difficult 1o get refunds or credits for taxes paid abroad. This is
less of a problem now. Although not all obstacles have disappeared,
investons in most countrics can now invest abroad both directly and through
mutual funds.

Financial economists have noticed that even though the barriers to interna-
tional investment have fallen dramatically. foreign ownership of shares is still
extremely limited and much smaller than one would expect in the absence of
barriers to international investment. French and Poterba (1991), Cooper and
Kaplanis (1994), and Tesar and Werner (1995) document this phenomenon. In
particular, if investors care only about the mean and the variance of the real
return of their invested wealth, and if barriers to international investment are as
small as many obeervers suggest, one would expect investors, as a first approxi-
mation, to hold the world market portiolio of stocks. The available data on
ownership of shares shows that shares are mostly held by domestic residents, at
least for large countries such as the US and Japan. Scveral explanations have
been suggested for this so-called home bias in portfolios, but so far no explana-
tion scems to be generally accepted.

Existing investigations of the home bias use countrywide data rather than
firm-specific data. In other words, we know well that non-Japanese investors
hold 100 few Japanese shares, but we do not know how foreign holdings in
Japan are divided among shares. In this study, we provide new insights into the
home-bias puzzie by using disaggregated data for Japan. Although foreign
investment in Japan is interesting on its own merits, Japan also happens to
be the only large country that we know for which detailed data on holdings by
forcign investors are available. In many countrics, there are shares that
cannot be bought by foreign investors and others that can only be bought
by foreign investors (see Stulz and Wasserfallen, 1995). For these countries,
therefore, one can estimate shares held by foreign investors, but these
estimates reflact binding constraints on foreign ownership. In the case of Japan,
the foreign ownership constraints are not binding and therefore the data
on foreign ownership reflect the choices of foreign investors. We use a dataset
that provides foreign ownership for individual firms in Japan for a period of 17
yoars.
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Our mom robust result is that forcign investors invest primarily in large
firmz. on average, they hold 6.97% of the equity of the firms in the top
sze quintile, compared to 1.21% of the equity of firms in the smailest size
quintile. Throughout our sample period, foreign investors in Japan have dispro-
portionately high holdings of firms in manufacturing industries and firms with
good accounting performance, low leverage, high market-to-book ratios, and
with low unsystematic risk relative to the weights of the Japanese market
portfolio.

Why do foreign investors prefer large firms? Firm size is correlated with many
firm attributes that might affect investors’ portfolio holdings. We therefore
investigate what makes large firms more attractive. First, it could be that
large firms are better known internationally. For instance, large firms are
more likely to .ell goods abread. We find some evidence that smaller firms that
export more have greater foreign ownership. Second, large firms could be more
liquid, so that foreign investors would find it cheaper to establisk a position
without inside knowledge of the market. Consistent with this view, we find
evidence that the firms with the lowest turnover (defined as volume divided by
the number of shares outstanding) have less foreign ownership. Finally, inves-
tors in large firms could face fewer barriers to international investment. For
instance, the shares of these firms might be more easily available outside Japan.
We find that firms with American Depository Receipts (ADRs) have more
foreign ownership, although this was true even before the ADR program was
established.

The home-bias literature has emphasized that investors do not hold the world
market portfolio. In this paper, we show that, in addition. when investors invest
outside their home country, they do not hold the market portfolio of the
countries in which they invest. The evidence presented in this paper is inconsist-
ent with simple explanations of the home bias that assume that foreign investors
face similar obstacles to holding all shares in a country. The obstacles to foreign
investment must be inversely related to size to explain non-Japanese ownership
of shares in Japanese firms. However, foreign ownership is small even for large
firms relative to what it would be if foreign investors held the world market
portfolio.

The paper proceeds as follows. In Section 2, we review the implications of the
literature on international portfolio choice for equity portfolios of foreign
investors within a country. In Section 3, we describe our data and provide
annual summary measures of foreign investment in Japan for our sample period.
Section 4 investigates the determinants of foreign ownership using multivariate
regressions. In Section 5, we pursue several possible explanations for the size
bias we observe. In Section 6, we evaluate the performance of foreign investors
in Japan relative to the performanc. of the market. In Section 7, we analyze the
relation between foreign ownership and the cross-sectional variation in returns.
A conclusion is provided in Scction 8.
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Many pupen hive pounted? oul that despete the dechine in Barnen to interna-
tosnal smvestment veston ablouatc only g very amall fraction of thetr portfolw
1o luorongn s estments  Thi evadence cvnstslutes what o generally referred to as
the home-tnas puszsic A number of explanatioms have heen proposed for this
pusrke, but noae indnidually has succeoded i resolving 1. Each of these
caplanations has snplscations fir the holdings of foraign stocks by domestic
nveston not only at the country level but also at the firm level. The most
important explanations for the home-bias puzzic and their implications for
foragn invesiment at the firm level involve explicit and implicit barriers
10 internabional investment as well as departures from mean-variance opti-
muation

