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Abstract

For many, transnational capital is one of the most important driving forces of economic glob-
alization; yet, we know little about what determines cross-border portfolio investments. In addi-
tion to recent economic literature’s focus on information asymmetries as one key determinant of
cross-border investment, this study brings in a political aspect to the field of international trade in
assets. The ‘race to the bottom’ thesis connects domestic economic policies to investment deci-
sions and argues that capital is more likely to move towards economies characterized by economic
liberalism; political institutions are also relevant for portfolio investments, because democratic in-
stitutions often provide more credible protection against predatory practices. In this study, I model
bilateral portfolio investments as a function of economic policies, political institutions, and levels
of transparency of sending and receiving countries as well as important international connections.
Empirical findings indicate the importance of transparency to attract portfolio investments. More-
over, transnational portfolio investments are only sensitive to some fiscal policy indictors and only
within the OECD countries. Therefore, for non-OECD countries, there is still ‘room to move’ in
maneuvering different aspects of fiscal policies. Finally, I find that investors care about the nature
of political institutions as democratic institutions tend to be associated with higher levels of port-
folio investment inflows. This is good news for developing countries that have undergone or are in
the process of democratization. In addition to democratizing for peace, increased foreign capital
further incentivizes a progression towards democratization.
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Introduction

Transnational flows of capital are considered to be one of the most important
economic forces of globalization. In certain instances, competition among states
for transnational capital results in a “race to the bottom” in domestic economic
and social policies (Cerny 1995, Rodrik 1997). This is often considered solid ev-
idence for the power of the capital market to constrain governmental autonomy
by rewarding some policy choices and punishing others (Andrews 1994).1 The
underlying assumption for the structural power of transnational capital is that
capital is more likely to move to economies that are business-friendly. Adhering
to this pattern of movements, transnational capital rewards (by entering) and
punishes (by exiting) certain countries. This is probably true in cases of obvious
irresponsible government spending, as was the case under the rule of the French
Socialist Party in the 1980s (Hall 1986, Abdelal 2006). However, recent research
has shown that there is still room for government to maneuver in various di-
mensions of domestic policies (Mosley 2000 & 2003). For wealthy developed
countries whose default risk is often low, changes in government economic and
social policies at the margin might not even be noticed by investors who often
rely on informational shortcuts to get around the problem of costly information
gathering (Calvo & Mendoza 2000).

Indeed, financial markets might not respond as swiftly as if we lived in a
world of full information; especially to policy changes that are not as alarming
as those in interest, inflation, and exchange rates. Some key events, such as the
failures of the Keynesian policies in Europe in the 70s and 80s (for example,
French Socialists’ social and economic policies before Mitterrand’s tournant in
1983) might make the idea of a powerful global financial market restraining
state behavior so entrenched among policy makers. As a result, there are two
mechanisms that might underpin the constraining power of capital markets:
the first is based on the real behavior of the market as it punishes and rewards
swiftly, and the second is a result of people’s expectation that the market does
so and they have to respond in a certain way in order not to be punished.
One way to distinguish these two mechanisms is to look at whether changes in

1This study focuses on the ability of transnational capital to constrain a government’s
policy choices. However, I acknowledge that there are other dimensions in capital-
state relations. For example, a more structural power of the capital market, according
to Przeworski & Wallerstein (1988), is the ability of capital owners to allocate their
resources between investment and consumption, thereby influencing employment. I
want to thank the reviewer for bringing this theory on the structural dependence of
state on capital to my attention.
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government polices at the margin are among the factors that determine cross-
border capital flows. This requires us to reverse the causal chain to focus on
the direction from domestic policies and institutions to capital flows.

Previous research provides little systematic explanations for the ebbs and
flows of transnational capital. Part of the reason is that the financial markets
are so unpredictable, leaving little regularity or pattern for researchers to start
with (except for the “home bias”). As Portes and Rey (2005) put it, “... There
are very few well-established results on the determinants of international trade
in assets, especially securities. Such work has been impeded by data problems,
and there is little theory behind it”.2 Portes and Rey apply a gravity model
commonly used in the literature on international trade, and find that trade in
assets is not “weightless” as intuitions often tell us, but a negative function of
distance, which suggests the importance of information asymmetries in affecting
international trade in assets.3 Missing from these state-of-the-art economic
models on international trade in assets are variables that often intrigue political
scientists who study interactions between economic forces of globalization and
domestic policies and institutions.4

This study models transnational portfolio investments as a function of
both domestic economic policies and political institutions (democratic institu-
tions to be specific) while controlling for variables at both domestic and in-
ternational levels that might reduce information asymmetries for cross-border
investments. In the rest of the article, I first review theoretical priors on deter-
minants for international trade in assets and the theoretical link between, on
the one hand, domestic policies and institutions, and, on the other, foreign port-
folio investments. The following section describes the landscape of cross-border
portfolio investments from 2001 to 2005. I then model the bilateral portfolio
investments as a function of domestic characteristics of sending and receiving
countries of investment and important international networks such as that of

2See Portes and Rey (2005), p. 270.
3Distance here might be considered as a proxy for information friction. An incomplete
list of economic research on information asymmetries and investment includes Portes,
Rey, and Oh (2001), Portes and Rey (2005), Aviat and Coeurdacier (2007), Hooper
and Kim (2007), and Daude and Fratzscher (2007). Leblang’s research on diaspora
and cross-border investment is a recent example in political science (Leblang 2007).
4Examples of missing variables include levels of government consumption, deficits,
corporate taxation, regime type, and partisan component of the government, to name
but a few.
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trade and linguistic and colonial ties.5 The final section concludes and discusses
the policy implications of this research.

What Do We Know about International Trade in Assets?

Most empirical studies on international trade in assets are conducted in the
field of economics. This is a relatively new literature that still faces great
challenges in its ability to improve our understanding of cross-border invest-
ments. Data shortage is an impediment for empirical analysis. But a more
serious problem, as Portes and Rey (2005) point out, is that “there is little
theory behind it”: scholars are still shuffling lists of potentially relevant vari-
ables in empirical models in order to find key determinants of transnational
flows of capital. What we do know is that despite the benefits of the diver-
sification in portfolio investments, “home bias” is the predominant empirical
pattern (French & Poterba 1991, Cooper & Kaplanis 1994, Frankel 1994, Tesar
& Werner 1995, Kang & Stulz 1997, Tesar 1999). This seems counter-intuitive,
because as economic theory suggests, investing in countries in which the rate of
return to investment is weakly correlated with that of the home market (these
are often countries geographically distant from the home country) diversifies
portfolio and reduces investment risk, and therefore maximizes return to invest-
ment.6 Moreover, unlike the trade in goods, transactions in financial markets
incur almost no transportation cost. Indeed, the theoretical benefits of interna-
tional diversification have been recognized for decades (French & Poterba 1991).
However, what we observe is a home bias in asset holdings: people tend to invest
in countries that are geographically closer to their home country.7

5I focus on fiscal policies in this manuscript and leave the study of economic institu-
tions to future research. However, sender and receiver country fixed effects used in
Model 1 are able to control for most of the national variations in economic institutions.
6Portes and Rey (2005) explain why we expect the correlation of business cycles to
decay with geographic distance, “Frankel and Rose (1998) show that trade between
country pairs is positively related to the correlation of their business cycles; since
trade decreases with distance, business cycle correlation does as well. Imbs (1999)
provides direct evidence that correlations of business cycles decrease with distance.”
7Indeed, the home bias has been a puzzle for economists for decades. Transaction
costs, which are likely to be higher with foreign assets, might be an explanation for
home bias. Yet Tesar and Werner’s findings challenge this explanation as the turnover
on foreign asset holdings is at least as high as that on domestic ones (Tesar & Werner
1995). Moreover, institutional barriers that limit investors’ ability to hold foreign
assets can hardly be a convincing explanation in the past few decades, because most
countries have removed or weakened these barriers since the 1970s (French & Poterba
1991). The empirical analysis in the following sections also tests whether there is
an association between a measure of institutional barrier (capital market openness)
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Information asymmetry has become the most recent focus in the litera-
ture to explain the puzzle of home bias in particular and patterns of transna-
tional portfolio investments in general (Portes, Rey & Oh 2001, Portes & Rey
2005, Aviat & Coeurdacier 2007, Hooper & Kim 2007, Daude & Fratzscher
2007). Information asymmetry is present whenever one party in a transaction
has more or better information than the other. George Akerlof, in his semi-
nal work “The Market for Lemons,” argues that in a market where information
asymmetries exist, the average value of the commodity tends to go down because
the seller, who often has better information than the buyer, often have strong
incentives to defraud the buyer; the buyer often takes into account this risk
factor and would not spend as much as in a situation of complete information
(Akerlof 1970).8 It is reasonable to believe that the “market for lemons” prob-
lem caused by information asymmetries is a serious problem for cross-border
investments as well. In the financial market, the information that is required
to evaluate financial assets is not equally available to all market participants.
For instance, corporate investments often create information asymmetries be-
tween insiders and outsiders. The insiders (managers) are able to continually
observe changes in investment productivity on an individual asset basis; while
the outsiders are only able to obtain highly aggregate information at discrete
points of time (Aboody & Lev 2000). In international financial markets, such
an unequal distribution of information between national and foreign investors
could create a more serious problem. Information such as accounting practices,
corporate cultures, and political institutions is required for investors to evaluate
financial assets. Local investors have better knowledge than their foreign coun-
terparts. Foreign investors often face high barriers of information frictions when
they operate in foreign assets. To some extent, equities and corporate bonds in
overseas markets for investors are analogous to used cars for buyers who can-
not tell “lemons” from good cars. Therefore, investors might choose to invest
less or not invest at all in foreign assets even though, in theory, international
diversification can reduce risk.