Explicit barriers to mternational investment are those that are directly ob-
scrvable and quanufiable. For instance, a restriction on foreign exchange trans-
actions is an explicit barrier to international investment. Explicit barriers to
in ernational investment have fallen over time because of, for instance, interna-
tenal tax accords and the removal of foreign exchange controls. However, there
are shill vimble barriers to foreign investment. so that some home bias should still
exist. French and Poterba (1991) and Cooper and Kaplanis (1994) argue that
explicit barriers to international investment are no longer large enough to
explain the observed portfolio allocations of investors. They suggest that, to
explain the home-bias puzzle, these barriers would have to be much larger than
withholding taxes, which often are mentioned as the most significant observable
deterrent to foreign investment. If barriers to international investment are the
same across securities in a foreign country. foreign investors should tilt their
portfolios toward securities that have a higher expected excess return (see Stulz,
1981a). If explicit barriers differ across securitics, foreign investors will prefer
securities that have lower explicit barriers. We investigate this by examining
separutely the ownership of firms with ADR programs. since these programs
should decrease transaction costs and holding costs for foreign investors.

Implicit barriers to international investment, on the other hand, are not
directly observable. As explicit barriers have fallen, researchers have put more
emphasis on obstacles to foreign investment that cannot be identified from
brokerage statements. The two main classes of such barriers are political risk
differences between domestic and foreign investors and information asym-
metnes.

Political risk differences arise if non-resident investors feel that there is some
probability that they might have trouble repatriating their holdings or that their

! Sop Franket 1199%) for roferonces as well as French and Poterba (1991). Cooper and Kaplanis
{1001 und Tesar and Werner (1999).
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holdings might be expropriated altogether, so that their expected return on
foreign shares s lower than the expected return for residents. As long as this
political nsk docs not matenalize, investors appear to be insufliciently diversi-
hed internationally. A problem with this argument is that money markets seem
well integrated at short matunties and do not reflect potential political risks.
Henue, to make the political risk argument convincing, one has to explain why
foreign investors would be more at risk with cquities than with short-term
money market instruments. One possibility is that short-term money market
instrumests are highly liquid. so that investors ca.. change their positions
quickly and at low cost. In contrast, markets for stocks are less liquid. so that
investors may find it expensive to sell stocks quickly to avoid political risk. The
possibility of unexpected surges in political risk would suggest that foreign
investors invest more In securities that have liquid markets. We explore this
hypothesis with 3 study of the relation between foreign ownership and share
turnover as a proxy for liquidity.

As for information asymmetries, if non-resident investors are less well in-
formed about a country than resident investors, they will invest less in that
country because the variance of their predictive distribution is higher.® One can
think of some informatuon asymmetries that affect all securities similarly and
others that do not. Information asymmetries that affect all securities in a similar
way have no impact on portfolio allocation within a country. Merton (1987)
argues that investors invest in the securities they know about. If investors
behave this way, we would expect foreign investors to invest more in securities
that are known abroad. Since heavy exporters are presumably better known
abroad, the extent to which a firm exports may be a good proxy for how well it is
known abroad. We therefore examine the Merton hypothesis by investigating
whether foreign ownership is higher in firms that export more. In addition to
having different information, investors could process information differently
because of cognitive biases. French and Poterba (1990) argue that the holdings
of Japanese investors in the US and the holdings of US investors in Japan can be
explained if Japanese investors are substantially more optimistic about the
expected return of Japanese shares than «re American investors. Shiller et al.
(1990) provide some survey evidence consistent with the view that investors are
more optimistic about their own market than are foreign investors.

Finally, depariures irom mean-variance optimization would suggest that
investors might be tailoring their asset holdings to hedge against changes in
variables that matter to them. Stulz (1981a) argues that investors’ desire to

3Sec Low (1993) for 2 model where int estors are asymmetrically informed and a home bias
emerges. Low's model assumes that the investment opportunity set changes over time. Brennan and
Cao (1996) build a model where asymmetric information leads investors to buy foreign asscts when
their return is high and scll them when their return is low.
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o Ao human ceprial o that has o retarm ooerelated wath the spot rate of
Hterot (ne com Sk of smanty virsabies that alloct the expocied utility and the
portioke solaction of sn spvewiod When invevton bedpe agat unanticipsted
changts &b state varisblen, hamiod diversdication may be optimal even though
markets are fully integrated miternationally  However, hedging against state
variables ofien scems 1o imply that investors should hold disproportonately
more forcign secunties than domestic socunties. Fur instance, it would seem
more Iskely that foteign socunties have returns aegatively corrclated with the
retums to human capital and with the purchasing power of the investor’s
domestic currency. Cooper and Kaplanis (1994) show. for instance. that hedging
purchasing power risks cannot explain the home bias. Using a fully specified
general equilibrium model. Uppal (1993) finds that there is a home bias only if
risk aversion s low. If investors are more risk averse than investors with
loganthmic utility as onc would expect, his model predicts a reverse home bias.
mally, Baxter and Jermann (1993) and Baxter et al. (1994) argue that taking
nto account the return to human capital should lead US investors to be short in
the US market portfolio of traded securities because of its high correlation with
the return to human capital. The implications of hedging demands at the firm
level cannot be made precise without positing what investors hedge against.
Unfortunately, we are not aware of a well-specified hypothesis for state-variable
risks predicting that investors hold portfolios with a substantial home bias. We
therefore provide no evidence on hedgmg demands as a possibie cxp!anahon for
the home bm

J.Tlum

In Japan, shares are regnslemd hrms report foreign ownershlp and thas‘
information is available from annual reports and stock guides. Foreign owner-
ship includes all shares held by non-residents irrespective of where they are
located. It includes institutional as well as individual ownership by non-resident,
investors. It also includes ADRs and all ADRs are counted as foreign ownership.
The ownership data are available from the Pacific-Basin Capital Market Re-
search Center (PACAP) files. The filc includcs all firms in existence as of the
beginning of 1991. In this paper, we use the data reported on these files from
1975 to 1991. For each firm, the file provides foreign ownership as of the end of
the flacal yent {which is March 31 for many Japanese firms). Table | provides
s summary of our dats. In the second column, we show for cach year the number

“of firms for which foreign ownership data are available and the number of firms



TR Aoy RAL Sral: hwtmai o L onaacral Fovmenmy 8 (Jvw ) U 0K 9

Tatie t
¢ guath and valine werghtnl frcipgn cuncrsdup for aonfinanaal Japancse hrms by year

sampde wire tqually-werghied
Yeat tmngt | Standard deviation) Value-weighted
e KON 2.46% 4.64%
13RS (rnj
197 8K LM 447
1267 7.2
197 1014 236 4.02
12501 {7.10}
'97% 1043 235 3.9
(2301 [6.56]
1979 1,039 230 325
(e 16.67]
1980 1.106 2N 48"
IR [7.23]
19%1 1.113 4.08 798
V204 {8.44]
1982 1118 44s 8.80
{239 8.60]
1983 1.4~ 5.07 10.46
(25hH (8.96]
1984 1.191 5.76 11.31
217 [8.96]
1948 1.308 518 9.97
(109) [8.28)
1986 1.298 5.17 897
93 [7.96]
1987 1.26% 425 6.88
(77 [7.25]
19838 1.309 wn 4,50
(52) [6.74]
1989 1.3 3N 5.02
182) {6.11]
1990 1.426 199 4.76
(29) 6.38]
1991 1.452 102 5.59
(n [6 30]
Average of annual values 376 6.40
Standard deviation of annual values 1.16 264

*Missing means the number of obsery ations for which furcign ownetship or market value of equity is
not available at the end of the fiscal year.



I SN i  FRe W e e b R Rpieai. T HY 0

R T R R T T R P T T mﬂimm»&m e
R T Ry s B e s srtions of T e adbak Aoy s
B o T e T T T T T
SO o lasr e oo § DT o deie 51 Bt Buion g et e sonniranl Wb
‘ w%mmm*m ey b ﬁm mmmwmmm L
Mot
‘ hmwmmﬁ?mmmwmmiuu
Ot S N ot § i w ol v e eroaiage of dsems owned
g g devaapmins ow ou B soull poonsge e pemaetage svom s The
WP e o S e e 1 S thond cokemee B Drachens. er alwo pronale
i grome anionnl anderd drvisscs of vhe pervesiape of sharm vened by
bowmugn swsemcey i con® frm The spually weaghuad mesvery of lorragn owmr
Wi ity ansl B arvey ssamie $% B eahibas 5 baspadped pattern
WMMmmwm&maMntﬂm
Sng-shapud putrers s slen docememed by §roock and Poserte (19905 wivo
we apprageied Toliye Wenk Eachangr data They srgee that sach 2 paltera i
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colwon of Ta - 1. The vadue-waghtad messere of forcign ownership is always
by than the epualy woghted messure sid dleays by at loasdt S0%. This
dillargron relieces an importamt characterinic of the portfolios held by foreign
mvenors thal we will diwen throughout the paper foreign invostors have
dmproporscnstely more shares of large firms in their portfolios. :
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wmﬂn’h&l ¥ thewe firmn have more foreign investment than
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mnung bet breign ownordp data are available in our oqually weightod
maaswre of foregn oenership does not change our conclusions. In any case, few
‘Mhummmmmmﬁwmmm Another issue
with our data is that there could be reporting errors of biases that load some
foreign mvostors 10 be counted e domentic investons and some domestic
‘mvewors could e counted s foreign iavestors hecause they wie a foreign
vehiude to wrvest 38 Japas. We have 80 cloar way of assossing the importance of
thove bissos Finally. Japanese firms iwuod large amounts of convertible debt
“and debn wnth warrasts ofshore. Kang o al (199%5) provide an analysis of
Iapanese ofishore wsucs. 1t could be that the obstaces 10 holding offshore debt
wern umaller for foreign invesiors then the obstaciey 1o holding domestic shares.
we hal Sovaign mvewiors subsituted olfsbore eqty-Sek xd debt for domestic
MWWMWmMWMumthtm
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The wordd market px 1tfola i the one of Morgan Stanley Capital Internaticaal measured at the end
of March The value of fapenewe shares hedd by foreign investon und the Japanese market portfolio
are meavted at the warie time.

substitution could play a role in the decrease in foreign ownership in the late
1980s documented in T ble 1.