One implication of the information-asymmetry hypothesis is that at the
country level, improving transparency could lead to an increase in investment

and portfolio investment. The empirical analysis finds no support for institutional
barriers as an explanation for home bias.
8The most famous example for information asymmetries is the used car market. The
existence of an information asymmetry between the seller and buyers and the fact
that good cars and bad cars often have to sell at the same price, the sellers of good
cars have to sell at a price lower than the true value of the machine. The result is
that the bad cars tend to drive out the good ones because they all sell at the same
prices.

4

Business and Politics, Vol. 11 [2009], Iss. 1, Art. 1

http://www.bepress.com/bap/vol11/iss1/art1
DOI: 10.2202/1469-3569.1232



inflows. Indeed, transparency in some dimensions of the underlying local busi-
ness environment is particularly important to foreigners attempting to make
investment decisions.9 Moreover, it is reasonable to suspect that international
investors might also be deterred by a country’s overall degree of opacity (that
is, lack of transparency). Indeed, recent studies have demonstrated the impor-
tance of transparency for the inflows of foreign investments (Wei 2000, Gelos &
Wei 2005, Hooper & Kim 2007). Additionally, at the international level, connec-
tions and interactions between countries might also help to overcome informa-
tion asymmetry between foreigners and nationals. As one might expect, trade,
the most common forms of economic interactions, facilitates cross-border in-
vestments by reducing the information asymmetry (Aviat & Coeurdacier 2007).
Trade in goods has a more personal interaction, which is notably absent from
trade in capital that is often conducted in the digital world. Traveling to a part-
ner country to collect relevant information and build business ties can at the
aggregate level reduce information asymmetry and improve capital investments
by providing relevant information, such as quality of political institutions, ac-
counting practices, and corporate cultures.10 Other forms of connections at the
international level, such as linguistic and colonial ties, could also help overcome
information asymmetries between countries.

Economic Policies, Political Institutions, and Capital Inflows

Existing economic studies on international trade in assets focus on fundamental
economic factors that influence the potential future returns of the investment;
latest empirical studies have started to look at the potential role of transparency
within operating environment as a means of influencing investment decisions
(Wei 2000, Gelos & Wei 2005, Hooper & Kim 2007). These are indeed great
efforts to improve our understandings in transnational capital flows; however,
these economic models are missing critical variables. These missing variables
include various dimensions of domestic economic and social policies (for exam-
ple, levels of government consumption, deficits, and corporate taxation), regime
type, and partisan component of the government.

Domestic economic policies are important to political scientists because
they reflect political choices made by national governments. This is especially

9For example, transparency regarding accounting standards that address disclosure
and access to information about publicly traded companies.
10The opposite direction of causality, that is, whether trade in assets improves trade
in goods, is also probable, but the causal mechanism is less clear. Investments in
Russian equities and debts by Latin American fund managers are hard to translate
into trade between these two regions, at least in the short-term.
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relevant in terms of fiscal policies that characterize the ways governments col-
lect and spend money. These policies have profound redistributive effects for
a society and have become the essence of the so-called embedded liberalism
since the end of the Second World War (Cameron 1978, Ruggie 1982). To
sustain domestic stability and social justice, governments use these policies to
compensate those who suffer from the vagaries of the global market. Indeed,
international and comparative political economy have a long standing tradition
of studying the interaction between international market forces and domestic
policy outcomes (Polanyi 1944). In the past few decades, the link between
the economic forces of globalization and various types of domestic economic
policies has become the focus of an increasing amount of research in politi-
cal science, sociology, and economics. Efforts have been made to closely study
how globalization, in interaction with various domestic variables, affects macro-
economic policy as well as institutional changes, such as social welfare policies
(Cameron 1978, Garrett 1998, Garrett & Mitchell 2001, Burgoon 2001), in-
dustrial subsidies (Zahariadis 1997 & 2001, Cao, Prakash, & Ward 2007), and
monetary and fiscal policies (Mosley 2000, Wibbels & Arce 2003, Basinger &
Hallerberg 2004).

One important research question is to what extent have the forces of
economic globalization taken over domestic forces in the processes of national
policy- and institution- making. The two extreme answers to this question de-
pict two different scenarios of international-domestic interactions. On the one
hand, the convergence thesis describes a process wherein distinctive domestic
institutions and economic policies fade away over time, giving way to common
economic structures whose efficiency and universality produce super strength in
the market (Berger & Dore 1996). The divergence thesis, on the other hand,
emphasizes the persistent diversity of national policies and institutions among
which the efficiency-mandated minimalism is only one of the many varieties.
Numerous empirical tests have been done based on cross-national time-series
data in a variety of policy areas, most of which focus on advanced industrialized
countries.11 Most of these empirical analyses test the link between trade open-
ness and domestic policy outcomes. More recently, students of international and
comparative political economy have started to focus on another driving force of
globalization, the global financial market. These global financial markets ap-
pear to have more power to constrain a government’s policy choices than trade
(Andrews 1994, Cerny 1995, Mosley 2000).

The key logic of the convergence thesis, viewed as a “race to the bottom,”
points to the global financial market as the most important driving force. The
convergence thesis argues that in an age of globalization, the global mobility of
factors of production, and above all, of finance, puts competitive pressure on

11For studies on developing countries, see Rudra (2002) and Wibbels and Arce (2003).
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national economies resulting in their efforts to create more “business-friendly”
policies and institutions in order to make their economies more “attractive” to
international investors (Rodrik 1997, Rudra 2002). Increasing trade openness
exposes the domestic market to the vagaries of the global market, which might
induce more government intervention in the market to provide compensation
to citizens disadvantaged by trade openness (Cameron 1978, Garrett 1998).
Capital market openness, on the other hand, undercuts the policy capacity of
the government. Joining the global capital market provides governments with
greater access to capital, but at the same time subjects them to the discipline
of the financial market. Investors can avoid actual and expected averse national
policies by moving their money across borders. Policymakers, expecting the
swift response of investors, must consider satisfying financial market pressures
when making domestic policies. A number of studies have focused on the in-
ternational financial market as an important explanation for changes in states’s
macroeconomic behavior over the past few decades. For example, according to
Andrews, the central claim associated with the capital mobility hypothesis is
that “financial integration has increased the costs of pursuing divergent mon-
etary objectives, resulting in structural incentives for monetary adjustments”
(Andrews 1994). Thus, capital mobility is now regarded as a constraining con-
dition that systematically limits state behavior by rewarding some actions and
punishing others.

Which policy choices are considered unfavorable by the financial market
and are therefore deserving of “punishment”? Moreover, have these “divergent”
policies really been punished by the financial market? From the perspective of
an investor, investment risk is one of the main factors which determines where
to invest. There are different types of investment risks. According to Mosley,
these are: 1) default risk refers to the possibility of a borrower failing to repay
his obligations, 2) inflation risk results when the purchasing power of the asset
shrinks, and 3) currency risk exists in the case of high fluctuations in the value
of assets denominated in local currencies (Mosley 2000 & 2003). When default
risk is high, investors need to collect a wide range of indicators to determine a
government’s behavior in order to evaluate its willingness and ability to pay in
the future.12 For most of the developed countries where the default risk is quite
small, investors might choose to focus on a small set of indicators to evaluate
risks such as inflation rates and overall budget deficits.

In this study, in addition to the economic models’ focus on fundamen-
tal economic determinants of investments (such as inflation and GDP growth
rates), I focus on whether investors really respond to how much the government

12For example, inflation, deficits, debts, labor market regulations, and the composition
of government spending.
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spends, to what extent the government is indebted, and how much the govern-
ment taxes business. These indicators represent some of the key dimensions
of domestic economic policies that would converge to a liberal style according
to the convergence thesis.13 Specifically, one would expect that large govern-
ment outlays, debts, and budget deficits are unsustainable and will sooner or
later drive up interest rates and cause high inflation, ultimately decreasing the
rate of return for capital invested in the market. Given the fact that capital
is free to move across jurisdictions and investors fully understand the afore-
mentioned mechanisms, private capital is expected to be alert to these policy
indicators. Moreover, the level of taxation on capital is also included since
transnational capital is more likely to flow to countries with low taxation on
capital and therefore higher rates of return on investment. Finally, the par-
tisan gravity of the government is also theoretically relevant, because it is a
potential factor that investors consider before investing: leftist governments are
often considered historically pro-labor and pro-spending (Hibbs 1977, Garrett
& Lange 1991, Garrett 1998).

In additional to the link between domestic economic policies and transna-
tional movement of capital, I also study the effect of political institutions on
the inflows of capital. Political science and economic literature have made sev-
eral efforts to understand the role of political institutions, such as democracy,
free press, veto players, and federalism, on international flows of capital. For
example, recent research in political science has studied how democratic insti-
tutions affect the inflow of foreign direct investment (FDI) (Oneal 1994, Li &
Resnick 2003, Jensen 2006). The link between democracy and transnational
portfolio investment, however, has not yet been studied as a theoretical or em-
pirical model. Yet, the theoretical insights from the democracy-FDI literature
does provide an appropriate starting point.

Li and Resnick (2003) argue that democratic institutions have conflict-
ing effects on the inflows of FDI. On the one hand, democracy promotes the
inflows of FDI by strengthening property rights protection. In democratic coun-
tries, the representation of common citizens in the legislature combined with
institutional constraints over elected officials generate credible property rights
protection (Olson 1993). On the other hand, democratic institutions also have
the potential to hinder FDI inflows through various means. In the first place,
elected politicians, facing democratic constraints, cannot provide the same level
of oligopolistic or monopolistic positions to foreign multinational corporations
(MNCs); second, these constraints can further prevent these politicians from

13This is by no means a full set of indicators of government policies that are potentially
of concern to investors, but they provide us a short list to test the structural power
of financial market to restrain government behaviors.
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providing generous fiscal and financial incentives to MNCs; and third, indige-
nous industries can better seek protection through institutionalized avenues
provided by democratic institutions. The net effect of democracy on foreign
investment is therefore contingent on the relative strength of the two compet-
ing effects. However, it is reasonable to believe that the hindering effect of
democratic institutions is less relevant for the inflows of portfolio investments,
because portfolio investments often do not involve direct operations of foreign
multinational corporations on the ground. Portfolio investors do not need favors
from the host government to secure market share, to provide fiscal and finan-
cial incentives, or to shield them from the pressures from domestic industries.
What matters the most for foreign portfolio investors is a guarantee of property
rights, which is perceived to be more credible in democratic countries. Moreover,
Jensen (2006) also argues that democracies are better at transmitting informa-
tion to market actors.14 As a result, it is reasonable to believe that democratic
institutions are better at attracting foreign portfolio investments. Note that
this study is the first step to empirically test the relationship between political
institutions and transnational portfolio investment. I only consider the role of
democracy in this study, but will consider other aspects of political institutions
in future analysis, such as free press, veto players, and federalism.15

Networks of Transnational Portfolio Investments

The International Monetary Fund’s (IMF) recent Coordinated Portfolio Invest-
ment Survey (CPIS) provides detailed information for bilateral portfolio in-
vestments in 2001-2005.16 Geographic breakdown tables of the CPIS provide
data on bilateral portfolio investments from 72 countries to the rest of the
world categorized as equity securities and total debt securities; the latter are
further broken down into long-term and short-term debt securities. The sum
of these three categories is the total bilateral portfolio investment — the re-
sponse variable that I am going to model in the next section.17 The CPIS

14This information aspect of democracy can also be captured by the transparency
variable discussed in the previous section.
15I want to thank the reviewer for bringing my attention to the role of political
institutions on investments.
16See http://www.imf.org/external/np/sta/pi/datarsl.htm; new update of the
data has included 2006.
17Equity securities cover all instruments and records acknowledging, after the claims
of all creditors have been met, claims on the residual values of enterprises. Long-
term debt securities cover instruments such as bonds, debentures, and notes that
usually give the holder the unconditional right to a fixed cash flow or contractually
determined variable money income and have an original term to maturity of more
than one year. Short-term debt securities cover treasury bills, commercial paper,
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data as used by previous research (Lane & Milesi-Ferreti 2004, Eichengreen &
Luengnaruemitchai 2006, Aviat & Coeurdacier 2007, Leblang 2007) have limita-
tions, such as the incomplete country coverage (China, Saudi Arabia, and United
Arab Emirates are not covered by the survey), under-reporting of assets by par-
ticipants, and problems with collection methods. These limitations have been
discussed in details by other researchers (Lane & Milesi-Ferreti 2004, Eichen-
green & Luengnaruemitchai 2006, Leblang 2007). Yet, this is the most com-
prehensive time-series-cross-sectional data set on transnational portfolio invest-
ments to date.

Using bilateral data on portfolio investments from CPIS, I am able to
display the network of total portfolio investments. Figure 1 presents a visu-
alization of the network of global bilateral portfolio investments from 2002 to
2005 for a group of 96 countries. In each plot, the position of each country,
represented by its three-letter acronym, is determined by the ways it connects
to the rest of the network: to the extent that two countries send and receive
similar amounts of the investments with regard to the same set of countries,
they are structurally equivalent to each other in the network of transnational
portfolio investments, and therefore have overlapping positions in the graph.18

Exact overlapping is rare in a network involving a large number of countries.
Proximity between two countries, therefore, indicates the degree of their struc-
tural equivalence, that is, the extent to which they send and receive similar
amounts of portfolio investments from a similar set of other countries.19 More-
over, the size of each country, as well as its acronym, is proportional to the
overall stock of portfolio investments a country has invested in and received
from all the other countries by the end of that year. Therefore, the size of each
country captures its overall importance in the global financial market. Finally,

and bankers’ acceptances that usually give the holder the unconditional right to a
stated fixed sum of money on a specified date. The CPIS and its related surveys
include securities held as part of reserve assets but exclude securities that comprise
part of direct investment abroad. The residence of holders and issuers of securities
is determined by their center of economic interest. For enterprises, this is usually
characterized by physical presence, and in some cases by legal domicile. All banks,
insurance companies, and mutual funds are treated as resident in the jurisdiction
where they are legally domiciled.
18See Table 6 in the appendix for country names and corresponding acronyms.
19The positions of countries in Figure 1 are determined by using classical multidi-
mensional scaling in a n by n matrix of structural equivalence matrix (where n is the
number of countries). The basic idea of multidimensional scaling is to decompose a
distance/dissimilarity matrix of n objects into k vectors of coordinates to locate each
object so that their distances in the k dimensional space approximate those in the
distance matrix. See Everitt and Dunn (2001).
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Figure 1. Network of Portfolio Investment, 2002-2005.
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Note: The proximity between countries indicates the degree of their structural
equivalence, i.e., the extent to which they send and receive similar amounts of
portfolio investments from a similar set of countries. The size of each node is

proportional to the overall stock of portfolio investments it invested in and
received from all the other countries by the end of the year. The width of the

gray line connecting two countries is proportional to the sum of existing
bilateral portfolio investments. In order to display an otherwise very messy

network, a value of 5 billion US dollars is used as a threshold to decide
whether to draw a line. The OECD countries are highlighted in purple.

the width of the gray line connecting two countries is proportional to the total
volume of bilateral portfolio investments by the end of the year. In order to
display an otherwise very messy network, a value of 5 billion US dollars is used
as a threshold to decide whether to draw a line between two countries.
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A first impression of the networks on transnational portfolio investments
is that the global market is dominated by some twenty “purple dots” (OECD
countries), which are big and connected by dense, thick ties of portfolio in-
vestments. This is most readily apparent in 2004 where the OECD group
(highlighted in purple) is closely connected by large amounts of bilateral invest-
ments. The Netherlands (NTH), the United States (USA), the United Kingdom
(UKG), Germany (GMY), Japan (JPN), and even Luxembourg (LUX) are dis-
tinguished from the rest of the group by the total stock of portfolio investments
they sent and received. On the other hand, some developing countries (e.g.,
Jordan (JOR), Cameron (CAO), Nicaragua (NIC), Pakistan (PAK), and Sri
Lanka (SRI)) seem to disappear in the network of portfolio investment: their
size/overall importance in the network is small and they are located far away
from the OECD center with only weak ties connecting them to other countries.

Besides this overall pattern of OECD dominance, the relative positions
of countries vary across time. The size of nodes, that is, the total amount
of investments sent and received by each country, does not change very much,
especially for most of the OECD countries. However, the bilateral distribution of
relatively stable portfolio stock sent and received for each country changes on a
yearly basis. This change in the distribution of portfolio investments is captured
by the changes in countries’ relative positions in Figure 1. Regarding the OECD
countries again, these countries are much more clustered in 2004 than in the
other years. Also notice some of the clusters among countries, that is, those
who have similar pattern of overseas investments. Britain (UKG) stays much
closer to Canada (CAN), Australia (AUL), and New Zealand (NEW) than with
other West European Countries such as Luxembourg (LUX), Belgium (BEL),
Italy (ITA), Spain (SPN), and Portugal (POR) which form their own cluster.
The United States (USA) no doubt occupies a central position in the network;
however, its relative position varies over time, reflecting constant changes in the
distribution of the American overseas portfolio investments. In 2005, the USA
moves much closer to the aforementioned West European cluster (Luxembourg,
Belgium, Italy, Spain, and Portugal) than in other years.