Fig. 1 shows the extent of the home bias over our sample period. If investors
hold the world market portiolio, the weight of Japan in their portfolio is equal to
the weight of Japan in the world market portfolio. The weight of Japan in the
world market portlolio is plosted in Fig. | using the Morgan Stanley Capital
international world market portfolio.* We also plot the value of the portfolio of
Japaneve stocks held by foreign investors as a percentage of the value of the
world market portfolio. This percentage corresponds to the fraction of the
Japancse market portfolio held by fureign investors multiplied by the fraction of
the world market portlolio represented by Japanese stocks ( x 100). If foreign
investors held the world market portfolio. their portlolio of Japanese stocks
would constitute the same percentage »f the world market portfolio as the
market portfolio of Japanese stocks. Not surprisingly. foreign investors always
hold disproportionately less of the Japanese market portiolio. The difference
between the two weights represents the shortfall in holdings of Japanese stocks
by forcign investors relative 1o the case where they would hold the world market
portiolio. Since the portfolio of Japanese stonk of foreign investors is always
a small fraction of the world market portfolio, the shortfall is highly correlated

*We are pratciul 1o Camphell Harvey for helping us find this data.
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Tabde ! prinades 2 difforeat penpectine on hvegn venenhip Instead of
bk rmg at the whole marhet, we kood at separaie industons. For each industry.
we repeort the defierence hetween the industry’s value-weighted foreign owner-
ship and the mdusiry’s wenght in the Japancse market portfolio. The numbers
are 18 peroostage e oa, &t that | % means thut foreign investors invest | % more
of these Sapanewe portiolio 1n an industry than they would if their investment
werghts weee those of the Japanese market portfolio. There are striking patterns
of foreign ownership across industrics. Throughout our sample period. foreign
nvestors hoid disproportionately more of the manufacturing sector every year,
less of the utilities sector every year, and morc of the services sector cvery year
but one. Surprisingly. they hold disproportionately less of the real estate sector
cvery year for the first eight years of our sample and more every year afterwards.
A similar pattern holds for construction. The deviations for manufacturing arc
cxtremely large throughout the sample. On average, foreign investors invest
13.70% more of their Japanese portfolio in manufacturing than in the market
portfolio. Because the deviations are fuirly stable over time, even small average
devinons are significantly different from z¢ro. The only average deviation that
1 not significuntly different from zero is for real estate. A surprising result is the
dramatic increase in the bias against the transportation industry starting in
1988. The capitalization of that industry increases strongly that year, but since
foreign investors invest disproportionately less in that industry, they do not
participate in that capitalization increase as much as the market portlolie.

4 Flewm characteristics and foreign ownership

In this section, we use multivariate regressions to explore how ownership of
Jupanese shares by non-Japuncee investors is related to firm characteristics. We
pursue two different approaches. In the first approach, we estimatc regressions
cach year. The advantage of this approach is that every year we can include in
our sample all firms for which we have data. There is therefore no requirement
that we have complete information on cach firm every year. The disadvantage of
these regressions is that they make no use of the time-series information. In the
scoond approach. we use limes-series crots-section regressions. These regressions
roguire » fixod sampie so that they suffer from sample selection bias. However,
they take full account of the Lime-series information. As we will show. the results
with the second approach are stronger. but they are fully consistent with the
results from the first approach. We use the following firm characteristics:

i8) Leverage. Leverage is measured as the ratio of total liabilities to total
aete ol the end of the flscul year. Leverage is fairly high for Japanese firms
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compared (o tirms in other countnes for much of our sample period. If ioreign
mvestors belicve that the leverage of Western firms is more appropriate, onc
would expect them to undeninvest in the Japanese firms with the highest leverage.

W) Current ratio. We use the current ratio, defined as the ratio of current
assets o current habilities at the end of the fiscal year, as a measure of short-run
financaal health of a firm.

{c) Return on assets. Return on assets is defined as net income divided by total
assets as of the end of the fiscal year.

(d) Beta. Beta is the market model beta estimated using daily returns for the
previous calendar year (¢.g.. if foreign ownership is measured in March 1987, the
end of the fiscal year, then the corresponding beta is calculated using 1986 daily
returns). The market portfolio is the Japanese equally weighted portfolio from
the PACAP files. Models of barriers to international investment that treat these
barriers as proportional taxes generally conclude that investors facing such
barriers when they invest abroad hold disproportionately more foreign high
beta stocks.

(€) Residual variance. Residual variance is the variance of the market model
error estimated using daily returns for the previous calendar year.

{f) Excess return. Excess return is measured as the return net of the equally-
weighted PACAP portfolic return. It is measured as the cumulative compound
excess return using the 12 monthly returns preceding the end of the fiscal year
(e.g., for foreign ownership measured in March 1987, the excess return is
calculated using monthly returrs from April 1986 to March 1987). Including this
variable makes it possible to evaluate whether foreign investors are contrarian
or extrapolative.

(g) Market value. This is the marxket value of the firm's shares at the end of the
fiscal year. Size could play a role in portfolio allocations. First, it is often argued
that more information is available about large firms, so that information
asymmetries between Japanese and non-Japanese investors might be less impor-
tant for such firms. Second, transaction costs are lower for such firms, so that if
barriers to international investment include higher transaction costs for foreign
investors, it is possible that they arc lower for such firms. Third, foreign investors
are more likely to know about large firms.

(h) Book-1o0-market. The book-to-market rauo is measured as the book value
of equity divided by the market value of equity as of the end of the fiscal year.

We present the first set of results in Table 3. For these results, we proceed as
follows. Each year, we estimate a cross-sectional regression of foreign ownership
in a firm on eight explanatory variables. Note that if foreign investors hold the
market portfolio of the domestic country, foreign ownership is the same in each
firm and the coefficients of our cross-sectional multivariate rc gression should be
insignificantly different from zero. Hence, these coefficients show how foreign
investors depart from the market portfolio in their holdings. Rather than
reproduce the coefficient estimates for each year, we average them first for the
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Fhe renults kor the tiret oolumn «of Tahie Y aggregaic the coc’licient estimates
for 16 regrewmons. The waly eaplanatory vanable that has a significant coeffic-
oot cach yeur 1 frm sure. Each year, foragn investors invest more in large irms
cont ofling kv the seven other Brm characteristics. The coefficient on leverage s
sgnificantly segative 1n 12 years out of 16, indicating that foreign investors
prefer firms with low leverage. There is 4 strong book -to-market effect in the first
subperiod, but this cffect weakens substantially in the second subperiod. In
contrast, the return-on-swets effect is strong in the second-half of the sample.
but much less = 10 the first half. The other variables sometimes have significant
coeflicients, but they do not provide convincing results. The result that domin-
ates Table 3 is the importance of firm size in the investment decisions of foreign
investors. One might be concerned that this reflects a reporting bias, in that the
smaller firms might be more likely to have missing observations. However, if
that were the case. one would expect the cffect should falter in the second-half of
the semple and 1t does not An alternatise way to regress foreign ownership on
our explanatory variables is 10 pool ycars together and allow firms to enter in
the panel as they become available. We do so allowing for dummy variables for
each year. This alternative approach assumes that the coefficients are constant
through time, whereas the results in Table 3 allow the coefficients to change
through time. Nevertheless, the results are similar except that the book-to-
market ratio and beta are much more significant. This pooling approach does not
socount for correlation in the residuals, so that the r-statistics might be inflated.

Table 4 provides regressions that use both cross-sectional and time-series
data. In that table, we estimate random-effect models using the Fuller- Battese
(1974) method. This method divides the error term for a firm at year ¢ into three
components an error for firm / across yesrs, an error for firm i in year ¢ and an
error for yest ¢ common across firms. The variance components are estimated
firt by the ftting-of-constants method and the regression parameters are
cstimated using geocralized least squares. To implement this approach, we have
to wee a fixed panel however. Since we are interested in deviations of the
portiolio held by foreign investors from the market portfolio for Japan, we use as
out dependent variable foreign ownership for a firm in a given year minus the
oqually weighted foreign ownership for that year. The dependent variable
thorelore measures how the foreign ownership in a firm differs from wha: it
would be if foreign investors had acquired the same fraction of cach firm. The
regrossions in Table 4 show again 2 stiong effect of firm size on ownership.
Leverage and book-to-market have significantly negative coefficicats for the
whols semplr regremion and the two subsample regressioms and ROA has
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Tabie 1

Regrosson estimates of foregn omnenhip on cxplanatory vanables Regression coeflicients arc the
IMeenes sverage from year b .year regressons for the 1976 1991 period.* Average (-statistics are
w parenthescs; the weoond number 1n parentheses is the p-value for a r-test that the average r-statistic
n 2ero Numben in brackets are thase of cocfficients that are significantly positive at the 0.10 level

and those of coefficients that are significantly negative at the 0.10 level. respectively.

tull period: Subperiod: Subperiod:
Vanable: 1976 1991 1976 1983 1984 1991
Intercept - 0.06315 - 0.0370 - 0.0899

{ - 219 <001) (~ 109, 0.01) (—3.29: <001)

[0.10]} {0.2] [0.8]
Leverage - 0.0397 - 0.0452 - 0.0342

(—~ 20} <001
[0.12]

(- 203 <001)
[0.4]

( — 2.03; < 001)
[0.6]

Current ratio 0.0017 0.0010 0.0024
{0.48; 0.04) (0.23; 0.44) (0.74. 0.06)
(1.0} [0.0] (1.0
ROA 0.1495 0.1683 0.1308
1.72; < 0.01) (1.69; < 0.01) (1.75. < 0.01)
[~ 0] [3.0] [5.01
Beta 0.0025 0.0006 0.0044
(0.61; 0.24) (0.14; 0.80) (1.07; 0.24)
4N [1.0] [3.1]
Residual variance 6.7279 12.1359 1.3199
(0.76; 0.0%, (1.41. 0.08) (0.10; 0.73)
[4.0] {3.0] {1.0]
Excess return 0.0036 0.0049 0.0022
(0.38: 0.55) (0.45; 0.65) (0.31; 0.69)
(4.3] 2.1 [22]
Book-to-market - (.0246 - 0.039 - 00101
(- 210, <0901 (— 328 <001) (—-0930.18)
[1.10} {0.73 [1.3])
Log (MV) 00127 no114 0.0140
(6.57;, < 0.01) 15.22, < 0.01) (7.92; <0.01)
[160] (4.0 [8.0]
Average sample size 1.122 993 1.251
Adjusted R? (%) 11.626 10413 12.840