Figure 2 further illustrates portfolio investments among OECD countries
using four level-plots for 2002-2005. Each square cell in the yearly panel is col-
ored proportional to the level of portfolio investments from the sending (vertical
axis) country to the receiving (horizontal axis) country.20 In 2002, the darkest
area is in the lower left corner of the level-plot where we find sending countries
mainly include Switzerland (SWZ), Spain (SPN), Canada (CAN), Japan (JPN),
Luxembourg (LUX), Italy (ITA), the Netherlands (NTH), France (FRN), Ger-
many (GMY), Britain (UKG), and the United States (USA), and the receiving

20The legend in each level-plot shows the color scheme, which is in logged millions of
current US dollars.
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Figure 2. Bilateral Portfolio Investments among OECD Coun-
tries, 2002-2005.
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(a) 2002
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(b) 2003
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(c) 2004
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(d) 2005

Note: Each square cell in the yearly panel is colored proportional to the level of
portfolio investments from the sending (vertical axis) to the receiving

(horizontal axis) country. Portfolio investment from a sending to a receiving
country is on log scale of current US dollars (million).

countries are Luxembourg (LUX), Italy (ITA), the Netherlands (NTH), France
(FRN), Germany (GMY), Britain (UKG), and the United States (USA) — the
bilateral investments among these countries ($7,178 billion) account for over
71% of the total bilateral investments among the 30 OECD countries by the
end of that year. In the following 3 years, the absolute amount of investments
among these countries continued growing and reached $ 12,406 billion in 2005.
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Yet, their overall importance in the network declines slowly: the percentage of
their in-group investments to total bilateral portfolio investments among all the
30 OECD countries drops from over 71% in 2002 to 70% in 2003, and 68% in
2004 and 2005. On the other hand, investments outside this lower-left corner of
the panel grow at larger rate, especially investments in countries such as Czech
Republic (CZR), Iceland (ICE), Poland (POL), and Turkey (TUR).

In sum, the OECD countries play important roles in the market of
transnational portfolio investments as they are both the major sources and tar-
gets of investment. However, the distribution of their investments varies over
time changing their positions in the network as shown in Figure 1. Furthermore,
even between the OECD countries, the distribution of portfolio investments are
uneven as Figure 2 suggests. However, this pattern starts to change as more
investments begin to move towards some of the Eastern European/newly in-
dustrialized countries. Can sending and receiving countries’ domestic economic
policies and political institutions explain these patterns of transnational port-
folio investments? To answer this, I turn to next section’s regression analysis.

Model Transnational Portfolio Investments

I model bilateral portfolio investments as a function of dyadic covariates (bilat-
eral trade, common language, colonial ties, distance, and correlation of growth
rate) and country-specific characteristics, such as domestic policy variables
(government consumption, debt, budget deficit, corporate tax rates), partisan
gravity, corruption, the lack of transparency (Opacity), the level of democracy
(Polity), and GDP and other control variables. Bilateral portfolio investments
involve directionality, which enables a differentiation between the sender and
receiver of the investment. Country-specific characteristics are therefore fur-
ther treated as sender- and receiver-country specific characteristics of portfolio
investments. I first add sender and receiver country fixed effects to control
for possible heterogeneity among countries and year fixed effects for potential
temporal heterogeneity. I then exclude fixed effects to test variables that are
time-invariant (Polity) or the data of which are only available for a single year
(Opacity).

The fixed effects model can be written as follows,

yi,j,t = β
′
dxi,j,t + β

′
sxi,t + β

′
rxj,t + αi + γj + λt + εi,j,t,(1)

where yi,j,t is the total portfolio investments country i has in country j at the end
of year t (in logged million US dollars), β

′
dxi,j,t includes the dyadic variables of

bilateral connections, β
′
sxi,t and β

′
rxj,t are sender-country specific and receiver-

country specific variables, αi and γj are sender country and receiver country
fixed effects, λt year fixed effects, and εi,j,t random errors. Notice that Model
1 can also be considered as an augmented gravity model that is often used to
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model bilateral trade, and more recently to model bilateral investments (Portes,
Rey & Oh 2001, Lane & Milesi-Ferreti 2004, Portes & Rey 2005, Eichengreen
& Luengnaruemitchai 2006, Aviat & Coeurdacier 2007, Leblang 2007). The
dependent variable yi,j,t is on log scale. The GDP for both sender (gi,t) and
receiver (gj,t) countries and the distance (di,j) between them are all in log scale
as well, thus, Model 1 can also be written as a gravity model:

ln(yi,j,t) = β1ln(gi,t) + β2ln(gj,t)− β3ln(di,j) + ... + αi + γj + λt + εi,j,t(2)

in which “...” represents the rest of the dyadic and sender- and receiver-country
specific covariates (besides GDP and distance) from Model 1. Similar to recent
studies of gravity models on trade in which fixed effects are introduced to control
for unobserved or misspecified factors, I also include sender and receiver country
fixed effects (αi and γj) and year fixed effects (λt) for now.21

I am mostly interested in testing whether transnational portfolio invest-
ments are sensitive to domestic economic policies, the partisan nature of the
government, and levels of democracy, and whether the level of transparency
and cross-border connections reduce information asymmetries and therefore in-
crease investments. First, private capital must be alert to fiscal policy indica-
tors because high levels of government consumption, debts, and budget deficits
are unsustainable and have the potential to drive up interest rates and cause
high inflation, which will ultimately decrease the rate of return for investments
(Ahlquist 2006). As a result, I include government consumption, debts, and
budget deficits (all as % of GDP) as part of the sender and receiver covariates.
Moreover, the level of taxation on capital is also included because transnational
capital is more likely to flow to countries with low taxation on capital. Partisan
gravity of the government might also be a factor that investors consider when
making investment decisions because leftist governments are historically more
pro-labor and pro-spending (Hibbs 1977, Garrett & Lange 1991, Garrett 1998).

I also consider the role of democratic institutions, because it is reasonable
to believe that democracies are better at attracting foreign investments as a
result of more credible protection of property rights (Li & Resnick 2003, Jensen
2006). However, because countries’ levels of democracies often change slowly, in
a short time period such as that covered by this study (2001-2005), the polity
scores for almost all countries remain unchanged — this makes the democratic
institution variable, Polity, a time-invariant variable. It is well known that fixed
effect models lack the ability to make inferences about time-invariant or slow-
moving variables because those variables are either perfectly or highly collinear
with fixed unit-specific effects and thus their coefficients are either not identified

21For previous research that applies fixed effects to gravity model, see Matyas (1997),
Egger (2002), Glick and Rose (2001), Cheng and Wall (2005), and Eichengreen and
Luengnaruemitchai (2006).
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or are difficult to estimate with any precision.22 I therefore exclude the variable
Polity from Model 1, and instead test the effects of democracy on portfolio
investments in a model without fixed effects later on in the paper.

The level of corruption of the sending and receiving countries may also be
relevant for portfolio investment because “it is likely that hidden bribes reduce
transactions in international markets” (Aviat & Coeurdacier 2007). Corruption
can also be considered a reasonable proxy to measure the overall level of the lack
of transparency across countries. Indeed, the correlation between the corrup-
tion measure from the Corruption Perceptions Index (CPI) of the Transparency
International and the measure of overall opacity (lack of transparency) from
Price Waterhouse Coopers (PWC) is about 0.80. As a result, I have chosen
to use the CPI corruption measure as a proxy for the lack of transparency for
empirical tests with fixed effects (Model 1). I also include a precise measure
of opacity (the lack of transparency) from Price Waterhouse Coopers (PWC)
for later empirical tests without fixed effects, because the Price Waterhouse
Coopers (PWC) measure of opacity is only for a group of 35 countries and
only for the year 2000. Meanwhile, I also control for GDP, GDP per capita,
GDP growth rate, inflation rate, and capital market openness of sending and
receiving countries. Finally, with respect to dyadic covariates, the prediction
from portfolio theory is that in order to reduce the risk of the entire portfolio,
investors should hold foreign assets that have negatively correlated returns with
domestic assets. To test whether the textbook portfolio theory has any validity
in the real world, I include a variable of correlation of growth that measures the
correlation in growth rates between the sender and receiver countries to account
for any potential risk diversification in transnational investment. Connections
between countries at the international level might serve to reduce information
asymmetries; to measure this, I consider bilateral trade, common language, and
colonial ties.23

I ran Model 1 for both a panel of 30 OECD countries (Table 1) and
a panel of all available countries (Table 2).24 Table 1 reports the empirical
findings for 10 different model specifications on OECD countries: every model
specification includes all four dyadic variables — correlation of growth, common
language, trade, and distance, as well as five sender and receiver country spe-
cific characteristics as basic economic controls — GDP, GDP per capita, GDP
growth rate, inflation rate, and capital market openness. Model specification 1
only includes the aforementioned variables and can be considered as a baseline

22See Plumper & Troeger (2007).
23Please see Appendix B for detailed variable and data source descriptions.
24For the analysis on OECD countries, I do not include colonial ties as part of the
dyadic covariates, because few OECD countries have ever been in a colonial relation-
ship with one another.
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model. Model specification 2-5 each adds in a single domestic economic policy
variable: government consumption (as % of GDP), government debts (as %
of GDP), government budget deficits (as % of GDP), and corporate taxation.
Model specification 6 is the baseline model plus all four variables of domestic
economic policies. Model specification 7, 8, and 9 add in partisan gravity of
the government, domestic corruption index, and the combination of these two
political variables respectively. Finally, I include all of the variables in model
specification 10.