*Firms with an extreme ROA (ROA larger than | or smaller than -- 1) and firms with negative book

oquity are deketed.
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tult ponied Sthpered Subpenod:

Vaaaies 1970 94 197 19K 1984 199}
Intervem D I4R? 02022 ~ 01092
t 91y (- 749 ( -4.27)
{ evernpe Q0284 - 00795 --0.0278
[ W2 ] { - 643) (- 258)
Cutrent ratso a0mo 0.0022 -0.0012
(.37 0.95) (- 1.54)
ROA 04 0.0596 0.1730
4.72) 11.95) (547
Beta 00031 00008 0.0070
(3.53) (- 09N (5.55)
Resdual vanance - 28203 218719 - 114160
( 143 (118 (- 4.83)
Fxcess return 0.0059 00020 0.0072
470 (12 (4.76)
Bk o marker IR 00138 - 0.0490
U Soh) { 293) ( - 8.36)
Loy (MV) 00201 0.0261 0.0132
(15.03) (1347 {7.38)
Root MSE 003573 0.02961 0.03175

a significant positive coeficient for the three regressions. None of the other
variables have coeflicients that are significant in both subperiods. In contrast to
Table 3, all coeflicients in the second subperiod are significant cxcept the one for
the current ratio. In the second subperiod, beta and the cxcess return have
significant positive cocflicients and the residual variance has a significant nega-
tive coeflicient.

S. An lavestigation of the size bias

A uscful way to understand the magnitude of the size bias is 10 look at the
correlation between firm market value and foreign ownership. We compute the
Spearman rank correlation between foreign ownership and the log of the market
value each year. The average Spearman rank correlation is 0.455; it is signifi-
cantly positive every year at the 0.01 level. Why this extraordinary size bias? Size
could proxy for several varisbles thut might affect forcign ownership. In this
Ction, we try (o assess this proxy effect.
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S0 Size and the Merton eflect

Merton (1987) argues that investors hold shares in firms with which they are
familiar and that investors are more likely to be familiar with large firms.
Falkenstein (1996) shows that mutual funds hold more shares in firms that have
a lot of news stories associated with them. A proxy for how well known a firm is
to foreign investors is the extent to which a firm exports. For a subset of firms
(almost all manufacturing firms), we have data made available by Daiwa
Securitres Co. that provide the ratio of exports to sales for the parent company.
These data suffer from the fact that they do not include information for
unconsolidated foreign subsidiaries. On average, the data are available for 678
firms per year. The average ratio of exports to sales is 0.1612 per year. Comput-
ing the correlation between foreign ownership and the exports ratio, we find an
average correlation of 0.18. This correlation is positive every year and significant
at the 0.01 level for 16 years and at the 0.05 level for one additional year. it
appears from thesc correlations that foreign investors invest more in firms that
have a higher expor: ratio. However, larger firms are likely to have higher export
ratios, so that the correlations might just reflect the correlation between size and
foreign ownership documented earlier.

To sepaiate the effect of the export ratio and the effect of size, we present in
Table 5 foreign vwnership for size quintiles and foreign trade quintiles. Ignoring
size, foreign ownership increases monotonically with the ratio of exports to
sales, going from 3.69% for the lowest export ratio quintile to 5.71% for the
largest. The impact of size is much larger. however, since foreign ownership is,
on average, 1.80% for the smallest quintile and 7.66% for the largest quintile.
Among the largest firms, the raiio of exports to sales is uninformative: foreign
ownership is 8.16%, on average, for the lowest quintile of the exports ratio and
8.50% for the largest. In contrast, for small firms, foreign trade seems to affect
foreign ownership. In particular, for the smallest size quintile, the firms in the
smallest export ratio quintile have average ownership of 1.03% and in the
largest export ratio quintile average ownership is 2.82%. The average difference
between these two quintiles is significant with a ¢-statistic of 4.67. The difference
between the high and low exporters for the next size quintile is significant
also, but the differences for the other size quintiles are not significant. There is
therefore some evidence that foreign activities matter for foreign ownership if
a firm is small but not if it is large. Note, however, that our measure of the
ratio of exports to sales is likely to be much fess informative for large firms
since many of these have foreign activities through unconsolidated subsidiaries.
In constructing Table 5, we ignore firms for which we have no export data.
An alternative approach is to assume that these firms have no exports. If
Table 5 were constructed that way, the qualitative results would be similar.
but the export ratio quintiles appear somewhat more related to foreign
ownership.
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Eaports Sales ———— :
rat Seaibest 2 3 4 Largest Al
Smallest (1) (N3] N3 LR 487 816 kY.
{O9) 2K%) (AR} (5.04) 9.62) (3.84)
N 141 M0 198 594 6.69 3174
(1 46y oy (322 15.79) (6.04) {3.90)
1 % 244 3w $9 m 4.10
(245 (225) 14.34) 4.15) 5.92) (1.81)
4 1.46 N 147 644 718 446
(1.4%) (V1) (VLK6) (5.57) (6.08) (4.25)
Largest () 282 418 417 47 8.50 5
1Y) RN R (4.26) (8.68) (5.68)
™y 1LY 192 07N - 018 0.34 202
[r-stmnnc) (4.67) (293} [1.18)] [ -017} [0.33) [3.44]
All 1.80 305 kN 541 7.66
(1.7%) (10M 4.10) 15.15) {6.83)