The empirical findings on dyadic covariates reveal that there is no consis-
tent relationship between the correlation of growth (a proxy for business cycles
and rate of return to investment between two countries) and bilateral portfo-
lio investments. For some of the model specifications, there is a positive and
significant relationship between correlation of growth and bilateral investments,
which is the opposite of the predictions made in the portfolio investment the-
ory, which argues that there should be a negative relationship between these
two variables as investors should have strong incentives to investment in foreign
assets. A shared common language between two countries also has no effect on
the portfolio investment. Notice that this is based on the analysis of OECD
countries whose national economies are much better connected and information
asymmetries are expected to be lower than between OECD and non-OECD
countries and among non-OECD countries. It is possible that higher education
levels in OECD countries in general might render the linguistic dimension less
important a a result of the better mastering of key foreign languages.

Also, notice that geographical distance does not affect portfolio invest-
ment allocations among OECD countries once bilateral trade is controlled. In
most of the model specifications, there is no determined relationship between
distance between two OECD countries and their bilateral portfolio investment.
These results on the OECD countries contradict the findings of Portes and his
colleagues, which found a negative relationship between distance and investment
(Portes, Rey & Oh 2001, Portes & Rey 2005). One potential explanation for
this finding relates to the extent of interconnectedness between the economies
of the OECD countries. The national economies of these countries are so inter-
connected that distance in geography loses its importance as a key dimension
of information asymmetries.

One important indicator of economic interconnectedness in international
markets is bilateral trade. The empirical findings in Table 1 demonstrates an
important, positive, and significant relationship between bilateral trade and
bilateral portfolio investment. Most model specifications reveal a coefficient
around 0.8. Note that both portfolio investment and trade are on a log scale.
The increase in bilateral trade by one unit is associated with an increase of 0.8
unit (both on a log scale) in bilateral portfolio investment. For example, holding
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all the covariates at their mean values, the predicted portfolio investment from
country i to j is 484.7 million dollars according to model specification 1. Notice
that the mean value for bilateral trade used for this in-sample prediction is
1,528.2 million dollars. If bilateral trade increases from 1,528.2 to 4,154.1 million
US dollars (that is, by one unit in logged million dollars: from 7.3 to 8.3),
bilateral investment is expected to increase from 484.7 to 1,065.1 million dollars
in the real world. In other words, in this hypothetical scenario for the OECD
countries, an increase of about 2.5 billion dollars in bilateral trade is associated
with an increase of about 0.5 billion dollars in bilateral portfolio investment.

Among sender and receiver country specific variables, one can notice
that a receiving country’s level of government consumption (model specification
2, 6, and 10) and level of corporate taxation (model specification 5, 6, and
10) is negatively associated with portfolio investment from a sender country.
This means that high levels of government consumption and corporate tax are
associated with lower levels of inward portfolio investments. This confirms the
power of the financial market in constraining government behaviors, which is
consistent with findings from previous research (Mosley 2000, Ahlquist 2006).
However, all the other sender and receiver country specific variables have no
consistent or significant relationship with investment. There is no consistent
relationship between the other two indicators concerning a country’s soundness
in government budget (debt and deficit) and investment. Partisan gravity and
corruption, both for sender and receiver countries of an investment, have no
significant correlation with investment. GDP, GDP per capita, GDP growth,
inflation rate, and capital market openness for both sender and receiver countries
are not correlated with bilateral investment.

It is worth noting that two of the findings on OECD countries challenge
the gravity model’s conceptualization of bilateral interactions (such as trade and
investment) as a positive function of the economic masses of the two economies
and as a negative function of the distance between them. Table 1 clearly shows
that within OECD countries, bilateral portfolio investment is not a positive
function of the economic masses of two countries and neither is it a negative
function of the distance between them.25

25Gravity model has been an empirical success to model trade and it often conceptu-
alizes trade between country i and j as,

tradei,j = C × GDPi ×GDPj

Distancei,j
(3)

where C is a constant. Using logarithms, the Equation 3 can be converted to a linear
form for econometric analysis as follows,

log(tradei,j) = α + β1log(GDPi) + β2log(GDPj)− β3log(Distancei,j) + εi,j(4)

where α is a constant and εi,j a random error.
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Table 1. Within-OECD Country Models, 2001-2005: sender and receiver country fixed effects are estimated for all model
specifications but not reported; ? ? ?, ??, ? show significance levels 99%, 95%, and 90% respectively.

1 2 3 4 5 6 7 8 9 10

Constant −18.91 −14.78 −67.28??? −44.83?? −14.43 −54.49??? −26.99 −20.10 −27.89 −69.45??

Dyadic Correlation of growth 0.10 0.12 0.11 0.33??? 0.11 0.34??? 0.20?? 0.10 0.20?? 0.42???

Effects Common language −0.07 −0.07 0.002 −0.003 −0.07 0.03 −0.14 −0.07 −0.14 0.02
Trade 0.79??? 0.79??? 0.79??? 0.78??? 0.79??? 0.76??? 0.68??? 0.79??? 0.68??? 0.68???

Distance -0.03 −0.03 −0.05 −0.06 −0.03 −0.07 −0.14? −0.03 −0.14? −0.13

Sender GDP 1.83 1.93 12.16??? 9.06?? 1.51 10.67?? 6.58 1.68 6.69 19.87???

Effects GDP per cap −0.70 −0.74 −11.31??? −8.47? −0.47 −9.90?? −6.13 −0.52 −6.28 −19.46
GDP growth −0.004 −0.001 0.03 −0.01 −0.004 −0.01 −0.02 −0.004 −0.02 0.005
Inflation 0.03??? 0.03??? −0.06?? −0.06? 0.03??? −0.05 −0.04 0.03??? −0.04 −0.01
Capital openness 0.26? 0.27? 0.46??? 0.75??? 0.22 0.73??? 0.35?? 0.25? 0.36?? 0.82???

Gov. consumption 0.02 −0.003 0.03
Debt 0.005 0.01 0.01
Deficit 0.02 0.02 0.07??

Corporate tax −0.02 −0.01 −0.002
Partisan gravity 0.01 0.01 −0.02
Corruption −0.05 0.05 −0.10

Receiver GDP 2.30 1.89 8.25?? 3.86 1.83 6.64 1.14 2.69 1.16 3.44
Effects GDP per cap −0.96 −0.73 −6.74 −2.11 −0.57) −4.96 0.51 −1.41 0.46 −1.51

GDP growth 0.03 0.01 0.08??? 0.02 0.03 0.00 0.02 0.03 0.02 0.001
Inflation 0.02? 0.02? −0.03 0.002 0.02 0.00 0.01 0.02 0.01 −0.01
Capital openness −0.11 −0.13 −0.04 0.29? −0.15 0.29 0.03? −0.10 0.04 0.15
Gov. consumption −0.18?? −0.15? −0.23?

Debt 0.01 0.02?? 0.02
Deficit 0.01 0.01 −0.01
Corporate tax −0.02? −0.04?? −0.04??

Partisan gravity 0.10 0.10 0.06
Corruption 0.12 0.03 −0.01

2002 −0.04 0.02 −0.24?? −0.29?? −0.06 −0.35?? −0.11 −0.04 −0.11 −0.36?

2003 −0.26 −0.17 −0.58??? −0.63?? −0.26 −0.75?? −0.22 −0.26 −0.22 −0.74?

2004 −0.38 −0.29 −0.91??? −0.78? −0.40 −0.99?? −0.26 −0.39 −0.25 −0.98
2005 −0.48? −0.42 −1.01??? −0.93?? −0.53? −1.26?? −0.49?

Number of Obs. 3705 3705 3282 2708 3705 2629 2530 3705 2530 1992
Adjusted R2 0.87 0.87 0.86 0.87 0.87 0.87 0.87 0.87 0.87 0.87
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Table 2. All Country Models, 2001-2005: sender and receiver country fixed effects are estimated for all model specifications
but not reported; ? ? ?, ??, ? show significance levels 99%, 95%, and 90% respectively.

1 2 3 4 5 6 7 8 9

Constant 27.73??? 22.37? 15.11 17.44 3.67 13.26 42.32 −3.32 50.03

Dyadic Correlation of growth 0.08? 0.06 0.19??? 0.08 −0.03 0.07 0.14 −0.01 0.07
Effects Common language 0.50??? 0.49??? 0.48??? 0.50??? 0.49??? 0.53??? 0.46??? 0.57??? 0.65???

Colonial ties 0.31?? 0.35?? 0.12 0.31? 0.35?? 0.28?? 0.18 0.31?? 0.13
Trade 0.31??? 0.32??? 0.27??? 0.32??? 0.37??? 0.34??? 0.25??? 0.44??? 0.36???

Distance −0.91??? −0.92??? −0.91??? −0.91??? −0.76??? −0.85??? −0.98??? −0.63??? −0.59???

Sender GDP −9.73??? −10.93??? −9.09??? −9.12?? 1.51 -6.83??? −17.21??? 1.73 −6.44
Effects GDP per cap 10.28??? 11.51??? 9.38??? 9.70?? −0.53 7.38??? 16.85??? −1.13 4.76

GDP growth −0.02??? −0.02?? −0.03??? −0.02 0.003 −0.02?? −0.02 −0.01 −0.01
Inflation −0.01 −0.01 −0.01 0.01 0.02 0.001 −0.02 0.01 −0.02
Capital openness 0.01 −0.03 0.06 −0.02 0.06 0.13? −0.41 0.21? −0.01
Gov. consumption −0.10??? −0.06 0.06
Deficit 0.03 0.05 0.02
Corporate tax −0.001 0.05?? −0.01
Partisan gravity 0.05 0.04 −0.02
Corruption 0.04 0.09 0.24

Receiver GDP 1.70 4.88?? 4.82?? 3.82 −3.33 2.66? 5.18 −1.72 −7.64
Effects GDP per cap −1.32 −4.42?? −4.63?? −3.21 4.14 −2.32 −4.63 2.48 9.74?