An alternative upproach to investigate whether the export ratio plays an
important role in explaining the coefficient on size in our cross-sectional regres-
sions is to reestimate these regressions with the export ratio as an additional
explanatory variable. We rocstimated the regressions from Tables 3 and 4 on the
subsample of 263 companies for which we have export data every year. The
export ratio has an insignificant coefficient in the foreign ownership regressions
for the whole sampic and the first-half of the sample. It has a positive coefficient
of 0.04 with a r-statistic of 2.39 for the second-half of the sample (1984-1991), in
the time-series cross-section regression and an average coefficient of 0.039 with
an average 1-statistic of 2.3 for the cross-section regressions. Adding the export
ratio has little impact on the size coefficient. Consequently, while the export
ratio ssems Lo be a determinant of foreign ownership, it cannot explain the size
cosflicient in our regressions.

3.2 Size and ligwmdiry

1t tn boen contly 10 Busid positions in shares that are more liquad. If & share lacks
hqudity. those who know the market well have an advantage. They can time
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Tabie 6

Mean and median forcign ownenhip (%) by portiolios formed on the market value of equity and
then the twrnover ravo (detined as volume divided by the number of shares outstanding) during the
1975 1991 penod Each year, the firms for which data are available on the turnover 1atio are divided
o size quintiles. Each quintile is then divided into five quintiles based on the turnover ratio. The
oclis in the table provide the time-serics mean (median) of the yearly means (medians). We also show
the sverage difference between the largest and smatlest quintiles with the ¢-statistic obtained from
the time-series of annual differences.

Size quintiles
Turnover ratio Smallest 2 kK 4 Largest All
Smallest (1) 0.83 206 2.38 3% 480 27

(0.86) 2.02) 2.36) (3.82) (4.92) (2.64)
2 1.05 222 327 5.50 6.48 333

{0.98) 227 (3.21) (5.49) (6.21) (3.37)
3 1.27 232 4.36 5.57 7.85 4.10

1.33) 237N (4.62) (5.95) (6.64) (349

4 144 2.72 348 490 8.45 449

(1.9) (2.85) (3.44) (5.17) (7.70) (4.58)
Largest (5) 1.44 2.58 3.08 4.82 1.27 4.16

(1.40) (2.79) 3.21) {5.19) (7.12) 4.27)
(5) - (i) 0.61 0.52 0.70 092 3247 145
[¢-statistic]} [2.43] [1.47] [1.22 [1.44] [2.78] {292]
All 1.21 2.3% kX)) 494 6.97

{1.10) (2.46) 13.59) 4.97) (6.47)

their purchases to take advantage of their information about the supply of
shares. In such a setting, foreign investors might well prefer large firms because
the market for their shares is more liquid. Further, as argued in Section 2,
concerns about political risk might also induce investors to hold liquid shares
since they can exit their positions at lower cost. We do not have a measure of
liguidity that we can use. However, shares with higher turnover (defined as
volume divided by the number of shares outstanding) should be more liquid. We
create an annual turnover measure by using :nonthly volume to obtain a daily
average turnover measure for a month. We then average the daily average
turnover measures across the year.

Table 6 makes it possible to address the issue of whether size proxies for
liquidity. We rank shares by s*>. a1 then div.de cach size quintile into five
turnover quintiles. Turnover ieems to be related to foreign ownership. For
a given size quintile, the lowest turnover quintile always has substantially lower
ownership. The turnover ¢ffect Joes not seem to be present for the other
turnover quintiles. The average differences between the highest and lowest
turnover quintiles are significant for the smallest and largest size quintiles as well
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turmover has an uncxpected ncgative sign and 13 igntficant for the whole sample
and for the second-half of the sample. Again, however, the additional explana-
tory vanable has little effect on the size cocfficient.

5.3 The barners 1 international investment effect

Could it be that explicit barriers to international investment are smaller for
large firms? Large firms are more likely to have ADR programs. Such programs
could lower the pecuniary barriers to international investment. In Table 7, we
provide the results of an event study of foreign ownership. The event year is the
year that an ADR program starts for a firm. Unfortunately, many ADR
programs for the firms in the sample started before 1975, so that we have no
ownership data for many firms in the event year. Each year we use all the firms
for which we have data. We find that the ADR firms have more foreign
ownership than fisms of similar size at year 0. However, somewhat surprisingly,
there is no evidence in the table that the ADR program itself increases foreign
ownership. 1t seems rather that firms with more foreign ownership choose to
have ADR programs. Firms with ADR programs are mainly firms in manufac-
turing and generally are well known in the US for their brand goods. It may well
be, therefore, that these firms have ADRs to reduce the costs of share ownership
for existing shareholders and that they have more shareholders abroad because
they are well known.