GDP growth −0.03??? −0.03??? −0.03??? −0.02 −0.01 −0.03??? −0.01 −0.02 0.001
Inflation 0.001 0.01 −0.01 0.01 0.01 −0.002 0.02 0.01 0.02
Capital openness 0.05 0.17?? 0.15? −0.12 0.03 0.01 0.27 0.05 −0.36
Gov. consumption −0.03 −0.003 −0.23?

Deficit 0.02 0.003 0.01
Corporate tax 0.01 −0.003 0.001
Partisan gravity 0.08 0.08 0.08
Corruption 0.08 0.08 −0.03

2002 0.23??? 0.26??? 0.14? 0.23??? 0.28??? 0.26???

2003 0.44??? 0.43??? 0.33?? 0.13 0.29? 0.40??? 0.30 0.31? 0.35
2004 0.70??? 0.55??? 0.70??? 0.35 0.35 0.65??? 0.77?? 0.43? 0.67
2005 0.54??? 0.23 0.62?? 0.46???

Number of Obs. 12153 8633 7865 6239 5366 11479 4092 4984 2328
Adjusted R2 0.79 0.79 0.81 0.80 0.82 0.80 0.81 0.83 0.86
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The next step is to determine whether this is also true when non-OECD
countries are also included in the analysis. I now turn to Table 2, which includes
all countries with available data in the analysis. Model specifications in Table 2
are arranged in a similar way as in Table 1 for the OECD countries. The differ-
ences are that Table 2 also contains colonial ties as an additional dyadic variable
in order to capture the potential impacts of existing and previous colonial rela-
tionship on investment. Another difference is that the data for government debt
are not available for a large number of non-OECD countries, thus I chose to ex-
clude this variable as part of the sender and receiver country specific covariates.
For dyadic covariates, correlation of growth still has no consistent relationship
with investment, which yet again disapproves the textbook portfolio investment
theory of risk diversification. Unlike the undetermined relationship for OECD
countries, shared common language now has a consistent and positive relation-
ship with cross-border portfolio investment. This implies that unlike within the
OECD countries where differences in language play no significant role in caus-
ing information asymmetries between national and foreign investors, language
barriers throughout the rest of the world are important and they are associated
with decreased cross-border portfolio investments. The variable “Colonial ties”
has no consistent association with the dependent variable: it is estimated to
have a positive relationship with investment but the significance level varies
with model specifications. Therefore, there is less confidence in this positive
relationship between colonial ties and investment, especially when colonial ties
do not correlate at any significant level to other dyadic covariates in the model
(see Table 3).

Table 3. Correlation Statistics for Dyadic Covariates, All Countries.

1 2 3 4 5
1: Correlation of Growth 1.00 0.11 0.03 −0.25 0.15
2: Common Language 0.11 1.00 0.22 −0.01 0.09
3: Colonial Ties 0.03 0.22 1.00 −0.03 0.06
4: Distance −0.25 −0.01 −0.03 1.00 −0.13
5: Trade 0.15 0.09 0.06 −0.13 1.00

Trade still has a significant and positive association with investment
when all available countries are included. However, the magnitude of this as-
sociation is much smaller: notice a coefficient around 0.8 in Table 1 when only
OECD countries are considered vs. a coefficient of about 0.3 in Table 2 when
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non-OECD countries are also included.26 Moreover, distance also has a sig-
nificant but negative association with investment. This is different from the
finding on OECD countries where distance in geography is uncorrelated with
investment. In other words, at the global level, geographical distance is still
associated with information asymmetries that prevent overseas portfolio invest-
ments. This finding is consistent with findings from previous research where ge-
ographical distance is often considered proxy for information asymmetries and
is found to dampen investments (Portes, Rey & Oh 2001, Portes & Rey 2005).

Finally, none of the country specific variables has a consistent and sig-
nificant association with portfolio investments. This implies that similar to
the OECD story, bilateral portfolio investment is not a positive function of the
size of the economies of sending and receiving countries. Also, investment is
not sensitive to policy changes in government spending, debt, deficit, levels of
corporate taxation, partisan nature of the government, nor corruption level of
domestic politics.27

26One potential explanation for this empirical finding (models which include both
OECD and developing countries have a coefficient for trade that is much smaller
than in the OECD-only models) has to do with the content of trade. Intra-industry
type of trade might be better at providing information between trading partners
than standard type of commodities and natural resources being exchanged. One
might expect that trade within the OECD countries involves more intra-industry
type of trade while trade between the OECD and developing countries involves more
exchange based on site specificity and extraction. Therefore, we might expect that the
effect of trade in reducing information asymmetries and therefore increasing portfolio
investments is larger in OECD-only models than in models including both OECD and
developing countries. However, this is just one potential explanation and needs to be
tested against empirical data: future research should look at the effects of trade on
portfolio investment across different types of commodities.
27One potential threat for models including all countries with available data is a
selection bias: chances are that the riskiest countries may not even be able to raise
debt in private markets and are therefore shut out of international capital markets
entirely. Therefore we will not find any relationship between portfolio flows and fiscal
policy precisely in some developing countries. However, the countries covered by
the regression analyses as those reported in Table 1 and 2 are unlikely to include
these riskiest countries. The IMF data only include countries that at least have one
non-zero inflow of portfolio investments between 2001 and 2005. In other words, all
countries in the analysis at least received portfolio investments in one of the five
years covered by this study. For model specifications in Table 2, because of missing
data issues with independent variables, even for baseline model specification, that
is, first model specification which has the lowest number of independent variables,
only 59 countries are included and they are Australia, Austria, Bahrain, Belgium,
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Based on the empirical analyses of both OECD countries (Table 1) and
all available countries (Table 2), I have found that bilateral trade is positively
associated with bilateral portfolio investments. I have argued that connections
at the international level such as trade and cultural and historical ties can reduce
information asymmetries between countries and therefore increase international
trade in assets. Indeed, this is one of the reasons why the recent economic liter-
ature focuses much attention on the link between international trade in goods
and assets. For example, Aviat and Coeurdacier (2007) argue that “due to in-
formation asymmetries, entrepreneurs may learn about each other by trading
goods and this information facilitates trade in financial assets (and vice versa).”
However, the potential role of international trade to reduce information asym-
metries is only one explanation. There may be alternative hypotheses to explain
the positive relationship between trade and portfolio investments. For exam-
ple, major trading partners often need to maintain significant liquidity in one
another’s currencies to engage in cross-border trade.28 In order to account for
these alternatives, I have chosen to perform another direct test for the infor-
mation asymmetries hypothesis. This is to test whether one country’s quality
and transparency can increase the inflows of portfolio investments. I have used
corruption as a proxy to measure a country’s overall level of transparency given
the fact corruption is highly correlated with some more precise measures of
transparency. Now, I turn to one more precise measure of opacity (the converse
of transparency) to provide a more direct test for the information story.

I use the Price Waterhouse Coopers (PWC) opacity index for the year
2000 in order to investigate the influence of opacity on the inflows of portfolio
investments (Price Waterhouse Coopers 2001). Price Waterhouse Coopers have
carried out a survey on the opacity of various business climates of 35 countries
(both developed and emerging) for the year 2000 which resulted in their opacity
indices. Opacity, which is the converse of transparency, is the degree of lack of
clarity of decision-making in a country’s decision-making processes. PWC de-
fines opacity as the lack of clear, accurate, formal, easily discernible, and widely
accepted practices in the broad arena where business, finance and government

Bahamas, Brazil, Bulgaria, Canada, Chile, Colombia, Costa Rica, Cyprus, Czech
Republic, Denmark, Egypt, Estonia, Finland, France, Germany, Greece, Hungry,
Iceland, India, Indonesia, Ireland, Israel, Italy, Japan, Lebanon, Malaysia, Mauritius,
Mexico, Malta, New Zealand, Norway, Netherlands, Pakistan, Panama, Philippines,
Poland, Portugal, Korea, Romania, Russia, South Africa, Singapore, Slovenia, Spain,
Sweden, Switzerland, Thailand, Turkey, UK, Ukraine, Uruguay, USA, and Venezuela.
Few among these 59 countries could be characterized as the riskiest countries that are
shut out of international capital markets entirely. Therefore, selection bias is unlikely
to be a serious threat for this study.
28I want to thank the reviewer for raising this point on alternative explanations.
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Table 4. Opacity and transnational portfolio investments within
all available countries, 2001-2005. Sender and receiver country
fixed effects are not estimated because of data on opacity is only
available for one year.

Coef. (σ) P(>|t|) Coef. (σ) P(>|t|)
Constant −5.50 (1.06) 0.00 −7.62 (0.82) 0.00

Dyadic Cor. of growth −0.11 (0.24) 0.66 0.09 (0.24) 0.72
Effects Common language 1.14 (0.35) 0.00 1.05 (0.35) 0.00

Colonial ties 1.06 (0.50) 0.04 1.55 (0.50) 0.00
Trade 0.59 (0.09) 0.00 0.71 (0.09) 0.00
Distance −0.42 (0.15) 0.01 −0.18 (0.15) 0.24

Sender GDP 0.70 (0.12) 0.00 0.53 (0.12) 0.00
Effects GDP per capita 0.71 (0.19) 0.00 0.86 (0.19) 0.00

GDP growth −0.02 (0.04) 0.64 −0.01 (0.04) 0.72
Inflation −0.01 (0.01) 0.41 −0.02 (0.01) 0.19
Capital Openness 0.57 (0.09) 0.00 0.66 (0.08) 0.00
Overall Opacity −0.04 (0.01) 0.00
Accounting Opacity −0.02 (0.01) 0.00

Receiver GDP 0.58 (0.11) 0.00 0.42 (0.11) 0.00
Effects GDP per capita 0.25 (0.14) 0.07 0.32 (0.13) 0.02

GDP growth −0.01 (0.03) 0.71 −0.01 (0.03) 0.84
Inflation 0.01 (0.01) 0.18 0.01 (0.01) 0.32
Capital Openness 0.03 (0.08) 0.75 0.04 (0.08) 0.63
Overall Opacity −0.04 (0.01) 0.00
Accounting Opacity −0.03 (0.01) 0.00
Number of Obs. 440 440
Adjusted R2 0.81 0.80

meet. These indices provide information on the level of opacity in five cate-
gories (each index ranges from 0 to 100 with the higher values indicating higher
opacity in the underlying environment) — corruption, legal, economic, account-
ing/financial reporting, and regulation. The overall level of opacity of a country
is the average of these five categories. Since the data are only available for one
year, I do not include fixed country and year effects as I did in Model 1. The
first available year for the dependent variable, portfolio investments, is 2001; I
therefore chose to use a one-year lagged opacity variable for a cross-sectional
analysis on transnational portfolio investments in 2001. I focus on the measure
of overall opacity (Overall Opacity) and that of one specific category, that is,
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accounting opacity that addresses disclosure standards and access to informa-
tion about publicly traded companies (Accounting Opacity). Table 4 reports
the findings of the effects of the two opacity variables. Here I find strong effects
of opacity, both for that of the overall opacity level of a country and that of
accounting opacity. Indeed, the higher the overall opacity level of a receiving
country, the lower the level of the inflows of portfolio investments. The same can
be said for a receiving country’s accounting opacity, only the estimated effect is
slightly lower than that of the overall opacity (−0.03 vs. −0.04).

In the theoretical section, I have borrowed insights from recent studies
on the effects of democratic institutions on transnational investments (Li &
Resnick 2003, Jensen 2006). Similar to these studies, I argue that democratic
institutions are better at attracting foreign portfolio investments because they
are often associated with credible property rights protection. However, I did
not test the effects of democracy in the models with country fixed effects (Table
1 and 2) because fixed effect models lack the ability to make inferences about
time invariant or slow-moving variables (Polity in this study).29 I now turn to
a model with the same gravity model set-up as in Model 1, but without the
sender and receiver country and year fixed effects.

Table 5 reports the empirical findings. The first model specification pro-
vides a baseline test with all the dyadic covariates and basic economic variables
for both sender and receiver countries. The second model specification adds the
domestic economic policy variables for sender and receiver countries — govern-
ment consumption, deficits, and levels of corporate taxation. I use the polity
score, which takes categorical values from −10 to 10 with higher values for
more democratic countries, to measure regime type/democratic institutions. It
is clear from both model specifications that the regime type of the receiver coun-
try matters for the inflows of portfolio investments. A positive and significant
coefficient for the receiver country’s polity scores indicates that the higher the
level of democracy, the higher the levels of inward portfolio investments. The
substantive effect of the democratic institutions is also significant. Holding all
other variables at their mean values, the predicted portfolio investment from
country i to j is about 7.04 million dollars in 2001 according to the first model
specification in Table 5; the mean polity score for receiver countries is 3.39. If
the receiver country’s polity score changes to 10 (hypothetically) to become the
most democratic regime, the predicted inflows of portfolio investments would
increase to 11.94 million dollars, that is an increase of about 70% in real dollar
terms.

29Time-invariant or slow-moving variables are either perfectly or highly collinear with
fixed unit-specific effects and thus their coefficients are either not identified or are
difficult to estimate with any precision.
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Table 5. Levels of democracy and transnational portfolio in-
vestments within all available countries, 2001-2005. Sender and
receiver country fixed effects are not estimated because of time-
invariant variable Polity.

Coef. (σ) P(>|t|) Coef. (σ) P(>|t|)
Constant −7.55 (0.16) 0.00 −6.44 (0.37) 0.00

Dyadic Cor. of growth 0.36 (0.06) 0.00 0.40 (0.10) 0.00
Effects Common language 1.31 (0.08) 0.00 1.10 (0.13) 0.00

Colonial ties 0.62 (0.15) 0.00 0.34 (0.22) 0.13
Trade 0.47 (0.02) 0.00 0.42 (0.04) 0.00
Distance −0.31 (0.03) 0.00 −0.48 (0.05) 0.00

Sender GDP 0.25 (0.03) 0.00 0.28 (0.04) 0.00
Effects GDP per capita 1.38 (0.04) 0.00 1.54 (0.07) 0.00

GDP growth −0.06 (0.01) 0.00 −0.07 (0.01) 0.00
Inflation −0.05 (0.00) 0.00 −0.08 (0.01) 0.00
Capital Openness 0.17 (0.02) 0.00 0.13 (0.04) 0.00
Gov. consumption −0.08 (0.01) 0.00
Deficit 0.03 (0.01) 0.02
Corporate tax 0.02 (0.01) 0.00
Polity −0.05 (0.01) 0.00 −0.08 (0.01) 0.00

Receiver GDP 0.50 (0.03) 0.00 0.68 (0.04) 0.00
Effects GDP per capita 0.39 (0.03) 0.00 0.51 (0.07) 0.00

GDP growth −0.03 (0.01) 0.00 −0.02 (0.01) 0.13
Inflation 0.00 (0.00) 0.51 0.01 (0.01) 0.14
Capital Openness 0.09 (0.02) 0.00 0.11 (0.04) 0.01
Gov. consumption −0.04 (0.01) 0.00
Deficit 0.04 (0.01) 0.00
Corporate tax −0.01 (0.01) 0.06
Polity 0.08 (0.01) 0.00 0.06 (0.01) 0.00
Number of Obs. 9075 4091
Adjusted R2 0.69 0.72

Conclusion

Many consider transnational capital to be one of the most important driving
forces of the globalization of economic liberalization (Andrews 1994, Rodrik
1997, Simmons & Elkins 2004); and yet, we know little about what determines
cross-border investments, especially portfolio investments. Recent research in
economics on international trade in assets reveals a pattern of home bias in

26

Business and Politics, Vol. 11 [2009], Iss. 1, Art. 1

http://www.bepress.com/bap/vol11/iss1/art1
DOI: 10.2202/1469-3569.1232



portfolio investments, which suggests that information asymmetries between do-
mestic and foreign investors limit overseas investments (Portes, Rey & Oh 2001,
Portes & Rey 2005, Aviat & Coeurdacier 2007, Hooper & Kim 2007, Daude &
Fratzscher 2007). One implication for this information-asymmetry-driven home
bias is that improving transparency at the national level could reduce infor-
mation asymmetries and therefore increase the inflows of investments. More-
over, connections and interactions at the international level could also encourage
cross-border investments by serving as channels of information exchange. How-
ever, the political determinants of international trade in assets are missing from
these models. In addition to performing an in-depth economic investigation on
the effects of information-asymmetry-reducing variables (national transparency
and bilateral connections) on cross-border investments, this research also in-
corporates the political aspect of international trade in assets. To accomplish
this, I focus on the variables that capture important dimensions of domestic
economic policies and political institutions.

Domestic economic policies are important to political scientists, because
they reflect political choices made by the government. For example, fiscal poli-
cies characterizing the ways in which the government collects and spends money
have profound redistributive effects on society and have been used as compensa-
tion policies to counterbalance the vagaries of the global market since the end of
the Second World War (Cameron 1978, Ruggie 1982). However, these compen-
sation policies have been challenged by the economic forces of globalization in
the past few decades. Indeed, the “race to the bottom” thesis argues that global
mobility of factors of production, and above all, of finance, puts competitive
pressure on each country and results in their efforts of creating more “business-
friendly” domestic economic environment with which economic policies of em-
bedded liberalism become increasingly incompatible. The underlying assump-
tion here is that domestic economic policies affect investment decisions since
capital is sensitive to policy changes and is more likely to move towards national
economies characterized by economic liberalism. However, little research in po-
litical science has been done to empirically test the causal arrow from domestic
economic policies (and institutions) to inward portfolio investments. Moreover,
the link between democracy and transnational portfolio investments has not
yet been studied theoretically and empirically. Borrowing from the theoretical
insights of the democracy-FDI literature (Li & Resnick 2003, Jensen 2006), I
posit that democracies are better at attracting portfolio investments because
they provide more credible protection against predatory banditry.