6. The investment performance of foreign investors

Barriers to international investment that take the form of a deadweight cost
imply that the portfolio of domestic securities held by foreign investors should
have a higher expected return than the portlolio held by domestic investors
before taking :iito account the deadweight cost. Table 8 provides yearly average
excess returns of foreign investors over the PACAP monthly value-weighted
return and associated t-statistics. To construct the returns of foreign investors,
we proceed as follows. For year 1, we use ewnership information at the end of
fiscal year t — 1. We use market value information as of the end of June of year
t to construct a portfolio that mimics holdings of foreign investors and then
compute the monthily return on a portfolio wirh these weights for the next 12
months. Note that the excess returns for foreign investors are obtained by taking
the difference of two yen returns. They therefore have (he interpretation of
excess returns for foreign investors irrespective of their currency if the optimal
currency hedge for Japanese securities is to go short an amount of yen equal to
the price of the security. We investigate the correlation between yen returns on
the portfolio held by foreign investors and the yen/dollar exchange rate and find
the correlation to be economically trivial and statistically insignificant. The
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procedure we use allows us to obtain returns for 16 years. Out of these 16 years,
forengn mrvestors underperform the value-weighted PACAP index portfolio sine
times. Their average excens return relative (0 the value-weighted PACAP is
negative over the whols sample period wnd in the second subsample period,
which s the period from 1984 to 1991. The underperformance is not significant,
however.

Did foreign investors choose a portfolio with a greater expocied return than
the market portiolio, as one would expect if the explanation for the home bias is
s proportional deadwergint cost? We have soen that Lheir portfolio is weighted
towands large Arme, which would correspond to a smallor expected exocess
sturm. in addition, the beta of their portfolio with respect (o the valuo-weighted
PACAP portiolio is lsss than one. Interestingly. though. the beta is much higher
in the first-half of the sampls (1 .23) than in the sscond-half of the saraple (0.54).
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M chnsnng » parshdes wengined (onards large hraws, Kwogn nveston did
or pordorm wghifivantly wone than the market portfobe. They did. however,
hoid' s portiols with a greater sandard deviation than o they had held the
maret portfelo The standard deviation of the monthly return on the market
porviodo u 4 31 % over our sample period and S.38% for the portiolio held by
forvign wwestors (The pvalue for the F-aent that the vanances are equal is
0 1257 ) bn other words, foreygn mvestors had a portfolio with a higher volatility
thas the market portioho without any gain in expected return. This means
that the puniaboe they were holding was a poor proxy for the market portfolio.
Another indicaion of this is that the R? in a regression of the foreign
portfolio reture on the market portfolio return is 69%. As explained
 Section 2. howover, investors might have wanted a portfolio that correlates
1 specific ways with state variables they care about. It is therefore possible
that the portfolio thev held had these correlations and that the market portfolio
dd not.

7. Dess forcign investmens alfect expected returas on demestic secarities?

The evidence presented in this paper shows that foreign investors increase the
demand of some domestic securities relative to other domestic securities. One
would expect that this differci.tial demand affects expected returns. In this
section, we investigate the relation between expected returns on domestic
securities and the holdings of foreign investors. We proceed in the same way as
Fama and French (1992) to find out whether foreign ownership is related to the
cross-sectional variation in expected returns. Each month, we regress the indi-
vidual stock returns of that month on foreign ownership. We use our previous
timing convention in that we use the end of fiscal year ¢ — | ownership data for
12 months starting with July of year 1.

Table 9 provides the average slopes of the monthly regressions with
1-statistics obtained from their time-series standard deviation. The average slope
for the whole sample is negative but not significant. We also give the average
slope obtained from regressions of returns on e log of market value. There is
a size effect throughout our sample and it dominates the foreign ownership
effect. When we divide the sample in two subperiods, we find that the average
slope for foreign ownership is insignificantly positive for the first subperiod and
significantly negative for the second subperiod. There is no size effect in the first
subperiod but there is a size effect in the second subperiod. When we aliow for
both an ownership effect and a size effect, the average coefficient on foreign
ownership is not significant in the second subperiod and its absolute value falls
by almost two-thirds. Our evidence shows that there are same traces of foreign
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ownersiup in returns. However, this cffoct scems weak and does not stand up
when we allow for & size effect. Although from the perspective of forecasting
expected returas it makos sense 10 allow for a mze effect. the fact that foreign
iavestors seer (0 have greater demand for large-firm stocks may be a helpful
clue in understanding why there is a size cffect.

L Conthnien

Thus paper providos evidenoe on the distribution of forcign share ownership in
Japen from 1975 10 1991. We confirm the existence of & substantial home bias
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et sollotsle thuen # they hdd the Bapancse markel portfole We hind that
gl heorogn srvtars cie fut OatT & groasct rcturn than o they had held the
murla) purdiolis. the volailety of thew monthhy retarn o $ X8% whereas the
wohatfiry of the reterm of the market portfolo v 481% Modols that arc
apemtew! with ilee ¢xintent of 8 home das are gencrally inconsisient with our
cvadrmr vt thoet madiols prechict that foresgn s estons erther hold the market
powdodis o cosetry o 2 porifolwe with daproportionately more securitics that
have ugh capictad exoom returns. A madel in which nonresident investors know
more about laree firms than small firms in the markets in which they invest
tother than tha: home market country) 1s one that can produce the cross-
woctional pattermn of ownetship that we document,
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