Using IMF’s Coordinated Portfolio Investment Survey data, I model bi-
lateral portfolio investments as a function of domestic economic policies and
political institutions of sending and receiving countries, levels of opacity (the
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converse of transparency) in business climate, and important international net-
works such as trade and linguistic and colonial ties. Empirical findings indicate
geographical distance’s dampening effect and common language’s positive im-
pacts on portfolio investment only hold true when non-OECD countries are
included in the analysis. Bilateral trade, on the other hand, is positively asso-
ciated with bilateral portfolio investments across different samples of countries
and model specifications. A more direct test on information asymmetries story
reveals the important effect of opacity on transnational investments, meaning
that countries with higher level of transparency (lower level of opacity) are
associated with higher levels of inward portfolio investments.

The empirical findings also reveal that transnational portfolio invest-
ments are only sensitive to some fiscal policy indictors (such as government
consumption and corporate taxation) and only within the OECD countries.
This finding has important policy implications, especially for developing coun-
tries. Transnational portfolio investments are generally insensitive to key policy
indictors such as government consumptions, debts, budget deficits, and levels
of corporate taxation that are often considered by the “race to the bottom”
thesis as important commitment signals against future expropriation risk. Only
among the OECD countries are decisions concerning portfolio investments sen-
sitive to government consumptions and levels of corporate taxation. Therefore,
for non-OECD countries, there is still “room to move” in maneuvering different
aspects of fiscal policies. Moreover, both for the OECD countries and the non-
OECD countries, investors are not concerned much with the partisan nature of
the government. Finally, the empirical findings suggest that foreign investors
care about types of political institutions as democratic institutions are found
to be associated with higher levels of portfolio investment inflows. This is good
news for a lot of developing countries that are in the process of democratiza-
tion: in addition to democratizing for peace (Ward & Gleditsch 1998), more
foreign capital in the form of portfolio investments also provides an incentive
for democratization.
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Appendix A. Country List

Table 6. Countries and Corresponding Acronyms.

Albania ALB Finland FIN Norway NOR
Antilles ANT France FRN Netherlands NTH
Argentina ARG Ghana GHA Pakistan PAK
Australia AUL Germany GMY Panama PAN
Austria AUS Greece GRC Peru PER
Belgium BEL Guatemala GUA Philippines PHI
Bahamas BHM Guernsey GUR Poland POL
Belarus BLR Hungary HUN Portugal POR
Belize BLZ Iceland ICE French Polynesia PYF
Bermuda BMU Isle of Man IMY Korea ROK
Bolivia BOL India IND Romania RUM
Botswana BOT Indonesia INS Russian Federation RUS
Brazil BRA Ireland IRE South Africa SAF
Bulgaria BUL Israel ISR Senegal SEN
Canada CAN Italy ITA Serbia & Montenegro SER
Cameroon CAO Jersey JER Singapore SIN
Cayman Islands CAY Jordan JOR Slovenia SLV
Cote d’Ivoire CDI Japan JPN Spain SPN
Hong Kong CHK Kenya KEN Sri Lanka SRI
Chile CHL Kazakhstan KZK Swaziland SWA
China CHN Liberia LBR Sweden SWD
Colombia COL Luxembourg LUX Switzerland SWZ
Costa Rica COS Macedonia MAC Thailand THI
Croatia CRO Malaysia MAL Trinidad & Tobago TRI
Cyprus CYP Mexico MEX Turkey TUR
Czech Rep. CZR Marshall Islands MHL Taiwan TWN
Denmark DEN Moldova MLD United Kingdom UKG
Dominican Rep. DOM Mali MLI Ukraine UKR
Vietnam DRV Monaco MNC Uruguay URU
Ecuador ECU Morocco MOR United States USA
Egypt EGY New Zealand NEW Venezuela VEN
Estonia EST Nicaragua NIC Virgin Islands VIB
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B.1.1. Government Consumption, Debt, Budget Deficit, and Corporate Tax
Rates. The World Development Indicators (WDI) from the World Bank car-
ries comprehensive data on government budget deficits. I use budget deficit
data from WDI (as % of GDP) for both the analysis on all available countries
(Table 2) and that on OECD countries (Table 1).

Government gross debt comprises all financial liabilities of general gov-
ernment, typically mainly in the form of government bills and bonds. This
measurement is in % of GDP. Data are from SourceOECD, National Accounts
Statistics (Central Government Debt, Country tables, Vol 2006, release 01) and
only cover OECD countries. WDI also has data on government debt, but the
data quality is very poor and it mainly covers some major OECD countries.
Therefore, I did not include this variable in the regressions on all available
countries (Table 2). Volume and value data of Government consumption are
both available from OECD and WDI, I use the OECD data for the regressions
on OECD countries and the WDI data for the regressions on all countries. Both
government consumption data are further calculated as a percentage of GDP.

I use the top marginal corporate tax rates as a proxy to measure the
extent to which capital is taxed. This is a simple measure of tax policy that
reflects the tax burden of the capital. It is by no means a perfect measurement,
because almost no firm ever pays the top marginal rate. Tax code often fails
to capture the exemptions and loopholes that capital owners can use to reduce
their tax payments below the statutory rate. However, top tax rate has several
advantages, as argued by Basinger and Hallerberg (2004):

First, the marginal rate is the basis for tax deductions: in most
cases, it is not possible to deduct foreign taxes paid from one’s
home taxes beyond the level of the home marginal rate. Second,
the statutory rate sets the parameters for two ways for firms to
get around paying tax, transfer pricing and thin capitalization.
Third, the top marginal rate plays an important signaling role
about the tax burden of a country. Finally, as an OECD (2000)
report points out, the marginal rates “are commonly an impor-
tant factor in decision making on new investment”.

.

Appendix B. Dyadic and Country-Specific Covariates

B.1. Sender and Receiver Characteristics.
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has a better coverage for OECD countries. I use this data set for the regressions
in Table 1 where only OECD countries are included.

B.1.2. Partisan Gravity and Corruption. The variable Partisan Gravity cap-
tures whether the executive party or party coalition is characterized as right
(coded as −1), center (0), or left (1). Data are from World Bank’s Database of
Political Institutions.31 Corruption data are from the annual Corruption Per-
ceptions Index (CPI) of the Transparency International with data ranging from
1 (most corrupted) to 10 (least corrupted).32

B.1.3. Capital Market Openness, Inflation Rate, GDP, GDP per Capital, and
GDP Growth Rate. I use the Chinn-Ito Financial Openness variable that is
constructed based on IMF’s Annual Report on Exchange Arrangements and
Exchange Restrictions. See Chinn and Ito (2006). This measurement aug-
ments Quinn’s capital openness measurement by including information regard-
ing whether the country in question has entered into international agreements
with international organizations such as the OECD and the EU.33 Another rea-
son to choose this variable is because it provides data for most of the countries
until 2004. I use data of 2004 for year 2005. Data on inflation rate, GDP, and
GDP per capital are from IMF’s World Economic Outlook. Inflation is mea-
sured as the average of the annual inflation (in percentage).34 GDP growth rate
data are from World Development Indicators of the World Bank.

B.1.4. Polity. I use the polity score (−10 for highly authoritarian states to
+10 for highly democratic societies) to measure domestic institutions in each
country. Data available from http://www.cidcm.umd.edu/inscr/polity/.

31For more details on data, see Beck et al. (2007).
32See http://transparency.org/policy_research/surveys_indices/cpi .
33For Quinn’s Index, see Quinn and Inclan (1997). For the measure that I use in
this manuscript, see http://www.ssc.wisc.edu/~mchinn/Readme_kaopen2004.pdf
for a detailed description of the variable.
34World Economic and Financial Surveys, World Eco-
nomic Outlook Database, September 2006 Edition:
http://www.imf.org/external/pubs/ft/weo/2006/02/data/index.aspx

this data set for the regressions in Table 2 where all countries with available data
are included. The other data source is the one from the OECD Tax Database. It

There are two data sets on top corporate tax rates. One is the data on top
marginal corporate tax rates from World Bank’s World Development Indicators
online database.30 133 countries are covered by the data from 1998 to 2006. I use

30The original data are from PricewaterhouseCoopers, Corporate Taxes: World-
wide Summaries, by permission of John Wiley and Sons, Inc. See
http://devdata.worldbank.org.offcampus.lib.washington.edu/dataonline/
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Rose’s data set is Colony — a binary variable that is unity if one country ever
colonized the other or vice versa.35 Also notice that the variable colonial ties
does not enter the regression on OECD countries (Table 1) because very few
OECD countries have colonial ties with each other.

Moreover, textbook portfolio theory argues that in order to reduce the
risk of the entire portfolio, investors should hold foreign assets that have neg-
atively correlated returns with domestic assets. To test whether the textbook
portfolio theory has any validity in the real world, I also include a variable of
correlation of growth that measures the correlation in growth rates between the
sending and receiving countries to account for risk diversification. This variable
is calculated as the correlation between two countries’ previous 5 years’ GDP
growth rates.

Finally, I control for the effects of proximity in geography. I calculate
distance using the Haversine formula with data on latitude and longitude of
capital cities taken from the world.cities database maintained as part of the
maps package in the R statistical programming package. These are available
from cran.r-project.org. Distance is calculated in logged 1000s of Kilometers.
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